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SUMMARY

Within the context of debates over convergence and path dependency of
corporate governance, this thesis discusses the shifts and changes in the former
Daimler-Benz Aktiengesellschaft (AG), later the DaimlerChrysler Corporation, in the
1990s until 2005. In the first section the distinct features of the Anglo-American
model of shareholder value and the Continental-European stakeholder model of
corporate governance are outlined, thereby pointing out the contemporary debate
about changes in the German corporate structure. The second section focuses on the
internal evolution of the Daimler-Benz AG from a traditional German to global
German-American corporation and the impact of external market forces - the
deregulated market for capital, the globalized market for products and services, and
the emerging market for managerial “talent” on the company. The case study of
DaimlerChrysler reveals how German corporations incrementally adopted
shareholder-oriented principles, driven by international market forces, while they
maintained important features of the stakeholder system.

RESUME

Dans le cadre du débat entre les conceptions convergentes ou dépendantes des
trajectoires (path dependency) de la gouvernance d’entreprises, ce mémoire analyse
les modifications et ies changements ayant eu cours des années 1990 a 2005 au sein
de la firme Daimler-Benz Aktiengesellschaft (AG) (devenue en cours de route
DaimlerChrysler Corporation). Dans la premiere section de ce travail, nous
soulignons les principales caractéristiques des modeles de gouvernance Anglo-
américains (orientés en fonction de la valeur des actionnaires) et de I’Europe
continentale (pius axés vers leurs parties prenantes) tout en mettant en lumiére les
enjeux contemporains entourant les transformations structurelles auxquelles sont
soumises les sociétés par actions allemandes. La deuxieme section de ce mémoire,
focalise sur ’évolution interne de Daimler-Benz AG d’un modele d’entreprise
traditionnel allemand a une entreprise Germano-ameéricaine internationale. Dans cette
section, nous étudions également I'impact externe de trois forces marchandes sur la
firme allemande soit: le marché dérégulé des capitaux, le marché mondial des
produits et services, et le marché émergent des talents de gestion. Au final, notre
étude de cas révéle comment, a la suite des pressions des marchés internationaux, les
firmes allemandes en sont incrémentalement venues a adopter des principes de
gouvernance plus orientés en fonction de la valeur des actionnaires, tout en
maintenant certaines caractéristiques importantes du systeéme de gouvernance pour les
parties prenantes.

X1l



Introduction

INTRODUCTION

Each company evolves in a specific context of markets. This context can vary
from one country to the other and from business to business. Cultural background,
different historical traditions and political systems seem to influence the way a

company is organized and the way it conducts its business.

The world’s largest economies, the USA, Japan, the UK, and Germany, have
achieved their wealth and growth under distinct systems of management and
corporate governance. Whereas liberal Anglo-Saxon economies have developed
shareholder-value-oriented systems, Continental European economies, like the social
market economy in Germany, have developed stakeholder-oriented systems of

management and corporate governance.

Since the late 1970s traditional stakeholder-oriented systems have underwent
radical changes. A contemporary scientific debate has arisen to which extent these
corporate governance systems are converging towards the shareholder value model of
corporate governance. In fact, there are two schools of thought: the first one believes
that all economies worldwide are converging towards “one” most efficient global
corporate governance system, namely the shareholder value model, and the second
one believes that economies maintain governance systems that are specific to their

national context and historical background.

The goal of this study is to analyze to which extent traditionally stakeholder-
oriented German corporations have converged to a shareholder value approach in
management and corporate governance and which factors may be accountable for this
change. To reach this goal we will study the case of the German corporation

DaimlerChrysler AG in the period between 1990 and 2005.



Introduction

The master thesis is divided into six chapters and a final conclusion. In
chapter I, I will develop and identify the major premises and research questions of
this case study. In the following chapter I, a review of relevant literature, I will
describe and define the Anglo-American model of shareholder value and the
Continental-European stakeholder model. Furthermore, I will try to summarize the
results of studies and contemporary debates about the convergence and path-
dependency of corporate governance systems, particularly with regard to the
development and changes in the German corporate structure. In chapter III, will

describe the research concept on which this master thesis is based on.

After having methodologically justified the case study method as an important
and resourceful research tool in chapter IV, DaimlerChrysler will be presented as a
company with a particular in-depth investigation of the corporate shifts and changes
during the 1990s and their impact on the company today, in chapter V. In chapter VI,
I will analyze the evolution of the market for products and services, “talent”, and
capital during the 1990s and beyond and their impact on the DaimlerChrysler

Corporation.

The final conclusion will summarize the impact of the three markets on
DaimlerChrysler and to which extent the case of DaimlerChrysler can or cannot be
considered as an important example for the convergence of German corporate
governance systems from a stakeholder-oriented towards a shareholder-oriented

model driven by distinct market forces.

The issue considering the development, the functioning, and the advantages of
a German “hybrid” corporate governance model, combining stakeholder and

shareholder value elements, will be as well discussed in the final conclusion.



Chapter I / Research Questions

CHAPTER 1

RESEARCH QUESTIONS

In this master’s thesis, an in-depth case study of the Daimler-Benz AG from
the 1990s to the present time, I endeavour to address several important research
questions about the impact of global market forces on the management and the
governance of this large German corporation. Furthermore, I will map out how global
market forces have shaped the management and governance system of the present-
day Daimler Group AG'. I will assess the extent to which these market forces will
remain an important influence on the company’s management and corporate
govemnance in the future. The study of these market forces, and their influence, is
based on Allaire’s and Firsirotu’s (1993; 2004) concept of the modern corporation as
located at the nexus of three powerful markets, namely: the market for products and

services, the market for “talent”, and the financial markets.

During the last semester of my MBA studies at the Ecole des Sciences de la
Gestion (ESG), the business school of the Université du Québec a Montréal
(UQAM), I worked as a research assistant at the J. Armand Bombardier Chair, which

focuses its research on strategic and governance issues.

Professor Firsirotu teaches the strategy course and a radical change seminar in
the Master’s program (as well as in the Ph.D. program). Professor Firsirotu accepted
to co-chair my master’s thesis committee. Being a master degree student from

Germany?, Professor Firsirotu and I decided that I should choose a research topic for

' On May 14, 2007, DaimlerChrysler AG sold 80.1 per cent of its Chrysler shares to the American
private equity investment firm Cerberus Capital Management. DaimlerChrysler AG will be renamed
Daimler AG at its next shareholder meeting in the fall of 2007.

: In September 2005, I came to the ESG at the UQAM to start my MBA studies as a participant of the
double diploma program between the UQAM and the University of Applied Sciences Kiel.



Chapter I / Research Questions

my thesis, which would bring together various aspects of market globalization and
their impact on corporate management and governance within the very specific

cultural and socio-political context of Germany.

The thesis is predicated on a number of premises, which leads to a number of

research questions:

1. The system of corporate governance is at the heart of each corporation.
Therefore, I will use the nature of the firm’s system of corporate

governance as key indicator for the entire orientation of the firm.

2. Firms’ governance systems are reflections of their countries context
(economic, political, cultural, and legal environment). The strongest
economies, the USA, the UK (both traditionally shareholder value-
oriented), Japan, and Germany (both traditionally stakeholder-oriented)

have achieved their successes under different corporate systems.

3. From the late 70s onward, these corporate systems were assaulted by a
series of radical transformations. Firstly, the shift from managerial
capitalism to “investor capitalism”, which brought about an affirmation of
shareholders as the ultimate, and the most important, stakeholder, one
which became determined to assert its authority over managements goals
and priorities and to maximize the value of its investment. Secondly the
emergence of a market for “talent” as corporation in large number gave up
on their policies and commitment to job security and exclusive promotion
within; managerial skills and leadership became increasingly viewed as
generic and portable; a burgeoning “secondary” market for management
skills came about, increasingly well developed and efficient. Thirdly, the
waves of privatization and deregulation during the 1980s and 1990s, the

opening up of borders to the migration of goods and services

4



Chapter I / Research Questions

(globalization), the emergence of new technologies, have combined to
make the markets.for products and services increasingly efficient and
unforgiving. As a result, corporations (publicly traded ones, particularly)
were buffeted by three pressing markets each one with its claims on the
corporation and its quest for efficiency. The making of strategy, the
creation of lasting economic value, the governance and management of
corporations, their ethos and culture, are all deeply impacted by the
growing pressure from markets. As this market model gradually replaces
the traditional loyalty/stakeholder model, a radically different concept of
the corporation emerged, the ramifications of which are still being worked
out and are often but dimly understood by observers and participants

(Allaire/Firsirotu, 1993; 2004; 2007).

The pressures from the three markets (capital, product and services, and
“talent”), originating in the USA and the UK, are increasingly prevalent in
continental Europe and Germany. As a result, companies operating under
the impact of the three markets have to adapt to the new circumstances by
undertaking significant changes in their management and governance

systems, ethos, and culture.

Further empirical studies of companies (both longitudinal case studies and
quantitative analysis of a number of samples of companies) in different
settings must be conducted in order to provide answers to the present
debate between “the convergence theory” of corporate governance
systems to “one” most efficient global corporate governance system
(Bradley et al, 1999;  Branson, 2001; Gordon, 1999;
Hansmann/Kraakman, 2000) and “the theory of path dependence” in
corporate ownership and governance (Bebchuk/Roe, 1999; Roe, 1996,

Roe, 1997). This is an ongoing debate between two schools of thought.
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By focussing on the evolution of one significant German company,
DaimlerChrysler Aktiengesellschaft (AG), I hope to shed some light on the processes

underlying the present debated evolution of modern corporations.

Research questions:

1. What are the governance system changes in management style and
practice of DaimlerChrysler at the end of the 1990s and how did
they evolve? How different are they from those prevailing in the

1970s and 1980s?

2. To the extent that DaimlerChrysler shows significant changes in its
governance system, what are the factors, which are accountable for

these changes? How do we explain this evolution or shift?

3. To the extent that significant changes have occurred at
DaimlerChrysler, through what type of processes have they been
carried out? Evolutionary or revolutionary ones? Differently stated,
did DaimlerChrysler adapt incrementally and as much managed to
preserve features of the loyalty/stakeholder model in the midst of
market pressures or did it change radically to shareholder value
governance due to a specific event? If the firmer is true, what are the
mechanisms, which aliowed it to adapt to the new circumstances
without fundamentally changing its essence? Could “path

dependency theory ” be one explanation?



Chapter 11/ Review of literature

CHAPTER 11

REVIEW OF LITERATURE

While examining the case of DaimlerChrysler in particular in the 1990s, I will
try to reveal to what extent German corporations have changed their nature due to
distinct global market forces. The system of corporate governance is at the heart of
each corporation. Therefore, I will use the nature of a firm’s system of corporate

governance as key indicator for the entire orientation of the firm.

In the review of literature, I will concentrate on the major theories of
corporate governance and the debate about the global convergence of corporate
governance systems towards an optimal model of corporate governance (Bradley et
al., 1999; Branson, 2001; Gordon, 1999; Hansmann/Kraakman, 2000) opposing the
theory of path dependency (Bebchuk/Roe, 1999; Roe, 2003), which provides strong
arguments for the dependence of corporate governance systems on history, politics,
and the evolution within a given economic system. After a short introduction to
common definitions of corporate governance developed by early scholars such as
Berle and Means (1932) and later corporate governance researchers like Jensen and
Meckling (1976) or Shleifer and Vishny (1997), I will concentrate on contemporary

international corporate governance theories, which find their origin in the 1990s.

After having defined the basic meaning of the concept of corporate
governance, I will present and examine the contemporary corporate governance
models, their theoretical underpinning, their characteristics, and the features of their

socio-political, cultural, and economic environment within which they evolve.

Today’s strongest economies, the USA, Japan, the U.K., and Germany have

reached their success under different corporate governance systems. In comparative

7
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political economy it has become commonplace to distinguish two types of corporate
governance systems: the Anglo-Saxon shareholder-value-oriented and the continental
European stakeholder-value-oriented model (Hopt/Kanda/Roe, 1998; Jackson, 2001;
Kelly/Kelly/Gamble, 1997; McCahery et al., 2002). In the review of literature, I will
illustrate the definitions of the two systems by concrete examples from the corporate
governance systems in the USA and UK (shareholder-value-oriented model) and in

Germany (stakeholder-value-oriented model).

The German economy used to be a prominent example for the stakeholder-
oriented approach, however, since the beginning of the 1990s, many economists
presume that the German corporate system is converging towards a more shareholder-
value-oriented model. The debate about the evolution of the German corporate
structure implies many aspects of the worldwide debate about path dependency and
the international convergence towards an optimal corporate governance model, which
will presumably, according to a great number of scholars, resemble the Anglo-
American shareholder value model. In the last part of the review of literature, T will
survey the most important arguments of the contemporary international convergence
debate. Furthermore, I will summarize some major aspects of the German corporate
governance debate, such as the debate about the development of a German ‘hybrid’

model or the introduction of the German Codex of Corporate Governance.

2.1  Basic definitions of corporate governance

The etymological origin of the term ‘Corporate Governance’ gives a first idea
of its deeper meaning. ‘Corporation’ derives from the Latin word ‘corpus’, meaning
juridical person; ‘governance’ derives from the Latin word ‘gubernare’ or the Greek

word ‘kybernetes’ both meaning ‘to steer’ (Encyclopaedia Britannica, 2006).

Morton Balling explained the term ‘Corporate Governance’ at the opening

session of the Société¢ Universitaire Européenne de Recherches Financiéres (SUERF)

8



Chapter 11 / Review of literature

and the 7% Conference of the Robert Triffin-Szirdk Foundation (RTSF), May 15

1997, Budapest, by relating the term to other words as follows:

“The concept ‘Governance’ is related to words like influence, power, ruling, leading
and guiding, directing, and inspiring. The concept ‘Corporate’ refers to ways of
organizing business, the formation and management of joint stock companies, company
law provisions on capital, regulation by laws and statues of manager/shareholder
relations, procedures for the appointment of supervisory boards, definition of the
respective responsibilities of managers, board members, auditors, etc.” (Balling, 1997:

6).

The field now known as corporate governance dates back to Berle and Means'
classic work, The Modern Corporation and Private Property, published in 1932.
Interpretations of this important work have gone through several research waves, but
almost all scholars commenting on Berle and Means (1932) work have acknowledged
their basic concern, the separation of ownership from control in large US
corporations: “Finally, in the corporate system, the ‘owner’ of industrial wealth is
left with a mere symbol of ownership while the power, the responsibility and the
substance which have been an integral part of ownership in the past are being
transferred to a separate group in whose hands lies control.* (Berle/Means, 1932:
293). In their work The Modern Corporation and Private Property Berle and Means
(1932) point out the fact that stockholders have to rely on the ‘good will’ of

managers to fulfil their fiduciary obligation, managing the company in the best interest

of stockholders:

»Lhe only conclusion that can be drawn is that the share of stock as at present known,
while it represents in a sense a participation in corporate assets, does so subject to so
many qualifications that the distinctness of the property right has been blurred to the
point of invisibility. For protection the stock-holder has only a set of expectations that
the men who compose the management and control will deal fairly with his interest.*
(Berle/Means, 1932: 188).

In how far stockholders can avoid relying on the ‘good will’ of managers,

defined as fiduciary obligation, is subject to the research of Shleifer and Vishny
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(1997). They precise in their definition of corporate governance that corporate
governance deals with the way in which suppliers of finance to corporations assure
themselves of getting a return on their investment. Thus corporate governance
becomes a necessity in a situation where the suppliers of finance, the owner or
shareholders of the company in question, do not run the company themselves but hire
a management team to run the company on a daily base. Shleifer and Vishny (1997)
try to explore in their research work how suppliers of finance make managers to
return profits to them and, furthermore, how they assure that managers do not steal
the capital they supply or invest it in bad projects. The question how suppliers of
finance may control managers, is from the point of view of Shleifer and Vishny

(1997), central to corporate governance research.

The relation between stockholders and managers is in general very complex
and not easy to manage. Jensen and Meckling (1976) explained in their voluminous
theoretical and empirical body of research that there is a great potential for conflict of
interest between owners and controllers, when ownership and control of corporations
are not fully coincident. The conflicts of interest, combined with the inability to write
perfect contracts, causing no costs, or the inability to monitor the controllers of the
firm, reduce the value of the company, ceteris paribus. This problem of motivating
one party to act on behalf of another is known as ‘the principal-agent problem’. The
costs arising from information asymmetry, uncertainty, and risk, are called ‘agency
costs’, mentioned already in a study on US companies by Berle and Means (1932),

but theoretically explained for the first time by Jensen and Meckling (1976).

The solution to the problem of information asymmetry — closely related to the
moral hazard problem — is to ensure, as far as possible, the provision of appropriate
incentives so that agents act in the way the principals wish them to do. In terms of
game theory, it involves changing the rules of the game so that the self-interested
rational choices that the principal predicts the agent will coincide with the choices the

principal desires. Since Jensen and Meckling (1976), many scholars have explored
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the field of ‘the principal-agent problem’ and ‘agency costs’, using different
approaches and finding different solutions for the diminution of agency costs and the
improvement of principal-agent relationships (Barney, 1988; Eisenhardt, 1989;
Eccles, 1985).

Berle and Means (1932) and Jensen and Meckling (1976) provided with their
complex theoretical work the basis for the corporate governance research today. We
will now have a look at more recent studies and economic reports, which have

contributed to further definitions of corporate governance.

A recent definition of corporate governance can be found in the Cadbury
Report, published in the UK, in 1992, which started more or less the corporate
governance debate in Europe. The report defines corporate governance in a less
complex and rather practical way as ,,the system by which companies are directed and
controlled”. As applied in practice, this narrower definition focuses almost
exclusively on the internal structure and operation of the corporation’s decision-

making processes.

The official definition of corporate governance by the OECD, published in
April 1999 and commented in the OECD Principles of Corporate Governance (2004),
is consistent with the one presented by the Cadbury Report:

"Corporate governance is the system by which business corporations are directed and
controlled. The corporate governance structure specifies the distribution of rights and
responsibilities among different participants in the corporation, such as, the board,
managers, shareholders and other stakeholders, and spells out the rules and procedures
for making decisions on corporate affairs. By doing this, it also provides the structure
through which the company objectives are set, and the means of attaining those
objectives and monitoring performance." (OECD, 2004: 11).

Other contemporary definitions of corporate governance put a stronger
emphasis on the importance of transparency and ethically ‘fair’ behaviour in
business. A good example is the comment of J. D. Wolfensohn, president of the

11
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World Bank, who pointed out in an article in the Financial Times in June 1999, that
"Corporate governance is about promoting corporate fairness, transparency and

accountability” (Financial Times, 1999).

Since the 1990s a new generation of corporate governance has evolved,
examining the effects of the general underlying system of corporate laws and

regulations on corporate governance and firm value.

La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998) have been one of the
first researchers to hypothesize in their work Law and Finance that the extent to
which a country’s laws protect investor rights - and the extent to which these laws are
enforced - are fundamental determinants of the ways in which corporate finance and
corporate governance develop in a certain country. They found evidence for the
existence of significant differences across countries in the degree of investor
protection, and that countries with a lower investor protection show a high
concentration of equity ownership and a lack of significant equity markets. The
country’s differences in the structure of equity ownership concentration and in the
liquidity of equity markets will be an important aspect for the further study and the
characterization of the two different corporate governance systems: the stakeholder-

oriented and the shareholder-value-oriented approach.

A contemporary approach to corporate governance has been provided by
Allaire and Firsirotu (2005): the concept of value creating governance. The concept
of value creating governance is based on the framework of agency theory and the
ways on which some “premium-diversified” companies, e.g. General Electric,
Emerson, and United Technologies, have managed to create value through “strategic”
or “internal” governance practices. In this context, Allaire and Firsirotu (2005) have

mapped four important pillars of governance:

* Pillar I: the legitimacy and credibility of principals (board members).

Legitimacy means that board members represent and defend interests of

12
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shareholders either because they are themselves important investors in the
company or have been directly selected by investors®. Credibility means that
board members must show evidence of knowledge and expertise pertinent to
the corporation, not only general business experience, accumulated over years
in industries that may have only little in common with the company which

board they represent.

Pillar II: the strategy process and dialogue. The board should insist on a
strategy process that includes discussions on strategic orientation early on, and
directors should be on-side before management proceeds to prepare its strategic

plan.

Pillar III: the quality of financial and strategic information. A board needs
to ensure that it has access to reliable, valid and timely information from
independent sources. Therefore it has to design an efficient information system,
which supplies the board not only with the standard information required for
fiduciary purposes, but also with strategic information that is particularly

relevant to the type of business the board is governing.

and, Pillar IV: the compensation and incentive system. An effective
compensation and incentive system is a key driver of value, but is very difficult
to design. It has to deal with: the proper balance of rewards between short-term
and long-term performance; the calibration of overall compensation to relevant
markets; the safeguards against tampering with performance measures and
indicators; and the weight of internal measures (e.g. Return On Investment

(ROI), Economic Value Added (EVA), etc.) versus external performance scores

® Allaire and Firsirotu (2005) suggest that any investor, or collection of investors, with a sizeable stake
in a company (say 5 per cent or more) should be allowed to propose candidates for board membership
and that there could be a minimum holding period (two years for instance) before a shareholder would
be allowed to participate in the nomination process. In addition, they propose a cumulative voting
process for the election of board members to enhance the representative character of boards.
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(e.g. indexed stock price, Market Value Added (MVA), etc.)’.

The following graphic illustrates in which way the four pillars of value-
creating governance: Corporate Architecture and Leadership, Strategic Management
and Planning Process, Information System and Performance Monitoring, and
Incentives and Reward Systems, are composed and which importance each particular

pillar has for the entire system of value-creating governance.

Figure 2.1  The Four Pillars of Value Creating Governance
Value-Creating Governance:
Four Pillars
Corporate Strategic Information System neenivestanl
Architecture and Mana{zemem and and Performance Reward Systems
Leadership Planning Process Monitoring

Scope and mandate of
each business

Core values
Structure

Leadership and
entreprencurship in
each business
Credibility and
legitimacy of
reporting relationship

Necessary but not
sufficient condition

Clear game plan for
each business
Opportunity for
corporate office to
discuss and approve
orientations
Resources to lead
strategic initiatives

Defines clear end-game
plan for each business
unit / product line /
operating company

Reliability, timeliness
and integrity of financial
information

Quality of strategic
information

Focuses operating
managers on markets
and economic
performance

* Rewards genuine

economic value creation

Pushes for profitable

growth

Balances short and

medium-term calculus

* Aligns operating
management’s interests
with that of
sharebolders®

Contributes to aligning
managers’ interests with
that of shareholders

© Allaire et Firsirotu 1993,2004

Source: Allaire/Firsirotu (2005: 125).

* See Allaire (2003) for a discussion of these issues and a set of suggestions for a new compensation

system.
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2.2 The shareholder value approach

“The principle that the fundamental objective of the business corporation is to increase
the value of its shareholders investments is widely accepted.” (Rappaport, 1986: 13)°.

Should a company's management be most accountable to employees,
customers, or management itself? Alfred Rappaport argues in his work Creating
Shareholder Value that management's primary responsibility is to company
shareholders. According to the concept of shareholder value, the management of a
corporation should first and foremost consider the interests of shareholders in its
business decisions. Published in 1986, the ideas put forth by Rappaport have since

become commonplace in companies around the world.

Otherwise, the approach has been subject to a great deal of criticism. Critics
(Grotker, 2006; Malik, 2006) point out that the sole concentration on shareholder
value maximization might be best for the owners of a corporation, however, for
society other aspects like employment, environmental, ethical issues or ‘good
business practices’® play a more important role. Thus a management decision that
maximizes shareholder value may lower the global welfare of a society. It may even
threaten the long-term existence of a company and the creation of sustainable value,
for example by emphasizing dividends and returning cash to shareholders rather than
investing in innovation, in employee education, in environmental protection or in

present and future production capacities.

5 Alfred Rappaport is the Leonard Spacek Professor Emeritus at Northwestern University’s J.L.
Kellogg Graduate School of Management where he was a member of the faculty for twenty-eight
years. His research focusses on the application of shareholder value to corporate planning,
performance evaluation, and mergers and acquisitions. He is Shareholder Value Advisor to L.E.K.
Consulting. His widely acclaimed, pioneering book, Creating Shareholder Value: The New Standard
Jor Business Performance, was published in 1986.

§ The meaning of ‘good business practices’ that I will use in this study is based on the definition of
good corporate behaviour precised in the German Code of Corporate Governance, published by the
German Corporate Governance Commission in Berlin, in 2006.
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Other and more recent definitions of the shareholder value concept have been
provided by Fernandez (2002), Foudy, Jr. (2001), and Allaire and Firsirotu (1993,
2004)’.

Concentrating on the changing nature of the corporate governance system in
Germany, I will examine in detail the general characteristics of a corporate
governance system based on shareholder value and the classic environment within it

usually evolves.

2.2.1 The characteristics of a shareholder value system

A corporate governance system basing on a shareholder value approach
usually possesses the following characteristics, it is:
*  outsider-oriented,;
¢  market-based;

¢ and closely-tied to financial indicators.

In shareholder-value-oriented systems, power is concentrated in the hands of
shareholders, and other groups have little or no influence on the management and the
governance of the corporation. Shareholder value systems are ‘outsider’ systems, in
which market mechanisms play a strong role in governance, and owners exert
influence on management through the threat of exit, in this case the selling of shares
(Vitols, 2003).

The strategic goal of a corporation in such a system lies in the maximization
of shareholder value. The ultimate authority to determine corporate strategy and to
appoint members of the board rests with a large number of anonymous investors, not

with a single or a small group of dominant investors. Professional managers run the

7 Allaire and Firsirotu’s (1993; 2004) definition of the shareholder value approach, the model of the
three markets, will be explained and discussed in the next chapter.
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corporations and institutional investors have a large monitoring role to play. The
nature of the interests of shareholders, and especially institutional investors, is usually
purely financial and may not correspond to the interests of employees or
management, making shareholders ‘outsiders’ from the point of view of the
corporation. Therefore, this system of corporate governance can be characterized as

‘outsider system’ (Bhasa, 2000).

The conflict of interest between shareholders and management has been
mentioned before as ‘agency problem’ (Jensen/Meckling, 1976). Financial markets
and active investors, especially mutual and pension funds, press firms to take steps
that align the interests of managers and directors with that of shareholders. In order to
encourage strong profit orientation, shareholders reward performance aggressively,

either via stock options or other performance-based incentives (Eisenhardt, 1989).

Considering that shareholder value firms are ‘market-based’, they also have
shorter time horizons and are more closely tied to figures, like quarterly earnings
(Porter, 1990). Transparency and regular disclosure of financial data and information
are essential aspects of the shareholder value approach. However, the importance of
financial indicators linked to the share price and the sometimes very short-sighted
orientation towards the maximization of dividends, have been also subject to many

critics, for example, Freeman (1984) or Paine (2002).

The growth of corporations worldwide has led to the demand for more and
more capital. Corporations in shareholder-value-oriented systems have turned mainly
to capital markets, and nof to banks, in order to finance their growth. Consequently,
these corporations are oriented towards capital markets and their demands. Financial
markets press for and reward firms that increase disclosure, utilize independent
auditors, reduce the size of boards to increase focus and accountability, increase the
number of independent board members and may remove protections against hostile

takeovers (Allaire/Firsirotu, 2005; Foudy Jr., 2001).
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In their work Beyond Monks and Minow: From Fiduciary to Value Creating
Governance Allaire and Firsirotu (2005) explain that fiduciary governance,
characterized by the separation of the positions of chairman and CEO, the
independence of board directors and of board committee members, the tight control
of auditors and executive remuneration by the board, the regular meetings of
independent board members only, and the mandatory shareholding by board members
and senior management, aims to protect shareholders against egregious behaviour by
management and to act as a sort of insurance policy against managerial fraud and
misconduct. However, Allaire and Firsirotu (2005) reveal in their study that the
obsessive quest for board independence may lead to the ascendancy of legalistic and
ill-informed directors, who will force the management to adopt a “timid, cautious,

risk-averse, bureaucratic” style of management (Allaire/Firsirotu, 2005: 112).

2.2.2 The classic environment of a shareholder value system

A corporate governance system basing on a shareholder value approach

evolves usually in the context of:

* acommon law countries;

* adispersed share ownership structure;

» powerful institutional shareholders in the capital market;

* ahigh market capitalization;

*  highly liquid capital markets;

* aone-tier board system;

* an active market for corporate control;

* and a mobile, flexible, and highly professional labour market.
The economies in Anglo-Saxon common-law countries, for example the USA

and the UK, where government is at arm’s length relationship with corporations and

creates a strong competitive economic environment (Carati/Tourani Rad, 2000), are
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traditionally good examples for the shareholder-value-oriented management and

corporate governance approach.

»A corporation [...] should have as its objective the conduct of business activities with a
view to enhancing corporate profits and shareholders gain.“ (§ 2.01 (a) of the US
Principles of Corporate Governance: Analysis and Recommendations stated by the
American Law Institute (ALI), 1994).

Shareholder value regimes are necessarily underpinned by a general ideology
of shareholder sovereignty that upholds the property rights of shareholders. In Anglo-
Saxon countries the ‘assimilation of corporate property with private individual
property’, begun already in the Nineteenth Century, and continued unchallenged
throughout most of the twentieth century (Donnelly et al., 2000: 25). Consequently,
corporate legislation and case law in the UK and in the USA are based on the
underlying premise that a company’s directors have a fiduciary responsibility to run
the company in the best interest of its shareholders (Wedderbumn, 1985; Parkinson,
1998).

This fiduciary responsibility necessarily denies the possibility of any pluralist
form of governance that accommodates a range of interests (employees, customers,
society, etc.) without giving any one overriding priority. However, it does not deny
the possibility that the best interests of the shareholders (both current and future
shareholders) may, in the longer term, be consistent with the interest of other

stakeholders (Wedderburn, 1985; Parkinson, 1998).

In the USA and in the UK, share ownership is typically widely dispersed
among a large number of investors, each of who owns only a small fraction of the

total number of a company’s shares (Franks/Mayer, 1994; Ooghe /De Langhe, 2002).

Institutional investors, such as mutual funds, pension funds, and insurance
companies play an important role, representing the interests of a coalition of

individual shareholders and may control, in average, 30 per cent of a company’s

19



Chapter 11 / Review of literature

equity (Franks and Mayer, 1994). Single investors amount in general to no more than

a few per cent of the shareholdings, often even much less.

In their study about shareholder rights concentration in Europe, Becht and
Raell (1999) empirically proved that the median size of the largest blockholdings and
their average value were much larger in traditionally stakeholder-oriented countries
(e.g. Germany and the Netherlands) than in traditionally shareholder-value-oriented

countries (e.g. UK and USA).

Table 2.1 Shareholder rights concentration: A cross-country comparison

Country Number of studied Median of the largest | Average value of the
companies blockholdings (%) largest blockholdings
(%)
Austria 50 52.0 54.1
Belgium 121 50.6 41.2
BEL 20 45.1 38.3 ]
France CAC40 20.0 29.4
Germany 374 52.1 49.1
DAX 30 11.0 17.3
Italy 216 54.5 48.0
Netherlands 137 43.5 42.3 B
Spain 193 342 40.1
United Kingdom 250 99 13.4
USA 1309 (NYSE) 0* 3.6
2831 (NASDAQ) 0* 3.4

*Shareholder blockholdings are smaller than 5 per cent and, therefore, have not been made public.
Source: Becht/Roell (1999: 1053).

The pension systems in Anglo-Saxon countries are based to a great extent on
the stock market. Therefore, they provide enormous financial resources, which come
to the stock market through institutional investors. Another important reason for the
low shareholder concentration in Anglo-Saxon countries is the fact that a greater
number of companies are publicly traded and shareholders can thus spread and
diversify their investments over a greater number of companies, lowering the level of
risk inherent in their investments (Franks and Mayer, 1994). In addition, firms in

Anglo-Saxon countries tend to be larger than their continental European counterparts.
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A large percentage of shares, in a typical Anglo-Saxon company, usually represent an

enormous amount of capital.

Historically, Anglo-American firms have always been strongly depending on
equity markets in order to finance their growth and expansion. The evolution of the
Anglo-American banking sector, which has always been lacking integration with
industrial strategy, at the micro and the macro level (Hutton, 1996; Charkham, 1994:
298), may be considered as an essential factor for Anglo-Saxon companies to turn to
the equity market as main source of finance. Therefore, the market capitalization in
Anglo-Saxon shareholder-value-based systems has always been higher than in
continental European stakeholder systems, where banks have always played a central

role for companies as source of finance.

Table 2.2 Shareholder structures in a cross-country comparison

(All data in %) Private Companies | Banks | Institutional | State Foreign
households Investors investors
USA (2000) 39.1 - - 40.6 10.3 8.9
UK (1997) 16.5 1.2 0.1 56.2 0.1 24.0
Japan (2000) 17.9 26.0 18.6 18.7 0.1 18.6
Germany (2001) 17.1 30.9 13.0 24.4 0.7 14.0

Source: Deutsches Aktieninstitut e.V. (DAI) (2001).

Another important difference between the Anglo-Saxon and the continental
European economies concerns the liquidity of capital markets. The ability of market
participants to easily enter into or unwind a particular type of transaction, for
example, the buying and selling of shares without any or just little price discount, is
much stronger in Anglo-Saxon than in continental European capital markets. A major
reason for the higher market liquidity in Anglo-Saxon equity markets is the already
mentioned higher market capitalization. The more participants a capital market
counts, the higher is the number of active and willing buyers and the greater is the
volume of conducted transactions in the market, thus accounting for a higher market
liquidity.
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The focus on the maintenance of liquid capital markets has led countries, like
the UK or the USA, to the development of financial market regulation, company
laws, and self-regulatory measures for the corporate sector, which reconcile the
principle-agency difficulties that arise with dispersed ownership. La Porta, Lopez-de-
Silanes, and Shieifer (1999), point out that minority investors will not be inclined to
invest unless their interests are adequately protected from rent-seeking managers. Due
to collective action problems and easy exit opportunities, investors in the Anglo-
Saxon equity markets are unable or unwilling to exercise direct control on companies.
Therefore, common law countries, like the UK or the USA, have undertaken legal
steps in order to maintain liquid capital markets, to prevent the expropriation by
corporate management, and to align corporate decision-making with the interests of
shareholders by improving transparency, disclosure, accountability, and the

introduction of performance/share-based executive pay to a certain extent.

In Anglo-Saxon shareholder-value-oriented countries, companies are usually
governed by a single board, which is called the one-tier board system. In this one-tier
board, the functions of management and management control are combined in a
single body. In general, the one-tier board supervises itself and a single strong
manager, assuming the role of both chairperson and CEO, dominates the board. He
manages the corporation in the interest of the shareholders. The board itself decides
the remuneration of board members. To prevent abuse, companies are obliged to
disclose directors' remuneration individually. Besides, in the one-tier system it is
taken for granted that stock exchange announcements are made as soon as the board

of directors makes a decision requiring disclosure (v.Werder/Talaulicar, 2006).

Another important aspect of shareholder value based systems is the active
market for corporate control. In outsider systems the threat of hostile takeover plays a
key role in aligning managerial decision-making with the interests of minority
shareholders. They are usually triggered when managerial performance is deemed to

be less than optimal in terms of creating shareholder value. This situation provides

22



Chapter 11 / Review of literature

the opportunity for a bidder to acquire the company, install a more efficient
management team and then profit from the resulting dividends and increase share
price. The threat of hostile takeover is deemed to discipline managerial decision-
making according to the norms of shareholder value. Consequently, outsiders will be
more willing to invest and incentives for insiders to maintain their dominant

blockholdings will be diminished (La Porta/Lopez-de-Silanes/Shleifer, 1999).

The shareholders’ rights governance is concerned with the extent to which the
control of the corporation is “on the market” and the quality of governance is
measured by the relative absence of any impediment to, or defences against
takeovers. According to this governance approach, free markets for control create
value through swift and radical actions to change the ownership and management of

underperforming companies (Allaire/Firsirotu, 2005: 113).

Allaire and Firsirotu (2005) mention in their work beyond Monks and Minow:
From Fiduciary to Value Creating Governance a great number of anti-takeover
measures developed in traditional shareholder-value-oriented markets with an active
market for corporate control, which slow down or impede (hostile) corporate
takeovers. These measures include: Anti-greenmail provisions, blank-check preferred
stock, classified or staggered board, poison pills, golden parachutes, supermajority
requirements for approval of mergers, legal restrictions on “business combinations”
and unequal voting (dual classes of shares)®. Although these measures are not in the
interest of the shareholders’ wealth, the traditionally shareholder-oriented USA state
governments, spurred by the wave of leveraged buyouts and hostile takeovers in the
1980s and 1990s, have enacted various of these anti-takeover measures to “moderate
and discipline” the free market for corporate control (Allaire/Firsirotu, 2005;

Subramamian, 2002).

8 Following the definitions of Subramanian (2002) and Gompers, Ishiii, and Metrick (2003).
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The final aspect of the classic environment of a shareholder value based
system, which [ would like to mention in this study, concerns the labour market. In
general, shareholder-value oriented economies can be characterized as liberal and
‘uncoordinated”. Dynamic and liberal markets require from the employees “[...]
individual skills of highly trained and mobile professionals [...]” especially in sectors
such as “[...] management consultancy; advertising and related media services;
international banking, including investment banking, derivatives, etc. [...] “
(Soskice, 1999: 114). The firm’s relation with workers differs, therefore, strongly

between shareholder- and stakeholder-oriented systems.

Absent a high degree of certainty over future employment or generous welfare
protection (that might diminish the costs of unemployment), workers rationally
choose to develop more general skills (Aoki, 1988) in firms in the USA and the UK.
Moreover, general skills provide workers a greater chance to find an employment
elsewhere in case of dismissal and strengthen his/her possibility to bargain a higher

salary with a firm.

“We make the assumption that residual earmmings maximization is the goal that good
governance seeks to make management achieve.” (MacAvoy/Millstein, 2003: 53).

According to the shareholder value concept, the overall goal of managers is
the maximization of shareholder value. Therefore, the financial business expertise of
the top management seems to be a competence, which is more important in

shareholder value than in stakeholder economies (Jiirgens/Rupp/Vitols, 2000).

? In this context, the adjective ‘uncoordinated’ characterizes an economy, which is based on the free
market forces of offer and demand. This economy is only to a very low level ‘coordinated’ by political
forces. The ‘invisible hand’ (Smith, 1776) of competition coordinates naturally the way in which
individuals pursuit their goals contributing thus to the welfare of the nation. From the classical liberal
point of view, the state has to maintain a passive role, providing basic needs, for example education
nand national security, but not interfering in economic relations, for example by protecting employees’
interests through legal institutions.
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2.3  The stakeholder approach

“A stakeholder theory of the firm must redefine the purpose of the firm [...
purpose of the firm is, in our view, to serve as a vehicle for coordinating stakeholder

interests.” (Evan/Freeman, 1993: 102-103) 10

As originally explained by R. E. Freeman (1984), the stakeholder theory

attempts to ascertain which groups are stakeholders in a corporation and thus deserve

management attention. In short, it attempts to address the "Principle of Who or What

Really Counts". In stakeholder systems, power is dispersed across a number of groups

with an interest in the firm (Freeman, 1984; 2004; Hutton, 1995; Kelly, Kelly, and

Gamble, 1997).

These stakeholders typically do not only include owners but also lenders,

employees, customers and suppliers, and the community in which the firm is located.

Figure 2.2 A stakeholder map of a large organization
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Source: Adapted from Freeman (1984).

10 Elis and Signe Olsson Professor of Business Administration, R. Edward Freeman heads Darden’s
Olsson Center for Applied Ethics, one of the world's leading academic centres for the study of ethics.
Freeman has written or edited 10 books on business ethics, environmental management, and strategic

management.
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In their theory called Stakeholder view, Post, Preston, and Sachs (2002:
112), use the following definition of the term ‘stakeholder’: "The stakeholders in a
corporation are the individuals and constituencies that contribute, either
voluntarily or involuntarily, to its wealth-creating capacity and activities, and that

are therefore its potential beneficiaries and/or risk bearers."

The stakeholder theory has been subject to many interpretations and has
evoked praise and scorn from a wide variety of scholars and practitioners. Other
definitions of the stakeholder concept are provided by Jones and Wicks (1999),
Post, Preston, and Sachs (2002), Marens and Wicks (1999), and Allaire and
Firsirotu (1993; 2004)'".

2.3.1 The characteristics of a stakeholder system

A corporate governance system based on a stakeholder value approach usually
possesses the following characteristics, it is:
* insider-oriented;

* and long-term oriented.

Stakeholder systems are ‘insider’ systems, in which interested groups are
closely tied to the firm and exercise influence through institutional mechanisms for
expressing their ‘voice’ within the firm (Hirschman, 1970). From an economic point
of view the ideal situation for a stakeholder company would be to maximize the total
value creation for each of the firm’s stakeholders, that is, the sum of values created by
contracting with the firm relative to the best alternative use of resources (Kay, 1995;
Holmstrom, 1999). This would include the sum of (positive or negative) value added

to each stakeholder group.

' Allaire and Firsirotu’s (1993; 2004) definition of the stakeholder approach, the model! of reciprocal
loyalty, will be explained and discussed in the next chapter.
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For owners value added would be economic profits net of the cost of capital
(Copeland/Koller/Murrin, 1994) plus other benefits of control. For employees it could
be the sum of wage and utility differences between relative to the best alternative
jobs. For consumers it could be the consumer surplus created (sum of utility net of
price created to all consumers). For suppliers and creditors it could be the risk-
adjusted net profits on the firm’s account. For governments and other citizens, value
creation could imply the sum of tax revenues, and the net value of positive and

negative externalities created by the firm relative to the relevant alternative firm

(Thomsen, 2004).

Firms in stakeholder systems, like Germany, have traditionally developed the
ability to commit to their stakeholders at long term. Longer financial horizons, greater
financial caution, the development of highly skilled workforces, and close
relationships with suppliers have led companies and their managers to think about the
future of their firm at long term. Furthermore, capital in Germany used to be
characterized as ‘patient’ as the German system supported long-term capital
investments, which did not underlie short-term decisions in response to volatile

capital markets.

2.3.2 The classic environment of a stakeholder system

A corporate governance system basing on a stakeholder value approach

evolves usually in the context of:

*  code law countries;

* social democracies;

e aconcentrated share ownership structure;

¢ bank-intermediated capital markets;

* astrong network of bank- and interfirm relations;

* low market capitalization;

* rather illiquid capital markets;
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e alack of detailed financial information disclosure'?;
* anon-existent or only a rather restraint market for corporate control;
* strong employee codetermination;

* atwo-tiered board system.

The German economy, which has developed within the limits of a social
democracy, has become one of the most prominent examples for a stakeholder value
system of corporate governance. Germany is a code law country, which corporate law
was initially codified in 1937, and subsequently modified in 1965. The role of the
board of directors and the objective of the public corporation are defined as
following, since 1937: “The managing board is, on its responsibility, to manage the
corporation for the good of the enterprise and its retinue (Gefolgschaft), the common

weal of the folk (Volk) and the state (Reich).” (Bradley et al., 1999: 52).

The importance of stakeholders in corporate governance, such as employees,
the German society, and the German state, has been emphasized since the beginning

of the 20" century.

However, nothing specific was mentioned about shareholders until the 1965
revision. Furthermore, the law also provides that if a company endangers public
welfare and does not take corrective actions, it can be dissolved by an act of state.
Although shareholders recently represent an important constituency in Germany,
German corporate law has historically made it clear that shareholders are only one of

many stakeholders on whose behalf the managers must manage the firm.

Generally, in stakeholder systems, politics can press managers to stabilize
employment, to forego some profit-maximizing risks with the firm, and to use up

capital in place rather than to downsize when markets no longer are aligned with the

12 Disclosure of financial data seems to be especially incomplete in comparison to the standards of
information disclosure in shareholder value countries, like the USA or the UK.
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firm’s production capabilities. Therefore, common political pressures can induce
managers to stray further than otherwise from their shareholder’s profit maximizing

goal (Roe, 2003).

Another significant difference between the USA, continental Europe, and
Japan is the degree of the concentration of ownership and the control of capital
sources. Ooghe and De Langhe (2002) have revealed in their study about shareholder
concentration in Europe that the percentage of listed companies with shareholders
owning more than 50 per cent of the shares is generally above 50 per cent in the

traditionally European stakeholder-oriented countries, including Germany,

Table 2.3 Shareholder concentrations in continental European countries

Country Percentage of listed companies with
shareholders owning more than 50 per cent of
the shares
Germany 63.5
France 53.00
Italy 65.85
The Netherlands 55.00
Belgium 42.6

Source: Ooghe/De Langhe (2002: 438).

Shareholder concentration in Germany may be principally explained by the
power of banks in stakeholder-oriented systems, which is traditionally very strong. In
contrast with banks in shareholder value systems, German banks are allowed to hold
large blocks of shares in industrial companies on their own account. Furthermore, to a
much greater extent than in the USA or the UK, individuals purchase their shares
through banks and leave these shares on deposit with the banks. Therefore, banks

have been able to exercise votes on the shares of these small, largely passive
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individual investors through a system of proxy voting'’. Banks have thus been able to

control upwards of 90 per cent of the votes exercised at many shareholder meetings.

In the 1990s, German banks did not only influence companies through share
and proxy votes. Powerful multifunctional banks, “Universalbankern”, have been
creditor, shareholder, proxy voter, supervisor, and investment bank, in one. In
Germany, traditionally each corporation has its own ‘Hausbank’ (housebank), being
creditor and strategic consultant at the same time for the company. Given the
different preferences of shareholders and creditors, strong banks generally weaken the

position of minority shareholders in corporations.

Table 2.4 Ownership structure of shares in Germany

Owner of the | Amount / Portion of the blockholdings Value of the blockholdings
shares (in million EURO)

1997 2001 1997 2001
Private 225 35% 303 39% 51,902 22% 110,763 | 22%
households
and families
Financial 162 25% 150 19% 77,584 33% 158,496 | 32%
sector
Industrial 158 24% 184 24% 31,214 13% 81,853 16%
and
commercial
sector
Public sector 27 4% 36 5% 52,894 22% 72,291 14%
Others 80 12% 108 14% 23,406 10% 76,225 15%
Total 652 100% 781 100% | 237,000 | 100% | 499,628 | 100%

Source: Wojcik (2001: 13).

Summarizing the system of financing in stakeholder system, we can say that
external corporate finance being dominated by bank loans, complements a strong
capacity for internal finance in the absence of shareholder pressure, e.g. institutional

shareholders, like mutual or pension funds (Corbett/Jenkinson, 1996; Borio, 1990).

'3 Data from the 1980s and 1990s has demonstrated that the three largest German banks exercised on
average 84 per cent of the proxy votes in Germany’s largest firms, while 40 per cent of outstanding
equity is owned by non-financial firms (Schmidt/Tyrell, 1997).
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Furthermore, capital markets in stakeholder-value-oriented countries are often
considered as less efficient due to the lack of disclosure of important financial

information, a generally lower market capitalization and market illiquidity.

In his work Shareholder Value or Stakeholder Value? Ray Shaw (2000)

concludes:

“It is claimed that the US capital markets are more efficient, arising from the need to
provide much more public information, with capital flowing much quicker to more
productive uses. Second, in the European/Asian model management is less likely to
focus on value creation because the market price of shares is much less likely to reflect
good information. Therefore, the market price of shares is often disregarded as the best
indicator of management performance.” (Shaw, 2000: 201).

Disclosure by Anglo-Saxon standards used to be considered as inadequate in
Germany until the end of the 1990s'*. Capital market regulations and accounting
standards, moreover, used to weaken the position of minority shareholders and
market mechanisms. For example, the German accounting rules according to the
“Handelsgesetzbuch” (HGB) are creditor-oriented and are considered to lack the
same transparency as found in International Accounting Standards (IAS) or the US
General Accepted Accounting Standards (GAAP) (Jackson/Hopner/Kurdelbusch,
2004).

The market for corporate control is usually poorly developed in stakeholder
systems. Prowse (1994) reports that during the period of 1985 until 1989, only 2.3 per
cent of the market value of listed stocks was involved in mergers and acquisitions in
Germany, compared to over 40 per cent in the USA. Hostile takeovers and leveraged
buyouts were virtually non-existent, although there was formal takeover law. Only at

the end of the 1990s the German market for corporate control slowly but steadily

¥ 1n an OECD survey of corporations, published in Paris, 1995, across the USA, Germany, and Japan,
the companies were rated relative to OECD guidelines for full, partial or not implemented disclosure.
Two thirds of the American firms surveyed met the full disclosure standard and the other third of US
firms surveyed had partial disclosure. In contrast, none of the German firms surveyed met the OECD’s
full disclosure requirement.
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began to develop. However, in comparison to the UK and especially the US market

for corporate control, the German market is still relatively small.

In a study about the development of German corporate governance Helmis
(2002) distinguishes the traditional German and the Anglo-Saxon system of corporate
control among other factors by the evidence of the absence of an active market for
corporate control in Germany, which has just recently started to develop to a
significant level. Until the end of the 1990s there is no significant market for
corporate control established in Germany according to the small number of takeover
bids.

Figure 2.3  Number of takeover bids in Germany, the UK, and the USA
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Source: Adapted from Helmis (2002: 53-55).

The system known as “Deutschland AG”, implying a strong strategic inter-
firm network, bank-intermediated capital markets, and a concentrated ownership
structure, has protected the German corporations from the influence of international

institutional investors and from hostile takeover attempts by outsiders until the end of
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the 1990s. The legal German framework, which allowed “intransparent” accounting
standards and secured a high taxation of earnings derived from the sale of shares
(until 2002), provided additional protection of the German economy against takeover

threats.

A figure taken from a study of German cross-holdings by Adams (1999)
illustrates to which extent large German companies (e.g. Siemens, Daimler-Benz AG,
Hoechst, VIAG, RWE, etc.), banks (Deutsche Bank, Dresdener Bank, Commerzbank,
Bayerische Vereinsbank, Bayerische Hypobank, etc.), finance and insurance
companies (e.g. Allianz and Miinchener Riick) have been interwoven among each

other.

Figure 2.4  The German network of cross-holdings

Source: Adams (1999: 107).
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A powerful institutional mechanism, supporting the influence of banks and
employees in stakeholder systems, like Germany, is the dual board system, which is
mandatory for joint stock companies, the German “Aktiengesellschaften” (AG). The
supervisory board, the so-called “Aufsichtsraf”, is responsible for making key
financial and strategic decisions and for appointing top management in the firm. The
board of management, the so-called “Vorstand’, has the responsibility for strategy
implementation, i.e. day-to-day operations of the firm. The “Aufsichtsraf” can
include outside directors, while the “Vorstand’ consists of senior company managers
(equivalent to the officers in a US company). Members of the supervisory board
cannot serve as members of the management board and vice versa. Banks insisted on
this governance reform of German company law in the wake of a wave of
bankruptcies in the late 1800s (Jackson, 2001). Therefore, it is not surprising that
banks nominate representatives to the supervisory boards of most large companies,
including the chairs of these supervisory boards where their voting power is

particularly large.

Employees, as a key stakeholder group in the German stakeholder model,
enjoy particularly strong rights of representation within the firm through the
institution of the works council and the election of a third (if the company counts
more than 500 employees) or even of half (if the company counts more than 2000

employees) of the supervisory board members by the law of codetermination.

Employees have the right to elect delegates to works councils, the so-called
“Betriebsrat”, at the plant level. This works councils enjoy a wide variety of
information, consultation, and codetermination rights vis-a-vis management. In multi-
plant companies, plant works councils appoint delegates to a company works council
(Helmis, 2002). Furthermore, in large corporations, defined as those with 600
employees or more, a specified number of the members of the “Betriebsrat” must be

freed from work in order to attend to corporate matters.
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The most notable aspect of the German corporate governance system is the

fact that the supervisory board must be composed of a specified fraction of

employees, depending on the size and industry of the firm. This practice known as

‘codetermination’ is a legislated guarantee of employee involvement in the strategy

and operations of firms. The employee board representatives are elected both, by the

workforce (typically top works councillors) and appointed by external trade unions

(Helmis, 2002; Schmidt, 2004).

Figure 2.5  The Legal Structure of Corporate Governance in Germany
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Concerning the firm’s relation with workers, lifetime employment practices in
stakeholder systems, such as Japan and Germany, along with state provisions have
produced a pattern of sector-specific skills (Estevez-Abe/Iverson/Soskice, 2001).
Moreover, incentives of workers to increase labour productivity are diminished where
such measures are likely to threaten employment levels. From the management
perspective, strong occupationally based skills contribute to functional flexibility in
the workplace, and, therefore, substitute for external recruitment. The German
training system organizes occupations into categories of overlapping skills that create

a wide ‘substitution corridor’ between occupations (Sengenberger, 1987)",

Coordinated wage bargaining hinders the headhunting of skilled workers,
providing a stable labour environment for the production of diversified quality

products.

2.4  The convergence versus path dependence theory debate

Globalization has led to a debate about the validity of two different
approaches in corporate governance research: the convergence theory and the path-

dependence theory.

Convergence theories imply that there exists “one most efficient” global
corporate governance system towards which all the other systems will converge
naturally. According to most of the scholars this global system will be governed by
the rules of the Anglo-Saxon system designed to maximize shareholder value

(Hansmann/Kraakman, 2000).

1> For example, apprenticeships in German metalworking occupations last 3.5 years. Six occupations
share an identical basic training the first year. In the second year, these occupations split into three
‘groups’ that share an additional half a year of training. The next year is spent in training in six broadly
defined occupations. Finally, the last 1.5 years are spent within one of 17 specializations. Unions have
pursued a strategy of lengthening and broadening occupational training, thereby drastically reducing
the total number of occupations over the last decades.

36



Chapter Il / Review of literature

Path dependence theories, like the theory published in the work 4 theory of
path dependence in corporate ownership and governance by Bebchuk and Roe
(1999), point out that corporate ownership and the system of corporate governance
are persistent structures. In this case persistence means that even though the structures
have been built a long time ago, they will remain even if, today, they would not be
developed in the same way. But why are the structures not changed and improved in
order to match today’s economic and political requirements? The answer is rather
simple. Maintaining the same structures may be efficient in a basic economic sense:
the costs of tearing them down and rebuilding them may exceed the value of a new
improved model. Bebchuk and Roe (1999) mention two different kinds of path
dependence: “‘structure-driven” and “rule-driven”. “Structure-driven” path
dependence explains why different stock ownership patterns may persist, even if legal
rules converged. “Rule-driven” path dependence explains why, given the persistent

differences in ownership structure, legal rules will not converge.

Concerning the way in which path-dependence affects corporate rules
Bebchuk and Roe (1999: 129) explain that “a country’s initial pattern of corporate
structures will create interest groups and determine the power of groups to influence
which corporate law rules will persist and which ones will change. If a pattern of
ownership creates a group with positional advantage inside the firm, that group will
often have the motivation and the means to preserve rules that favour it.
Consequently, the rules that a country will have down the road will depend on the

type of corporate structures and corporate rules that it began with”.
In the conclusion of this master thesis, I will refer to the corporate governance

‘convergence versus path-dependence’ debate in the case of the German corporation

DaimlerChrysler and the question: Does the German stakeholder system converge
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towards shareholder capitalism or does it only evolve within the limits of path-

dependency?'®

2.5 Contemporary German corporate governance research and debate

In this last section of the review of literature, I would like to give a short survey

of the contemporary corporate governance research and debate in Germany.

The recent financial scandals affecting major American firms, such as Enron,
WorldCom, and Arthur Andersen, and the resulting loss of confidence by the
investing public in the stock market have led to dramatic declines in share prices and
substantial financial losses to millions of individual investors. Both the public and the
experts have identified failed corporate governance as a principal cause of these

scandals.

Viewing the situation in the United States with alarm, European countries, like
Germany, which are mindful of earlier financial scandals of their own”, are
examining their own systems of corporate governance in an effort to guard against
similar abuses. Examining the German system of corporate governance, experts
engage in a much-heated debate as to whether or not the changes in coordinated

market economies can be interpreted as a process of convergence towards the Anglo-

' This question is at the heart of the German contemporary corporate governance debate, of which I
will present a short survey in the next section.

17 . .

Examples for financial scandals in Germany are:
FlowTex, the company pretended to have sold 3000 drilling machines for each 1.5 million DM,
between 1994 and 1999, publishing misleading financial information for shareholders and creditors.
Holzmann, the traditional German construction company, operating on a worldwide scale, went
bankrupt due to mismanagement, which implicated even criminal behaviour. The accumulated loss in
the year of bankruptcy, 2002, reached 2.4 billion DM. Gerhard Schrider tried to save the company in a
last attempt, however, the company finally had to declare bankruptcy on the 21* March 2002.
ComRoad, a company traded on the “Neue Marks”, which was created in 1997, at the German stock
exchange in Frankfurt in order to supply young enterprises with equity (the American NASDAQ served
as model), published false financial information, which led to the damage of shareholders and creditors
and, finally, to the exclusion of the company from the German stock exchange.
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Saxon system of shareholder value. Several authors avoid using the term
‘convergence’ and prefer to describe the recent developments in corporate
governance as ‘hybridization’ in the German case (Casper/Kettler, 2000; Lane, 2000;
Jackson/Hopner/Kurdelbusch, 2004; Vitols, 2000). A ‘hybrid’ model would combine
elements of both stakeholder and shareholder value systems (Vitols, 1999).

In the context of this debate, an empirical study has been published by the Max
Planck Institute, “Corporate Governance in Transition: Ten Empirical Findings on
Shareholder Value and Industrial Relations in Germany‘* authored by Martin H6pner
(2001), which discusses the shareholder value orientation of Germany’s 40 largest
corporations. A shareholder value index compiling data on accounting, investor
relations, variable top-management compensation and the implementation of
profitability goals makes it possible to compare the shareholder orientations of the
companies. The shareholder value phenomenon is explained firstly by the exposure to
markets - the international product market, capital market pressures and the market
for corporate control - and, secondly, by internal developments - changing
management careers, increasing management compensation and reduced monitoring
by banks and corporate networks - which cause external impulses to increase
shareholder value to fall on fertile ground. Hopner’s study confirms that the current
developments and changes in coordinated market economies, like Germany, can be
identified as a convergence process. However, Hopner does not precise in his study to
which extent the convergence process in traditionally stakeholder-oriented economies
towards a market-driven shareholder-value-oriented economy leads to a hybrid model
of corporate governance or rather to a complete transformation of the ‘old’ model

towards a ‘new’ model.

In order to prevent the German system from abuses and, furthermore, in order
to enhance the transparency of the German system for the international community,
the German government decided to develop and publish a German code of corporate

governance. A government commission, appointed by the minister of justice, adopted
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the German Corporate Governance Code (GCGC), on the 26™ of February 2002.
Through the declaration of conformity, in Article 161 of the Stock Corporation Act
(AktG) in the Transparency and Disclosure Law, the GCGC has a legal basis.

The German Corporate Governance Code has the aim to make Germany’s
corporate governance rules more transparent for both national and international
investors, thus strengthening confidence in the management of German corporations.
Therefore, the Code addresses all major criticisms — especially from the international
community — levelled against German corporate governance, namely:

* inadequate focus on shareholder interests;

* the two-tier system of executive board and supervisory board,
* inadequate transparency of German corporate governance;

* inadequate independence of German supervisory boards;

* limited independence of financial statement auditors.

Each of these five points is addressed in the provisions and stipulations of the
Code, also taking into consideration the legal framework. Of course, the Code does
not cover every detail of every single issue, moreover, it provides a framework which
the individual companies will have to fill in. The Government Commission on the
German Corporate Governance Code, appointed by the minister of justice, will
remain in existence after the Code has been handed over. It will observe the
development of corporate governance in legislation and practice in Germany and it
will review the Code at least once a year for possible adaptation. The government has
invited the public to take actively part in the development and improvement of the
Code through comments and proposals'®. Furthermore, Germany, as a member of the
European Union, is also a member of the European forum for corporate governance.

In October 2004, the European Union decided to create a European forum for

18 The full version of the GCGC, in German, English, French, Spanish, and Italian, and further
information about the government commission, is available on the following website, published by the

German government: “http://www.corporate-governance-code.de/” (the last adopted change in the
Code dates from the 12.06.2006).
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corporate governance in order to support the harmonization of national codes and

comimissions.

One of the newest developments in corporate governance in Germany is the
law for the obligatory detailed compensation disclosure of the members of the board
of management. Since May 2005, the general disclosure of top management
remuneration is not sufficient anymore. By the law, companies now have to publish
the individual remuneration of each board member, an obligation, which already has

a long tradition in shareholder value countries like the USA or the UK.

2.6 Conclusion

In the review of literature, I have presented and examined basic concepts of
corporate governance. The main differences between the shareholder and the
stakeholder value approach, as well as their characteristics and classic environment,
have been described and pointed out. The two different corporate governance systems
are illustrated in two sections by the examples of the USA and the UK (shareholder
value) and Germany (stakeholder value). It is important to consider that the
characteristics and the environmental features, which I have used to theoretically
define the two different approaches, do not always occur at the same time or to the

same extent.

The last part of the review of literature gives a short survey over the
international ‘convergence versus path-dependence theory’ and the contemporary
corporate governance debate in Germany. Many scholars are engaged in these two
debates, which are surely linked and interwoven with each other. The case study of
DaimlerChrysler and the analysis of its three markets (products and services, “talent”,
and capital) (Allaire/Firsirotu, 1993; 2004) may contribute another perspective to the
development and change of corporate governance and management in (German

corporations.
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CHAPTER 111

RESEARCH MODEL

In this chapter, I present the conceptual research model on which this master

thesis is based.

The research model provides the framework for the case study of
DaimlerChrysler. It is a very specific lens through which one may examine the
complex phenomena of shifts and changes in German corporate structures and
governance. This research framework, well grounded in theory and empirical work,
will provide the intellectual tools to zero in the role of markets and their influence in
shaping the character, strategies, and governance of modern corporations. I will

consider this argument further in chapter IV.

3.1 The model of the three markets

The Canadian researchers Yvan Allaire and Mihaela Firsirotu have proposed
in a number of publications (1993; 2004; 2007) that corporations are buffeted by
three increasingly efficient markets, the product and service market, the financial
markets, the market for ‘talent”. For these authors, the ways in which companies cope
with the pressures from these three markets define their strategy and determine their
viability. The extents to which these three markets influence companies are variable

across time period and national boundaries.

Clearly, the so-called Anglo-Saxon countries have been leading the way in
removing barriers and impediments to the efficiency of these three markets; but
gradually, some of the features of this Anglo-Saxon model have been seeping in or

were willingly adopted by corporations operating in most developed countries.
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Figure 5 presents synthetically this concept of the corporation as located at the
nexus of three markets. I shall briefly review how, according to Allaire and Firsirotu
(1993; 2004; 2007), these three markets have changed and now influence the

management and governance of companies.

Figure 3.1  The company in the context of the three markets
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3.1.1  The market for products and services

From the 1980s on, under the influence of the Reagan-Thatcher policy
orientation in the USA and the UK, industries were deregulated, state-owned
companies were privatized, and domestic markets were opened to international
competition. New communication technologies created new industries and changed
the way of doing business in scores of “old” industries. Companies had to adjust to
these new realities. They undertook to “re-engineer” and “downsize” their operations,
to outsource and offshore large slices of their operations to low-cost producers often

located in less developed countries.
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These changes have forced companies to undertake rapid and ‘painful’
adjustments to maintain their position in highly competitive markets. The competition
for resources, the quest for innovative products, the implementation of cost effective

production methods and models have come to define the strategy of a company.

Furthermore, the relocation of production sites to developing countries, like
China or Vietnam, and the downsizing of the industrial work force in developed
countries, like in the UK or in Germany, for cost saving effects have a major impact
on the entire organization. The legal protection of employees and their right of
codetermination, the regulations concerning environmental protection, and the role of
suppliers are usually very different in developing and in developed countries,
affecting thus a change in the management and in the corporate governance of

companies that relocate their production from industrialized to developing countries.

3.1.2 The market for “talent”

With the deep recession of 1981-82, North American companies, one after the
other, started to default on their implicit contract with their employees, at least those
in managerial ranks, whereby these employees could expect a high level of job
security and a policy of exclusive internal promotion. However, the growing
pressures from financial markets and from the increasingly competitive product
markets made it possible, or so it seemed, for companies to remain steadfast in these

commitments.

They needed the ability to expand and contract their staffing in tune with
market demand and the flexibility to seek out new skills not available within the
company. Boards of directors came to believe, in many cases, that recruiting some
outsider as the new Chief Executive Officer (CEO) was essential to shake up the

company and meet its new challenges.
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Of course, managers and executives understood that their employer did not
guarantee their economic security and career advancement any longer. Good career
planning meant being on the lookout for job opportunities elsewhere. These goings-
on have led to the emergence of a “secondary market for the talent” of managers,

executives and technical specialists.

“Headhunters” and recruitment agencies became sorts of brokers in this
market for talent, linking companies and people in an increasingly efficient manner.
However, as with every situation where a market is created, the price of talent
increased rapidly and very unequal prices were attached to the skills of different
people. The size and nature of executive compensation became a source of concern to
shareholders and societies at large. Once the Pandora’s Box has been opened, markets

have their logic and consequences, whether one likes it or not.

On the positive side, the development of a market for skills and talent made it
easier for companies to adjust and adapt to new competitive circumstances; It
provided management with a larger share of the economic pie, thus compensating

them for increased career risk.

On the negative side, it prevents companies from appropriating the benefits of
training and development of their people, of building lasting competitive advantage
on the basis of the singular skills of its personnel, as these may well be recruited by
other companies including direct competitors. It induces a mercenary attitude in
managers and executives, a calculus of career enhancement, a strategy of self-
promotion, which may well lead to a short-term orientation in their decisions and

actions.
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3.1.3 The financial markets

The shareholding of companies saw a profound metamorphosis during the
period between 1980 and 2005. In several countries, like the USA, the UK, Canada,
and Australia, institutional investors own more than 50 per cent of all shares of
publicly traded companies. These institutional shareholders come in various forms,
have different time horizons, and implement distinct investment strategies. They all
share, however, the postulate that management should be entirely and solely devoted

to increasing the value of their investments.

Whatever action must be taken to that end should be taken, be it the
replacement of the CEO, various financial manoeuvres, the outright sale of the
company, mergers and acquisitions, etc. Most importantly, management must not
disappoint them, but must meet their expectations of earnings per share on a quarterly
basis. To align the interests of management with their own, institutional shareholders
were favourable to generous stock option plans, until these turned out to be the

proximate culprit in some of the financial scandals of the 2001-2002 season.

As a result, from the 1980s onwards, companies in the Anglo-Saxon countries
moved gradually away from the “stakeholder” model that had dominated the
corporate landscape during the period 1950-1980. They switched progressively to the
“shareholder-value-creation model”. In Continental Europe and Japan, some

movement in that direction may also be observed since the mid-1990s.

The institutional investors are also a globalizing force as they seek to impose
their will and objectives on the management and governance of companies in every
country to which they migrate in search of higher returns. The influence of capital
markets has grown worldwide with the support of, or in spite of, government policies.
As a result, companies wherever located must meet more stringent requirements in

terms of their governance, minority shareholder protection and financial performance.
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3.2  The relationship between companies and the three markets

The role and the importance of the three distinct markets: products and
services, “talent”, and capital, for the relationship between companies and their
markets and, thus, strategic management, vary according to country specific factors

and the period of time.

3.2.1 The period of time

During the last twenty years, markets have become more and more important
for the formulation of corporate strategy, the character of leadership, and the style of
management. Furthermore, the globalization of markets has led to an increase of
global market pressures on firms worldwide. In order to survive in an environment of
global competition for products and services, “talent”, and capital, companies are
‘driven’ to develop the ability to adapt to the new situation and to invent new
corporate strategies, thus gaining a comparative advantage against other competitors

in the market.

Allaire and Firsirotu (1993; 2004) have named the company model, which has
been in place before the emergence of strong market forces stemming from the three
markets, product and services, talent, and capital, the period of ‘the model of
reciprocal loyalty’ (“le modele de la loyauté réciproque™). This model largely
resembles the “stakeholder model” previously discussed. Allaire’s and Firsirotu’s
(1993; 2004) approach, however, focuses on the relationship between individuals
(e.g. employees, including management) and the organization. In earlier times, before
1980, employment security and mutual loyalty between employees and employers
played a very important role, not only in Continental Europe and Japan, but also in
Anglo-Saxon countries, like the USA, the UK or Canada. Managers were recognized
as highly legitimate and credible among workers as they have worked for years in the

company, climbing step by step the company’s internal career ladder.
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Furthermore, managers cooperated with workers and unions for the good of
the company, trying to find solutions that reflected both the interests of management
and the interests of employees (see chapter I, the stakeholder approach). In a model
of reciprocal loyalty employees and internal job training, to enhance the skills and
specific professional abilities of employees were regarded as human assets,
immovable and difficult to replicate by competitors, being thus critical sources of

competitive advantage.

In this system employees were becoming firm specialists rather than
functional specialists, thus having an inferior economic value for other employers
than his/her own. The remuneration system was generally based on the employee’s
position in the company’s hierarchies and on the time he has worked for the
company. Variable performance based incentives for management employees were

not present.

The model of reciprocal loyalty (Allaire/Firsirotu, 2004) does not only possess
positive aspects. Problems occur when companies become ineffective institutions,
which lack the ability to respond to market pressures: a place, where employees and
managers, ‘imprisoned’ in daily routine, are psychologically unable to make
necessary flexible decision for the wellbeing of the firm. However, the time of the
man in grey flannel or organization man, symbol for stubborn hierarchies and
conformism, is already over in Anglo-Saxon countries since the beginning of the
1980s.

Figure 3.2 shows a synthesis of the changes from ‘the model of reciprocal
loyalty’, the stakeholder model, to ‘the model of the three markets’, the shareholder
value model. I will refer again to this synthesis analyzing the changes at

DaimlerChrysler in chapter V.
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Figure 3.2  The two models of the corporation by Allaire and Firsirotu

“Reciprocal loyalty” model

¢ Recruitment at graduation from
schools and colleges;

* Intense socialization to company
values and culture;

¢ Promotion from within almost
exclusively;

* Job security, employment “for life”;

¢ Tenured executives, with no exit,
highly dependent on the company’s
wellbeing for their own, now and in
the future; variable compensation
‘ rather modest;
|
|

¢ Management does not seek to
maximize stock price; will not seek to
maximize stock price; will not take
any untoward or even risky action if
that might put their career in any
jeopardy;

* Regulated, protected or dominated
product markets,

¢ Shareholders, but one stakeholder;
retained earnings the main source of
funding; shareholders expect
dividends, are fragmented and
generally passive;

Board governance: a placid, relaxed
affair with little risk of management
misbehaviour (e.g. IBM in the 1980s).

=

)

Governance in the...

“Three markets” model

e Active market for talent: executive
search firms, etc;

* High level of mobility of talent from
company to company;

* Mobile executives seek full market
value for their “talent”; calculative
assessment of best time to switch
companies; “talent” is key asset of
any business;

 Selection process pits internal
candidates against external search;

¢ Little or no job security;

* Shareholders (fund managers, etc.)
and analysts pressure top management
for stock performance, and for their
replacement if it proves
unsatisfactory;

* Deregulated, internationally,
competitive, product markets;

¢ Shareholders, the prime (and only?)
stakeholder;

Governance here a tough, risky
business;  particularly if board
members still believe they are
operating in the “loyalty model” (e.g.
IBM from 1992 onwards).

Source: Adapted from Allaire and Firsi