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PREFACE

The seeds of this book were sown about five years ago, when the Vlerick Leuven
Gent Management School, Belgium's leading business school and the only one
which is Equis and AMBA accredited, realised that Belgium and the continent
lagged behind in understanding governance issues. The School also found that
Belgium and the continent lacked the appropriate tools to improve the somewhat
laid-back approach of corporates (and government) on this subject.
From that realisation came the rather unique initiative to create the Belgian
Directors' Institute (BDI). It remains unique because it combines a highly skilled and
motivated team of academic researchers dedicated to governance issues funded
exclusively by corporates. The Board of the BDI consists of industry leaders and
academics who ensure that findings are quickly translated into action programmes, a
network of nearly 500 directors exchanging experiences, monitoring themes and
participating in over 40 events a year. Finally, the BDI developed a training
programme for directors from which nearly 150 directors have "graduated".
While the Institute has always tried to establish a sound scientific basis for its
recommendations and teachings, this book being no exception, it does so to actually
change the governance map and, most importantly, the mindset of "real directors in
the real world".
In a small country that is multilingual, one of the preferred bases of multinational
companies (MNCs) and international organisations, and the capital of the EU, but
which is also a country where almost all corporates are internationally active or
internationally owned, an international view of governance matters prevailed from
the start.
While the Institute started with a large scale review of existing governance
practices in Belgium based on questionnaires and interviews of 500 Belgian
corporates, its initial book "International Standardisation of Good Corporate
Governance – Best Practices for the Board of Directors" addressed the many
international "legends" about governance and international standardisation of
governance.

As any observer of the field will confirm, attitudes have changed over the last
few years.
The view that globalisation would quickly and seamlessly drive governance
towards the single U.S. model has lost credibility. The Enron debacle has made
everybody realise that no model is infallible, nor, perhaps, inherently superior.
More importantly, it is increasingly apparent that different companies have different
governance requirements. Those requirements depend on factors that include the
company's size, stage of growth, legal and capital market environment, and
corporate culture and model. Of course, government owned corporations, many of
which have survived the wave of privatisations, require distinct governance concepts
that combine public and corporate policy considerations.
Perhaps governance thinking has matured enough to accept that simple recipes
do not suffice and that the study of governance requires more scientific analysis and
less dogmatic assumptions. In particular it has realised that when disaster has struck,
quite often within companies satisfying classic governance prescriptions, it was
because there had been poor integration between governance and basic good
management. There have even been situations where the seemingly transparent
satisfaction of governance principles helped to obscure bad accounting or other
practices.
In particular, we have realised that governance in itself cannot save the day when
controls fail, when auditors are not truly independent, when compensation and
appraisal systems drive short term goals or even provide incentives for poor or even
fraudulent behaviour and when accounting principles do not reflect economic
reality. It seems governance is not the 'Holy Grail' some thought it was. It is, as a
philosophy and a methodology, effective only when applied in conjunction with
other good management practices. The analysis of the essential interconnections
between governance and other systems (for example, accounting, reporting,
compensation systems) will be the field that the Institute will "plough" over the
coming years.
Having quickly abandoned the illusion of simplicity, Professor dr. Lutgart Van
den Berghe and her team built up their courage to tackle the issue of European
governance or, should we say, governance in Europe. Until the first conference on
the subject in the autumn of 2000, most, if not all, initiatives compared national
systems with a rather ambiguously defined 'Anglo-Saxon' approach. With the
European Union (EU) Commission's support, the Institute was proud to have
gathered 150 delegates from 17 countries at this conference.
This book tackles the issues of convergence and divergence in respect of
governance, the causes of this and related trends, from essentially an EU
perspective. The book's content development was greatly facilitated by our
conference delegates' appreciation of the theme and the Institute's approach to it.
It is claimed that the EU has more governance systems than the rest of the world
combined. The EU is a kaleidoscope of national and regional corporate legal
systems, languages and attitudes towards the role of business and governments.
Sadly, it is also a kaleidoscope of capital markets, risk capital environments and
stock exchanges. From this latter perspective but not necessarily from the others, we
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may wish that the EU governance systems would converge. However, scientists
must deal with reality and so must businessmen.
This book is about the reality of today and the position that we may expect in the
next foreseeable future.
Critical readers may draw comfort from Kenneth Clark: "Confident articles on
the future seem to me, intellectually, the most disreputable of all forms of public
utterance"1. I prefer the statement attributed to Mitterand by Jacques Séguéla (1996,
p. 158): "Il y a toujours un avenir pour ceux qui pensent à l'avenir". There is a future
for European governance but it will not be as simple we had hoped and it is, 'after
Enron', unlikely to be as American.
As chairman of the Institute, my thanks go to the staff of the Vlerick Leuven
Gent Management School where multidisciplinary attitudes prevail. I must also
thank Kluwer, and the many referees whom it contacted, for contributing valuable
insight. Finally, I must thank the Institute's members and participants in its events.
They support the Institute and see the EU as 'their home market', however imperfect
'the ever closer union' may still be.
Ultimately, this book is the fruitful result of a young and dedicated team of
academics, i.e. Professor dr. Christoph Van der Elst, Steven Carchon and Abigail
Levrau. Special acknowledgments are addressed to Professor dr. Lutgart Van den
Berghe who brilliantly led this team. She writes and teaches on governance and
serves on a number of MNC boards. Rather uniquely for a Belgian, she was named
most powerful woman of the Netherlands. In some respects at least, the EU is not a
vue de l'esprit.
This book will serve as the basis for our second European Conference on
governance issues, which will be held in Brussels on 27 and 28 November 2002. We
do hope that some new insights and renewed energy will come from it.

Louis-H. Verbeke
Chairman of the Belgian Directors' Institute

1

Cited by Barrow (1998), p. 232.
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CHAPTER 1

WHICH CORPORATE GOVERNANCE MODEL WILL
REIGN BECOMES A MATTER OF PUBLIC DEBATE

1. FROM LOCAL TO WORLD-WIDE SUPPORT FOR CORPORATE
GOVERNANCE
Since the mid eighties 'corporate governance' has attracted a great deal of
attention. The initial impetus was given by Anglo-American codes of good corporate
governance, like the Cadbury Code (1992) in the U.K. and the Principles and
Recommendations of the American Law Institute (1984) and the Treadway
Commission (1987) in the U.S. These developments stimulated other countries to
look into the necessity of establishing an adapted version of these codes for their
own companies. The specific set of corporate governance guidelines developed by
large global firms, like General Motors, became so famous that they played the role
of reference scheme for national as well as firm-specific principles. Supra-national
authorities like the OECD and the Worldbank did not remain passive and developed
a proper set of standard principles and recommendations. This again was the driver
behind further worldwide attention - in the developed and developing world - for a
minimal set of basic principles of corporate governance.
Institutional investors as well as the accounting profession stimulated these
recommendations while the controlling authorities at the stock exchanges were
instrumental in enforcing these rules for listed companies. Such self-regulation was
received enthusiastically by public authorities because it allowed them to have
'cheap' and 'flexible' self-regulation instead of long and intense debates to set legal
standards. In monitoring the adaptations of these guidelines institutional investors
continued to play an instrumental role.

2. BROADENING THE DEBATE BEYOND THE BEST BOARD RECIPES
In its simplest form, corporate governance focuses on the operation and
composition of the Board of Directors (level 1 in Figure 1). This is the perspective
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adopted in most authoritative corporate governance codes such as the Cadbury
Code.

Taken in a somewhat broader context – i.e. that of the ‘company’ – corporate
governance is viewed from the angle of the so-called ‘corporate governance tripod’
(level 2), whereby particular attention is paid to the relationship between
shareholders, directors and management. This angle receives the most attention both
in the legal disciplines and in practice. The tripod is also the focus for a large part of
economic research: indeed a great deal of this research concentrates on how the
motives of management (the ‘agent’) can be aligned with the interests of
shareholders (the ‘principal’). In this monitoring process, the financial markets and
‘external’ directors are assigned a major leverage function.
From a modern management perspective, the above-mentioned focus on the legal
company and on the firm, as an agent of the shareholder is no longer considered
valid in the present competitive context. Instead, a more holistic approach at the
corporate or firm level is required (level 3). Since companies are increasingly
structured in national and international groups, global competition within the
network economy is giving rise to the embedding of companies in a cluster of
networks with both suppliers and clients. Managing such networks therefore
becomes a much more complex matter than managing just a single, specific
company with a single principal – the shareholder – and a single agent – the
management. Moreover, in the new knowledge society talent is becoming a scarce,
2

Van den Berghe and Levrau (200la).
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if not the scarcest production factor, so that greater prominence is being given to
employees.
From a socio-economic and chiefly political angle, a company is increasingly
being forced to act as a corporate citizen (level 4). Consequently, the issue of
corporate governance has broadened to take into consideration all stakeholders and
it has become the task of corporate governance to ensure that attention is given to a
balanced weighing of all stakeholder interests. In such an approach, no further
distinction is made between levels 3 and 4 and one speaks simply of the ‘stakeholder
model’. This model pays a great deal of attention to the ‘sustainable’ or
‘responsible’ enterprise.
Lastly, at level 5, the corporate governance debate focuses on the question of the
primary reason for a company's existence. In this respect, there is the question
whether a company's raison d'être is to create shareholder value or to create
prosperity for all stakeholders involved. The Anglo-American system of governance
favours the shareholder approach, whereas certain Continental European countries
(including the Netherlands and Germany) favour the broader stakeholder approach.
However, companies around the world are more than ever watched and held
responsible for every consequence of their actions. Those responsible within a
company have, and will have, to deal with increased expectations placed on the
shoulders of their company. Companies will be moulded to inspire the confidence of
investors and equally, or more importantly, to contribute to the welfare of the
nations in which they operate. These issues are closely related to the governance of
the company since investors, top managers, directors, and external contenders for
corporate control play a key role in rendering "their" business efficient and effective
within the societal framework. At level 5, corporate governance is therefore viewed
more from a macro angle and refers equally to the national, the European, or the
global level. This perspective also gives rise to other questions, such as corporate
culture, the value of entrepreneurs, and the barriers and restrictions within which
companies have to operate.
In summary, issues on corporate governance now span levels of analysis from
within the company to the nation-state and beyond. Behind this development is a
recognition that firms are embedded in larger social and institutional structures that
critically condition their structures and performance3. As a consequence, the field of
corporate governance has moved from an approach that looks separately at
constituent parts like management, directors and shareholders to one that considers
all stakeholders and hence the governance structure of the firm as a whole.

3. THE BASIC QUESTION: WILL ECONOMIC GLOBALISATION LEAD TO
CONVERGING GOVERNANCE MODELS?

The internationalisation of the business world in terms of international trade in
goods and services has evolved into a true globalisation trend with business firms
3

Bebchuk and Roe (1999).
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operating and competing on a global basis. Worldwide mergers and acquisitions are
often chosen as the vehicle for reaching the necessary scale in this globalising
competition. To finance these global strategies, firms increasingly turn their
attention to global capital markets.
Global competition affects all firms, even those restricting their activity to one
regional niche. Faced with competition from global players, all firms must figure out
possible routes for strategic repositioning. In this search for a sustainable
competitive position, corporate governance structures and processes as well as the
regional/national corporate governance context play an important role, even
influencing their chances on success.
In business as well as in academic circles, discussion has started as to whether
global financing will lead to one single corporate governance model, and if so, what
model will be the reference base. While there are numerous supporters of a global
convergence in corporate governance models, a number of opposing opinions
continue to flourish. Moreover, the debate is no longer the privilege of some
corporate governance experts as several recent evolutions have enlarged the
importance of the issues.

4. THE DEBATE ON GLOBAL COMPETITION AND CONVERGING
CORPORATE GOVERNANCE MODELS

As giant global firms become more important than many nation states, the
governance of these firms is no longer a matter of concern for specialist researchers
or rich shareholders. On the contrary, the powerful position of many firms leads to a
global debate on the role and impact of large multinational firms. Since governance
has to do with setting priorities, delegating power, and organising accountability, the
governance model becomes a crucial element in the whole discussion. The
discussion is much broader for such global players and has attracted the attention of
a growing number of people outside the business and political world. The public at
large, supported by modern communication techniques and global media, openly
debate the pros and cons of global convergence. This debate culminated in huge
protest actions against globalisation. Since all nations and all citizens seem to be
affected, politicians can no longer ignore to look deeper into possible dimensions
and consequences of globalisation. Which corporate governance model will reign
has therefore become a matter of public interest and debate.

5. THE EUROPEAN DEBATE ON THE WAY FORWARD

The question 'which corporate governance model will reign' is especially
relevant for Europe. Despite increasing unification efforts, Europe is – still today –
the territory with the largest diversity in corporate governance models in the world.
Whether Europe will opt for a full (European) convergence of corporate governance
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models or whether divergence will persist is a matter of great debate. Moreover,
Europe is still figuring out to what extent there is a true European model to be
developed. Actually, this discussion transcends the mere confrontation between a
governance model such as the Rhineland or Alpine model and the Anglo-American
system as first debated in the book of Albert (1991). The issues have not only to do
with setting a standard, but also with the degree of harmonisation and the way
monitoring is to be implemented.

6. STIMULATING THE DEBATE ON THE FUTURE OUTLOOK OF
CORPORATE GOVERNANCE SYSTEMS
This book seeks to stimulate the debate on the convergence of corporate
governance models by shedding light on the different relevant perspectives. Chapter
2 examines the corporate governance literature. Based on a thorough analysis of a
large number of publications and studies, we propose to group the opinions of
researchers into three categories: those that believe in a convergence toward either a
market-oriented model with the Anglo-American system as the reference base or a
hybrid corporate governance model based on cross-reference between different
leading governance models, and those that do not believe in global convergence and
instead adhere to a diversity of governance models.
Chapter 3 approaches the question of convergence or divergence on the basis of
empirical evidence. The aim of this chapter is to analyse, based on empirical
evidence, to what extent the relevant characteristics of different corporate
governance systems point to a converging or diverging trend. The governance
characteristics studied include shareholder structures and their influence, the board
of directors, and external market factors like anti-take-over mechanisms and
disclosure rules.
Chapter 4 is based on a survey with practitioners as well as academics. The
survey tested the actual views on a number of governance issues as developed in
chapters 2 and 3. Questions focus on the future outlook of corporate governance
within the European Union as well as on the role and format of corporate
governance codes and recommendations.
In chapter 5 a tentative framework for further analysis is developed to broaden
the discussion on corporate governance beyond the actual focus on convergence of
financial corporate governance principles and recommendations. The discussion
will include performance issues and socially responsible corporate governance. The
scope is also broadened beyond the mere 'corporate' dimension to include societal
corporate governance. To develop effective and efficient corporate governance
systems the route of convergence from a geographical perspective is replaced with a
more diversified taxonomy. The typology proposed here combines elements of
convergence in terms of a global capital market model with important distinctions
according to the typology of the firm. For this firm typology not only traditional
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firm models such as the "Berle & Means"-type of firm4 or the privately owned
business firm, are used. Future challenging models are included like Institutional
Investor Capitalism, the Silicon Valley Model and the Network Organisation.
Chapter 6 brings all the building blocks of our analysis together in an executive
summary. Such a summary is also a useful instrument for executives that do want to
get a quick glimpse at the headlines of this study before deciding what parts are
most relevant for their specific needs.
The final conclusions and some innovative suggestions for further reflection and
research are given in chapter 7.

4

The “Berle & Means”-type of firm refers to the publicly listed company with a wide dispersed
shareholding.

CHAPTER 2
CONVERGENCE OR DIVERGENCE: EVIDENCE
FROM THE CORPORATE GOVERNANCE
LITERATURE

The issue of corporate governance models has gained substantial interest.
Politicians as well as business experts have focused attention on the pros and cons of
'their' governance model. The academic literature has been the primary forum for
such discussions. The extent to which the globalising economy and capital markets
will stimulate or even necessitate convergence of governance models is still a point
of great discussion. Some academics believe that globalisation will lead to a single
model that closely resembles the American corporate governance model since they
believe that this model is the most successful (e.g. Coffee, 1999). They adhere to
the market-oriented stream of the Standard school (see section 2.1.1). Some accept
the convergence thesis but do not agree that such a global model will be a copy of
the Anglo-American governance model. They believe that a hybrid system will
emerge based on the best features of the main governance models and hold on to the
hybrid stream of thinking within the Standard school (see section 2.1.2). Other
academics belonging to the Diversity school state that global convergence will not
take place (e.g. Branson, 2000). They try to prove their thesis by referring to cultural
diversity, different economic and legal systems as well as different goals and
aspirations (see section 2.2).
Before studying these different views on convergence and divergence, an
overview is first given of the two widely studied corporate governance systems, i.e.
the outsider system and the insider system.

1. THE SPECTRUM OF GOVERNANCE MODELS
Mainstream corporate governance thinking is strongly influenced by
geographical boundaries. It is virtually impossible to find two countries with
identical corporate governance characteristics. In fact, each country is characterised
by its rather 'unique' governance model. In this sense, we refer to a 'corporate
governance model' as the specific corporate governance structures and processes that
are embodied in a country's legal, institutional and cultural context. However, if we
compare different national models, we do find substantial parallels between certain

8

CHAPTER 2

sets of countries. We therefore refer to the term 'corporate governance system' to
classify comparable national models. Notwithstanding numerous specific
differences, such a system is tied together by similarities in some major corporate
governance dimensions, e.g. countries with a well-developed capital market versus
countries with a smaller and more illiquid capital market.
From the literature, seven characteristics of systems of corporate governance can
be identified. All characteristics have legal, institutional and cultural dimensions.
These characteristics together are a useful analytical tool to cover a major part of the
spectrum of governance models. The seven characteristics to be examined in this
book are:
the role of capital markets in the national economy
external market for corporate control and anti-take-over mechanisms
ownership and control (shareholder rights and protection)
the board system
disclosure rules and accounting standards
the role of the firm and accountability.
Broadly speaking, the governance literature5 identifies four corporate governance
systems, i.e. the Anglo-American "market-oriented" or "outsider" system
(henceforth "outsider system")6, the Rhineland or "network-oriented" or "insider"
system (henceforth "insider system"), the Latin system and the Japanese system7.
The Anglo-American system mainly groups the U.S. model and the U.K. model.
This system emphasises free market operation where the firm is primarily an
instrument for achieving the maximisation of shareholder value. The Rhineland
system puts the German and the Dutch model together and is concerned with a
socially corrected market economy. In this system, the role of the firm is much
broader than maximising shareholder value. The Latin system is characterised by
the presence and control of a reference shareholder within a socially corrected
market model. Just like the Rhineland system, this system is geared towards
continuity and stability8. The French, Italian, Spanish and Belgian models belong to
the Latin system. Finally, the Japanese system emphasises the group relationships
between enterprises via the model of the Keiretsu, which are made up of large
corporations across a wide range of industries with banks at their centre. Through
these linkages the strategic and operational decisions of the firm are overseen by the
holding company..
The actual spectrum of governance models is broader than this taxonomy.
However, the convergence debate has largely focused whether the outsider system
will become the reference worldwide. Often, this system is contrasted with the
insider system. As will be discussed in chapter 3, reality is more complex than this
5
6
7
8

E.g. Gedajlovic and Shapiro (1998); Albert (1991); Van Hulle (1997); Franks and Mayer (1992).
We prefer the term Anglo-American instead of Anglo-Saxon to identify the system prevailing in the
U.S. and the U.K.
E.g. Van den Berghe and De Ridder (1999); Weimer and Pape (1999); Verbeke (1997); De Jong
(1996);Moerland(l995a,b).
De Jong (1996).
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dichotomy. But this dichotomy helps us to outline a framework wherein the
spectrum of governance models can be positioned in a methodological manner.
Below we analyse the main differences between the outsider and the insider
system. For this analysis we identified four dimensions of a governance system that
determine the direction of the converge debate9:
the financial structure of the company and the role of capital markets
ownership structure and control
the board system
the priorities of the firm and its role in society.
Since corporate governance models within a system exhibit similar properties, one
may expect to find some type of firm that is prevalent across models within systems.
In other words, the discussion of governance systems boils down to the analysis of
its "dominant firm logic".

1.1 The outsider system

The outsider system is characterised by long-term financing through equity and
corporate bond markets. Implicitly this indicates a limited role for financial
institutions such as commercial banks as potential monitors of listed companies.
Given the reliance on capital markets, this outsider system is also referred to as the
"market-oriented" system.
Typically, shares are widely dispersed among many (anonymous) shareholders.
This system is dominated by listed companies, where the arm's length principle and
shareholder value reigns. Managers and directors have the obligation to ensure that
firms are run in the interest of the shareholders. The law strongly protects
shareholders and promotes securities markets by establishing an environment of
equal access to information and protection of small investors. The U.S. model is the
prominent example of this system.
The board system has a one-tier structure, integrating executive as well as nonexecutive directors. Executives handle the day-to-day management while the nonexecutive and independent board members are expected to exercise loyalty and care,
and have good business judgement capabilities. The general meeting of shareholders
appoints and dismisses all board members.
In the outsider system the central objective of the firm is to maximise
shareholder wealth, not only of some (controlling) shareholders but of all
shareholders. Directors serve as an instrument to create shareholder wealth. Even if
stakeholder interests have to be taken into consideration, directors are only
accountable to shareholders. For example, section 309 of English law states that "the
matters to which the directors are to have regard in the performance of their
functions include the interest of the company’s employees in general, as well as the
interest of its members" [...] "accordingly the duty, imposed by this section on the
9

In Chapter 3 we will broaden the characteristics of the governance system to include other elements
like disclosure and accounting rules, the market for corporate control and anti-take-over mechanisms,
shareholder rights and protection of the rights of financiers.
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directors, is owed by them to the company (and the company alone) and is
enforceable in the same way as any other fiduciary duty owed to a company by its
directors".

1.2 Governance challenges of the outsider system

Although managers should act in the best interest of shareholders, wide
ownership dispersion typically creates weaker shareholders. A rather passive attitude
is caused by the 'free rider syndrome': why should one shareholder carry all the
burden for shareholder activism while only entitled to a small part of the potential
benefits? In extreme cases, the only disciplinary mechanism available to small
shareholders is the 'Wall Street rule' of 'voting with their feet', i.e. selling their
shares. Exit is more practical than voice. Thus the de facto control rights over
corporate assets and policies fall by default into the hands of the incumbent
management. A "weak owner" mostly leads to a "strong manager", potentially
creating conflicts of interests between entrenched managers and dispersed
shareholders. A massive literature on these "agency problems" exists in countries
such as the U.S. and the U.K.
The absence of a strong owner requires particular types of monitoring
mechanisms. Since the board of directors is the first instrument for monitoring
management, the board should be independent of the managers. A second
mechanism used to align management and shareholder interests is to stimulate
managers to become shareholders. Executive compensation plans help align the
interests of managers and shareholder as it brings focus to shareholder value. In this
respect, stock-option plans have proven to be (very) efficient. However, this type of
management remuneration also induces short-term behaviour of managers, due to
quarterly disclosure regimes and stock market myopia. A third mechanism is an
active external market for corporate control which functions to discipline the firms
and their management. In some cases take-overs are hostile, but these are only used
as an option of last resort. In many cases take-overs are prompted by rent-seeking
behaviour, empire building and tax minimisation. Therefore the take-over market
has not always proven to be the ultimate alternative mechanism for corporate
monitoring10. Given the "outside" character of the owners, they rely upon external
information, which then requires stringent rules in relation to disclosure and
transparency.
The recent growth in shareholding by institutional investors has pushed the
outsider system more into the direction of stronger monitoring. The benefits of
shareholder activism increase with the growth of their equity portfolio making the
"Wall Street rule" less efficient. Due to the increased public attention for stakeholder
interests and sustainable business, institutional investors can no longer claim to only
devote attention to shareholder value.
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1.3 The insider system

In the insider system, equity and corporate bond markets play a less pronounced
role than in the outsider system. Countries that can be positioned at this extreme of
the governance spectrum have by definition a relatively small stock market, and
listing is not seen as an evident step in the development process of a company.
Instead, bank financing plays a more prominent role as do direct investments in
shares by non-financial corporations (and holding companies), complemented by
individual and family shareholders. In some of the countries having an insider
system, banks play an important role as shareholder as well as major creditor of the
company.
In this system, companies have a concentrated ownership structure. The
importance of networking between controlling blockholders explains why this
model is also referred to as the "network-oriented" system. Continental European
countries are systematically classified in this category.
Board structures are often more complex in the insider system. Sometimes twotier boards are the rule or at least the option. The top tier consists of non-executive
directors who supervise the company and the second tier of executive directors. The
nomination of the non-executive directors is not always the privilege of
shareholders. This practice enhances board independence from shareholders.
Ultimately the board's composition should represent all main stakeholders.
Generally speaking, the insider system attaches more importance to the interests
of all stakeholders. In the Netherlands and Germany for instance, the law explicitly
recognises other stakeholders. In the Netherlands, the Civil Law Code states that the
board should act in the interest of the company and of the enterprises it supports11.
The main concern is sustainable, stable and continuous growth. Directors serve as an
instrument to create stakeholder wealth.

1.4 Governance challenges of the insider system

One of the major disadvantages of this structure could be the rent extracting
policy of the major(ity) shareholder. Small investors suffer if they do not have the
legal rights to protect their stake. Further, the cost to start legal action exceeds the
profits, since only a fraction will be gained by the plaintiff (free rider syndrome).
Therefore, protection of minority shareholders becomes an important issue. The
independence of the board with respect to the controlling shareholder is seen as
instrumental for protecting the firms' interest in general, and the interests of minority
shareholders in particular. The independence of management is a lesser priority than
in the outsider system.
As mentioned, banks often play the dual role of shareholder and major creditor.
This creates a conflict of interest since the bank wants to decrease the risk taken by
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the corporation and this risk-adverse policy tends to reduce the number of
investment opportunities undertaken by the company.
The close link between concentrated ownership and control ambitions can also
limit the growth potential of companies. Firms with a concentrated ownership
structure might be unable to exploit the ability to grow to an optimal global size and
thereby to exploit the opportunities of globalisation and economic integration.
Even within countries that are typical examples of the insider system, reality is
far more complex. The more companies have international growth ambitions, the
more they see the stock exchange as the main financing vehicle. This leads to an
increasing interest in stock exchanges and consequently the rules of the game
change in the direction of the market-oriented model. One of the main consequences
of this increased reliance on stock exchanges is that shareholder value gets a more
prominent place in setting priorities.

2. CORPORATE GOVERNANCE SCHOOLS12
The above discussion helps us structure the variety of corporate governance
dimensions that make up the perceived corporate governance systems. Moreover,
this dichotomy is an interesting starting point for analysing possible future
developments. In fact the debate about the future global corporate governance
landscape polarises between, what we refer to as, respectively the Standard School
and the Diversity School (Figure 2).
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2.1 The Standard school

The central thesis of the Standard school is that the globalisation of national
economies and capital markets drive corporate governance systems to converge to
one standard model. What this standard model will look like is still unknown. The
two variants are:
A market-oriented system, which refers mainly to the outsider system
A hybrid system that will be formed on the base of the most successful
elements of different corporate governance systems.
2.1.1 The market-oriented Standard School

The market-oriented Standard School focuses on the process of harmonisation
and convergence from a market perspective. Adherents belief that the market is the
only relevant factor that drives the corporate governance system to its most optimal
format. The market-oriented system will emerge as the superior corporate
governance model, while there is no other model that can be seen as a serious
competitor.
The market-oriented Standard School uses a typical normative approach13 and is
also referred to as the Chicago School14. Hansmann and Kraakman (2002) strongly
believe that the outsider system, with its shareholder-centred ideology, will
dominate in the near future. They noted that at the end of the
century, global
large-scale enterprises had similar characteristics:
full legal personality;
limited liability of owners and managers;
shared ownership;
delegated management under a board structure;
transferability of shares.
At the end of the
century there are signs of further global convergence
towards one standard shareholder-oriented model. As will be discussed in the next
paragraphs, this rapid convergence is partly due to the fact that other models failed
and partly because of the specific virtues of the shareholder model.
2.1.1.1 The supremacy of the market-oriented system
Notwithstanding the many differences between the outsider and insider system,
the market-oriented Standard school believes that convergence is taking place to one
system as a result of an evolutionary process of capital markets and listed
companies. Given the supremacy of the market mechanism, the only global
reference point therefore is the outsider system.
13
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As a consequence, the pressure by market forces drives the existing systems with
the shareholder at the centre. The Standard School believes that for the interests of
society as a whole, the best corporate governance system is to make corporate
managers accountable to the shareholders and only to their interests15. Their
arguments are that capital markets have played a central role in the development of
firms and countries. Therefore the outsider system will lead to higher wealth for all
parties involved.
Shareholder wealth is measured by the market value of the firm. However, this
market value is influenced by the liquidity of the market16. Markets, where
controlling shareholders dominate, often have a small and illiquid public equity
market. In an empirical analysis, Gugler (2001) found that stock market
capitalisation significantly influences research and development investments. The
ratio of R&D to GDP rises 0,12% when the stock market 'deepens' 10%. This
indicates that in countries with a well-developed capital market and investments into
new technology, future productivity and growth are encouraged.
The globalisation and internationalisation trend brought firms of different
countries in direct competition. Firms operating under the standard shareholderoriented model seem to have major advantages as they have access to equity capital
at a lower cost and will more rapidly abandon inefficient investments. It is argued
that for some sectors other models demonstrate great efficiency. This might be true,
but the market-oriented standard school is convinced that the ability of shareholderoriented corporations to expand more rapidly -by having access to international
equity markets- will create over time a general standard model that will win the
competitive struggle.
The market-oriented Standard School identified structural changes to bring
corporations in Europe and Japan closer to this market-oriented model. They are
convinced that the blockholder system will gradually develop more liquid capital
markets, copy Anglo-American style financial regulation, stimulate better
shareholder rights, better enforceability in courts, and dismantling complex
shareholding cascades. According to this school of thought convergence toward
world-wide hegemony for market institutions is a certainty because only the market
system reflects an efficient evolutionary process.
2.1.1.2 The belief that other governance systems are flawed
The absolute belief in the market-oriented system is also based on their critical
evaluation of some other corporate governance systems. They argue that the
manager-oriented model has led to a system of large conglomerates with
management having (too) great discretion over corporate policies. In the labouroriented model, which gained considerable influence in Germany, different laws
were established to have the workforce represented in the corporate decision
structures. However, boards in Germany are criticised because they do not function
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efficiently while important company decisions are taken outside the board17. As a
consequence, criticists stated that Germany could never export its system to other
countries18. At the European level, the Fifth Company Directive19 took more than 30
years without reaching a harmonised view on labour involvement.
After the Second World War, governments actively intervened in economic dayto-day life. This state-oriented model was actively promoted in France where
bureaucratic technocrats ran the major companies in order to help avoid the
deficiencies of the market and to serve the general public interest. However,
beginning in the 1980s France started to privatise these corporations. But today the
French government still holds significant blocks in large companies20.
The political support for insider or control-oriented models will diminish as the
privileged returns of controlling shareholders will become increasingly suspect. As
the number of incumbent controlling families diminish, their influence will shrink
and the position of the insiders who eventually succeed in blocking reform will be
irrelevant.
2.1.2 The hybrid Standard School

The hybrid stream within the Standard School also believes that convergence
will take place, mainly because of global competition, but that contrary to the
market-oriented system, it is believed that the two main corporate governance
systems (the market-oriented and the insider system) possess equal competitive
fitness so that these systems will merge into a hybrid system21. The hybrid view is
built on the cross-reference hypothesis, which presupposes that corporate
governance systems are divisible. One system's components can be detached and
adapted for use in another system without significant frictions or perverse effects22.
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2.1.2.1 Drivers for the hybrid Standard School
The belief in a hybrid system is based on two reasons. First, proponents like Van
Hulle (1997) argue that the two major systems will attempt, under the influence of
internationalisation, to take over each other's mutual advantages. This implies that
the insider system becomes more market-oriented and the outsider system moves
toward a greater concentration in its shareholding, so as to be able to rely on more
stable longer-term commitments by the shareholders. The failures that can arise in
market systems can be ameliorated with devices from blockholder systems while
devices from market systems can ameliorate the failures of the blockholder system.
As a result, convergence of the outsider and the insider system will lead to a hybrid
best practice.
And second, according to Handy (1997), the issue is not so much with
convergence toward the outsider system but with convergence toward a mixed
system. His arguments are that a consensus model will emerge due to the paradigm
shift within the knowledge society. This paradigm shift is characterised by different
factors:
In the knowledge society, there is a paradigm shift from the supremacy of
capital to one of knowledge and entrepreneurship. This leads to the end of the
typical conflict model of capital versus labour, characteristic of the industrial
society, and introduces a new role model of a more co-operative and
democratic character.
In the knowledge society, the great influence of information and
communication technology and the emphasis on information and disclosure,
will prompt increased accountability and responsibility of the business world.
This gives rise to a greater emphasis on sustainable enterprise and corporate
citizenship.
In the modern knowledge society, the legal structure of the firm is no longer
the only reference point for corporate governance. Firms are 'blown to bits' to
be integrated into networks and joint ventures and on a global basis23.
This paradigm shift also effects the performance measures (integrated
performance and risk models) as well as the accounting principles (taking into
account intangibles and human/social capital).
2.1.2.2 Growing support for the hybrid Standard School
In many different circles direct evidence can be found of a possible convergence
into the direction of a hybrid system:
The political programs of many governments throughout Europe focus on this
hybrid middle way, referred to as the third way (U.K.), the active welfare state
(Belgium), the poldermodel (The Netherlands) and the Neue Mitte (Germany).
The U.K. proposal for review of company law, gives shareholders the right to
sue company directors for damage caused to employees, the public and other
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'stakeholders'24; moreover the obligation to start stakeholder reporting is
getting firm support.
The German struggle for Holzmann and the victory of a hostile take-over bid
of Vodafone, and this within the German consensus model.
Indirectly, the many corporate governance codes and recommendations also point to
convergence to a hybrid system, by relying on a number of common mechanisms,
like independent boards of directors, disclosure, accountability, etc.
Consultancy firms are also now guiding companies towards a hybrid system of
corporate governance. Heidrick and Struggles use different criteria to construct a
measure of corporate governance in different countries. These criteria include board
structure, board composition, disclosure levels and legal frameworks. These criteria
are then weighted on a uniform level. From their results they argue for an evolution
towards one hybrid system. As shown in Figure 3 this evolutionary pattern already
also appears in their rating results. While the U.K. ranks the highest, the
Netherlands, a typical country with a two-tier board model is very close behind the
U.K. Further, eight countries are all within a range of less than 2 governance points
on a scale of 16. A more detailed analysis of this survey is given in chapter 3.

2.2 The Diversity school

The main hypothesis of the Diversity School is that instead of standardisation,
differentiation is necessary. Basic determinants of such a differentiation are the
24
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types of agency problems, the types of firms and the strategies shareholders want to
realise (see section 3 of chapter 5). In this sense, corporate governance systems are
intertwined to other institutional features of the company26.
This Diversity School differentiates itself from the Standard School in two
fundamental ways. First, the disbelief in the superiority of the outsider system is far
more pronounced than the hybrid Standard School. And second, the Diversity
School rejects the cross-reference hypothesis because they are convinced that
corporate governance systems cannot "import" parts of other governance systems
without breaking the equilibrium of the system itself.
2.2.1 Critique on the asserted superiority of the outsider system

Roe (2000) counters the idea of the superiority of the American approach to
corporate governance by arguing that the American system of ownership and control
was politically and historically contingent27. Specifically, he argues that the larger
ownership dispersion in the U.S. is (also) the result of politics that discourage large
shareholdings and that the American system is a necessity adaptation that arose to fit
the financial system that evolved in the U.S. This type of path-dependent theory
implies diversity, given the large differences between resilient legal and institutional
elements of corporate governance28 and the fact that corporate governance is tightly
coupled with regulatory traditions in the areas of banking, labour, tax and
competition law29.
In addition to the role of history and culture, embedded in the 'path dependency'
argument, the superiority of the outsider system is under attack from a quite
different source. The anti-globalisation movement, supported by numerous NGO's,
has led to a growing 'anti-market backlash' that increasingly questions whether it is
appropriate to impose a single model of Anglo-American capitalism on countries at
very different stages of development30.
Another line of critique is whether there exists one unique outsider system. For
example, there are large differences between the U.K. and U.S. corporate
governance models. Franks et al. (2002) explain these differences by differences in
regulation while Cheffins (2002) details the main diverging points of the U.K. and
U.S. model.
First, although the U.K. is perceived as the country with a dispersed ownership
structure, in reality there are a substantial number of shareholder syndicates and
collaborations. Syndicates are easier to form in the U.K. than in the U.S. because the
group of main shareholders (especially the three main shareholders) is rather
comparable in size. Large institutional investors act together to exert control31 which
26
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to some extent makes their behaviour more comparable to the Continental European
blockholder system than to a system of dispersed shareholding.
Second, the U.K. has fewer fiduciary obligations on non-executive directors
because they primarily perform an advisory function, which diminishes their
monitoring role. Moreover, powers to enforce fiduciary duties are weak in the U.K.
In practice, enforcement has been almost non-existent. The higher fiduciary duties
of directors in the litigious U.S. society have resulted in numerous lawsuits against
directors32.
Third, protection of investors differs in important respects. The U.K. is known as
the country with the most developed minority shareholder protection (e.g. pro-rata
rights issues for new equity issues in the U.K. while such rights are rare in the U.S.).
Fourth, important differences reign at the level of poison pills and other antitake-over measures. Although the U.S. is often cited as the example of governance
monitoring by an active market for take-overs, there is in fact no legislation
facilitating these take-overs. On the contrary, there is extensive State legislation,
which discourages take-overs. This is completely different in the U.K.: American
companies can implement far more defence mechanisms than are permitted in the
U.K.
Fifth, quite a lot of these differences can be explained by the prominent role of
institutional investors in the U.K. Shareholder activists have a more important
influence than would be expected on the basis of their shareholding percentage. It
seems that their influence on regulation and laws is prominent33.
Sixth, even within the U.S. (or the U.K.) corporate governance model, no
uniform model exists across firms34. New economy companies, network alliances
and family controlled listed companies are none of the true "Berle & Means"-type of
firms, i.e. with dispersed shareholding and no control. The more prominent these
other types of firms become the more important will be the need to pay attention to
divergent models.
Recent developments in capital markets imply another set of arguments against
the supremacy of the outsider system as the reference for all business firms. When
market prices of listed stocks decline and de-listing is considered, more attention is
paid to a critical evaluation of the funding structure of a firm. This demonstrates the
growing understanding on the part of investors and managers that a public
corporation is a relatively risky and sometimes inefficient vehicle for accumulating
cash35. The right fit between assets and owners has -again- become a critical
challenge. To go private is considered by owners to be an opportunity to better align
the business and financial structures under an ownership model that is more
appropriate to the dynamics of their business36. In some situations, the choice may
32
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be more complex in that different parts of a company may require different equity
models.
2.2.2 Barriers to cross-reference: 'system' thinking in corporate governance

Besides the critique on the asserted superiority of the outsider system, the
diversity school is built around the hypothesis that each corporate governance model
is embedded in its cultural, historical, legal and social environment, so that it forms
a 'system' in itself. Such 'system' thinking implies that cross-reference, meaning the
transfer of parts of a system to another one, is not realistic because cross-reference
would destroy the equilibrium, specific to each system.
Prominent academics of this school are Bratton and McCahery (2002). They
reject the hypothesis of global convergence of corporate governance systems
because each national governance model is characterised as tied together, with
interdependencies and significant barriers to cross-reference. Different corporate
governance systems have incentive structures that entail different trade-offs. These
trade-offs limit opportunities for productive cross-reference. Each converging
initiative, such as encouraging deeper trading markets in Europe or encouraging
more blockholding in the U.S., may prove ineffective. In fact, materially changing
prevailing corporate governance models could destabilise the equilibrium.
Different corporate governance models coincide with differences in legislation
like company law and capital market law. Differences in content of the judicial
system reflect cultural and historical differences. These differences have
considerable consequences. Regulation visibly affects the relationship between
ownership and control. Regulation has a significant influence on control patterns.
Control is concentrated in forms which regulation confers particular advantages.
Share-blocks are concentrated at levels at which there are significant control
benefits. And different types of corporate control and therefore regulatory
arrangements are suited to different forms of corporate activities. Industries whose
investments have short realisation periods thrive in systems with market control
whereas those with long realisation periods37 benefit from management control.
A concrete example related to this 'system' thinking can be found in the analysis
of Pettet (2000). In the U.K. the private company (limited by shares) has no
minimum capital requirement (as is the case in many Continental European
countries) but the U.K. insolvency rules have stringent provisions on wrongful
trading. If you run a company when there is no longer any reasonable prospect of
avoiding insolvent liquidation, you loose the benefit of limited liability; the result is
that the shareholder/director is required to contribute to the fund of assets in the
insolvency.
In comparing legal systems, La Porta et al. (1997) come to the conclusion that
such legal systems matter for corporate governance. They point to the fact that firms
have to adapt to the limitations of the legal system that they operate in. Moreover
they not only observe important differences in the legal rules and the degree of
37
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protection of shareholders and rights of creditors, but also come across important
differences in the quality of the enforcement of these rules and in the quality of
accounting.
This notion of 'systems' brings Aoki (1999) to develop quite a different approach
to the convergence/divergence-debate. He uses a game-theoretic approach to
identify alternative mechanisms of governance. Structures of corporate governance
are identified as self-enforcing mechanisms, that govern interactions in the corporate
organisational domain being composed of three basic types of players: investors,
workers and managers. A corporate governance structure covers a set of enforceable
rules (formal and/or informal) that constrain the contingent action choices of the
stakeholders in the corporate organisational domain. Aoki's hypothesis is one of
institutional complement. Different types of governance structure may evolve,
depending on different types of physical, human and information assets that play an
essential role in organisational activities.
Finally, factors such as the quality of the legal system, of the capital markets, of
the market for corporate control and of institutional investors will influence the
agency relationships that arise from the separation of ownership and control. Each
country has a different mix of firms that are either control-oriented or marketoriented. This makes the challenge presented to company law in each country to be
different38. As already highlighted before, we developed the concept of the
'dominant firm logic' to refer to the 'dominant' format of firm typology that prevails
in a certain country. The framework of 'national corporate governance systems'
exists because this 'reference' firm differs per country. The problem with following
the Standard School is therefore that if you move the legal system to deal with one
set of problems, e.g. the 'market-oriented' firms, you've ignored the others. The real
challenge of today is that we have to find a way to deal with these several problems
in one single set of rules39.
2.2.3 Differentiation criteria of corporate governance systems

The Diversity School does not accept that one global corporate governance
system and one underlying corporate and capital market law can exist, because of
the many differences across nations and industries.
A first hypothesis is that there is no one dominant system because different types
of ownership and control are suited to different types of activities. In their
comparison of competing corporate governance systems, Thomas and Waring
(1999) came to the conclusion that the Anglo-American firms may dominate
industries with low levels of current cash flow but high equity market valuations,
such as biotechnology. Conversely, East Asian and Continental European firms may
dominate mature industries with high, steady cash flows but low stock market
valuations, and where worker commitment is important, such as machine tools.

38
39

Goshen (2002).
Winter (2000).

22

CHAPTER 2

Herbert Henzler from McKinsey came to a parallel conclusion40. In comparing
48 business sectors throughout the world, he concluded that European firms are
more active in traditional business sectors (like construction, industrial equipment,
building equipment, etc.). The U.S., on the contrary, is much more advanced in the
'new economy' business sectors. According to McKinsey, the main explanation for
this difference has to be found in the different emphasis on financing through the
capital markets. In fact, the U.S. has been able to finance its new ventures, its
growth and expansion and its numerous mergers and acquisitions through the capital
market.
Another hypothesis is that a firm needs different corporate governance structures
and processes according to the phase of its life or development cycle. The large
listed companies with dispersed shareholding need another governance system than
the closed family businesses. Almost all attention of corporate governance codes and
recommendations is uniquely devoted to the first category of companies, hereby
ignoring the large diversity of firms that form the economic tissue of a country.
Although some authors only focus at either the geographical differences or the
industry differences, linking all relevant differentiation criteria can increase the
richness of this school of thinking. We think, that up till now, such a synthesis is
lacking. In the next section as well as in Chapter 5, we attempt to develop such an
integrated approach.
2.2.4 Different corporate governance problems ask for different governance
solutions

All constellations of ownership structure involve costs and benefits. Corporate
governance codes and recommendations, as well as company law and capital
markets law, should direct the corporate governance system to its optimal format
and prevent abuses.
As mentioned in section 1, the traditional corporate governance literature mainly
focuses on solving the agency conflicts between owners and management. A modern
firm however faces quite divergent types of conflicts of interest. In fact there may be
conflicting interests between owners themselves, between shareholders and
creditors, between board and management, between shareholders and employees,
between shareholders and other stakeholders, or between different types of
stakeholders. Moreover different views prevail on the question of what interests the
firm should foster. Who has the power to control - one or all shareholders or does
talent make capital dance41?
The art of corporate governance is to strike a balance between the interests of
each of all parties in order to minimise conflicts of interests and to foster the
interests of the firm. Therefore, one of the duties of corporate governance is to
organise monitoring and disciplinary mechanisms, so that this balance of interests is
maintained. One of the main points of view of the Diversity School is that
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monitoring and disciplinary mechanisms are not be found in a standard or a onesize-fits-all direction, nor is extrapolation from other systems a feasible solution.
Non-optimal situations that underlie abuses exist in all types of governance
systems and all types of firms. They manifest themselves in different formats
because of the different nature of agency conflicts:
if management is in control, management entrenchment can occur, whereby
managers give priority to their interests to the detriment of the owners and
other stakeholders;
the relationship between the board of directors and management can suffer
from 'control circularity'; the board of directors should supervise management
practices, but in case of management control bias, management will be able to
decide on board composition;
concentration of control in the hands of a few shareholders, who sometimes
have only a small absolute financial interest (e.g. in case of pyramidal
shareholding structures), can lead to the exploitation of the control position to
derive special benefits, referred to as 'private benefits';
shareholders and creditors can favour different governance structures and
monitoring mechanisms (e.g. higher capital requirements to protect creditors
that potentially decreases shareholders' return; special guarantees to decrease
credit risk); economic theories differ on the best monitoring mechanisms to
govern these relationships (transaction cost economics versus agency theory42);
there can be conflicts between short-term and long-term value creation, etc.
Goshen (2002) states that the answer to the question 'which structure is more
efficient?' will depend on national factors and on firm-specific factors. Different
industries might find it more efficient to work with dispersed ownership, while other
industries would find it more efficient to work with concentrated ownership.
National differences that have to be taken into consideration are e.g. the quality of
the judicial system, company law, and the protection of minority shareholders. This
again underlies the basic hypothesis of the Diversity School, namely that guidelines
for corporate governance, company law and capital market law have to be seen in
the broader environment of the corporate governance system. Moreover one should
look for the right mix of internal and external (market) monitoring. Different mix
components include direct monitoring by shareholders and the board of directors,
efficiently designed managerial compensation packages, and competition in
managerial and product markets. Relying only on market forces or too much focus
on direct monitoring by blockholders is not beneficial. The task of good governance
is to secure the benefits of active shareholders as effective monitors of management
while at the same time preventing them from consuming excessive private benefits
from control. The protection of minority shareholders is necessary in order to induce
small and minority shareholders to invest.
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2.2.5 Different strategies require different corporate governance structures

Differences in corporate governance structures serve different economic
purposes. One can illustrate this with the fact that a "Berle & Means "-type of
corporation and a closely held corporation are both efficient but in different
contexts43. The costs and benefits of the various control devices depend on the kind
of economic activity, i.e. the industry. For example, if investment in research and
development is a 'complex' and a very risky undertaking, the benefits of separating
the decision and control functions should outweigh the associated agency costs. In
such an industry, equity markets can put up the needed financial funds to guarantee
an optimal investment level while diversifying the associated risks44. However in
such a market model, monitoring by different devices, like take-over markets, the
board of directors, efficient contracts, etc. will be necessary ingredients of this
'system'.
Carlin and Mayer (2002) proclaim that concentration of shareholder rights to
foster sufficient monitoring, is necessary for certain businesses like those that
require long-term committed investors. On the contrary, dispersed ownership is
better suited for short-term investments that require flexibility and less commitment.
They focus on the comparison between the corporate governance environment and
economic development. Overall they see a strong relationship between country
structures, industry characteristics and the types of activities undertaken in different
countries; the two most relevant country structural features are the degree of
information disclosure (accounting standards) and the concentration of ownership.
Disclosure is important for industries with fast growth, that are equity dependent,
have a skilled work force and where a larger share of output is devoted to research
and development. Information disclosure is a more relevant factor for growth and
investment than is control through hard budget constraints, but transparency has a
greater impact on growth in equity dependent industries within developing
countries.
In the early stages of development, policy may be best focused on the creation of
efficient banking systems and the control of ownership concentrations. At later
stages, some activities may benefit from greater information disclosure and the
commitments that concentrated owners can provide. Carlin and Mayer conclude that
investment in research and development rather than fixed capital formation appears
to be the main route through which financial systems affect economic activity.
Thomas and Waring (1999) state that neither form of capitalism should be seen
as superior to the other; there are advantages and disadvantages to each system…
But depending upon the type of market and the relevant critical success factors,
some systems will be better than others. In this respect, they refer to the difference
between the memory chip business versus the logical chip business within the
semiconductor industry. The Japanese system was the best for the memory chip
business since coalitional firms are better positioned to improve process technology
43
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Easterbrook and Fischel (1991).
Statistical analysis on the link between R&D ratio and stock market capitalisation prove such a
positive relationship.
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and reach low costs, thanks to the long-term focus and commitment from labor and
suppliers and the internal research and development. The U.S. system proved to be
better for the logical chip business which demanded speed, dynamism and product
innovation. The U.S. system performed better because of the fluidity and speed of
diffusion of capital, coupled with flexible labour and equipment markets45.
Consequently, corporate governance structures influence the chances for the
realisation of corporate strategies that are affected by global competition. In ideal
terms, corporate governance structures and processes should be constructed so as to
allow the firm to realise its optimal strategy. This ideal is better known under the
expression 'structure follows strategy', as highlighted in the writings of Chandler
(1966). In reality however, business life is not as prescribed in the ideal world.
The analysis of Van Hulle (1997) clearly demonstrates a case where corporate
governance structures often prevent the realisation of business strategies. She finds
that Belgian firms seem to lack the right corporate governance apparatus to finance
their growth strategies. The Dutch coalition model, however, stimulates far more
growth than the Belgian reference shareholder model. The main reason is that
Dutch firms rely mainly on expected investment returns while Belgian firms have to
finance their growth with internally generated cash flow.
A similar conclusion regarding Belgian companies was reached in a more recent
study of Bain and Co (2001). They concluded that the growth prospects of Belgian
companies are being hampered because growth targets and prospects are dependant
from the available capital rather than the other way around. Non-growing firms
especially rely only on internal cash flow to finance their operations. There also
seems to be a correlation between the openness to outside capital and growth
prospects. Reliance on internal financing is largely due to the lank of external
funding: 80% of the no-growth companies were not enthusiastic to open their capital
to external partners. This holds for private equity as well as publicly listed
companies. Political attention is now being given in Belgium to create the right
corporate governance environment.
Thomas and Waring (1999) also found profound national differences among
firms in their analysis on competing capitalisms. Different conducts are tied to the
institutional environments of the home market. The entire range of relationships that
make up the institutional environment determines corporate conduct, not just the
relationship with capital markets. Their analysis showed that shareholder-oriented
firms in the U.S. make investments primarily in response to expected investment
returns, whereas coalition firms of Germany and Japan make investments primarily
in response to the availability of internal finance. American firms also have higher
45

These observations have far reaching consequences for business success:
impact on strategic trade policy: differences explain why a tactic that would work in one system
would prove counterproductive in another;
consequences for joint ventures: goals and aims of U.S./Japanese/German joint venture partners
are fundamentally different; consequently, every investment decision faces potential conflict of
interest;
in developing strategies, the management must understand how their national environment can
be a resource advantage to be leveraged by linking the environment to conduct and performance.
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investment rates and (for liquidity reasons) pay out a lower share of cash flow as
dividends.
This overview points to the importance of corporate governance for the
realisation of a firm's strategy and by consequence for adding value and creating
wealth. Since strategies are micro-decisions whereas corporate governance
structures largely relate to the macro-environment, reaching an optimal fit between
the macro/national corporate governance environment and a micro corporate
strategy becomes very important. Whereas global firms have more degrees of
freedom to choose and even to influence their macro governance environment, this
is not at all the case for more 'local players'. This hypothesis leads to the conclusion
that countries can create a competitive advantage for their firms by facilitating the
corporate governance structures needed for their development.
2.2.5.1 Different political priorities: the European case
Discussing convergence of corporate governance has considerable political
aspects. The corporate governance environment influences to a large extent the
degrees of freedom for strategic choices and 'optimal' governance structures.
Moreover the governance environment can protect local business firms and facilitate
their expansion or create barriers to entry for new market invaders.

Roe (2000) believes that governance systems are a political contingency because
of the correlation between a country's position on the ideological spectrum and its
corporate ownership structure: a right wing society favours publicly quoted firms,
whereas a left wing regime coincides with social democracies who favour
employees over investors. Support for Roe's thesis of political contingency is found
in the determinants of a political influence in a study of Coffee (2001). Coffee found
that a political index had the highest level of correlation with a measure of
shareholder dispersion. Gross national product and population were also found to
have a statistically significant relationship with shareholder dispersion but not nearly
as strong as the political index. A multivariate analysis showed that the political
index explains 45% of the variation in shareholder dispersion46.
Since the governance environment is becoming a crucial element in global
competition, all countries need to reflect upon their competitive position on the
46

Of course some countries do not fit this model very well (U.K., recent experience in the Czech state).
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spectrum of governance models. As discussed in this chapter, the degree to which
the governance environment stimulates growth and innovation differs quite
substantially from one system to another. An important question for Europe is to
what extent it wants to build upon the strength of certain governance models. What
type of ambitions does the EU want to realise? Is there an agreement on the
priorities for the EU economy? What type of industries and what type of business
policies does the EU want to support or stimulate? Does the EU have the
opportunity to develop its own governance system where diversity and multicultural values are combined to the advantage of society at large? Until such
questions can be answered, European convergence, let alone global convergence,
will not be possible.
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CHAPTER 3

CONVERGENCE OR DIVERGENCE IN CORPORATE
GOVERNANCE: EMPIRICAL EVIDENCE47

As discussed in chapter 2, many leading corporate governance specialists and
shareholder activists are convinced that globalisation of the economy in general and
of capital markets more specifically will lead to a global convergence of corporate
governance principles and models. Within the Standard School, discussion remains
as to whether convergence will ultimately lead to supremacy of the outsider system.
Some believe that cross-reference between leading governance models will finally
push for convergence to a hybrid governance model. Especially in Europe, but also
in less developed markets, there is criticism on this belief in globalisation and
standardisation. There is doubt whether cross-reference is possible since governance
models are often derived from the legal, social and cultural environment and this
fragile equilibrium can easily be broken if parts are outsourced from other models.
The 'Diversity School' therefore suggests to differentiate corporate governance
models in order to reach specific goals set for business firms and economic activity.
Chapter 3 will draw from past research to examine the question of convergence
from seven fundamental governance characteristics48:
The role of capital markets
Ownership and control
Shareholder rights and protection
External market for corporate control and anti-take-over mechanisms
Board systems
Disclosure rules and accounting standards
Accountability and role of the firm.
These variables significantly influence the governance system and its optimal
norms and standards, but they have seldom been the subject of international
statistical comparison. This chapter focuses on these characteristics and seek to
determine the extent to which there is convergence.

47
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Due to the lack of available information on non-listed companies, the statistics used in this chapter are
related to listed companies.
Van den Berghe and De Ridder (1999). We also refer to the corporate governance framework,
presented in Figure 1.
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1. THE ROLE OF CAPITAL MARKETS

1.1 The increasing use of stock markets49

As highlighted in Chapter 2, the market-oriented or outsider system is
characterised by an intensive use of the stock market for the funding of corporations.
In contrast, equity markets are significantly less important in the network-oriented or
insider system.
Table 1 illustrates the importance of stock market finance in terms of the
evolution of market capitalisation of listed companies as a percentage of the Gross
Domestic Product (GDP).

A first observation is that all Continental European countries have witnessed a
strong growth in market capitalisation ratio since 1975, especially Switzerland and
the Netherlands50. In contrast, Belgium lost an important part of its market
capitalisation from 1999 onward due to the fact that a number of large listed firms
were de-listed after being taken over by foreign owners. This decreased market
capitalisation could not be compensated for by the numerous initial public offerings
49

50

Recently the absolute volume of market capitalisation decreased, mainly due to decreasing market
prices. This less attractive market environment induced a substantial lower reliance on the stock
market for new capital funding and even led to de-listings. This is not taken into consideration in our
analysis. However, this omission does not influence the final conclusions on convergence.
From another study, it becomes clear that the success story in Greece was even more pronounced. The
ratio market capitalisation to GDP soared from 15% in 1995 to 167% at the end of 1999. For a more
detailed analysis of the figures, see Mertzanis (2000).
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(IPOs) of smaller and mid-sized firms. Secondly, the U.S. is no longer the ultimate
example of market-oriented country. Although the absolute size of the stock market
is the highest in the US in relative terms (total market capitalisation in comparison to
GDP), the U.S. only ranked first until the mid 1980s. During the last decade, the
U.K. and especially Switzerland played the leading role. Between 1996 and 1999 the
market capitalisation ratio of Switzerland almost doubled to 268%.
Increasingly, capital markets serve as a vehicle of raising equity capital by IPOs
(Table 2) as well as for attracting extra capital to finance growth and expansion. A
striking example of reliance on capital markets to finance growth is the Netherlands.

As Table 2 shows, between market-oriented and network-oriented models there
was a decrease over time in the difference in the volume of equity finance raised by
initial public offerings. Between 1990 and 1997 Continental European countries
raised on average only a small fraction of equity capital while U.S. and U.K.
companies raised on average 1% of GDP as equity capital. In 1998 and 1999, equity
raised through IPOs in many Continental European countries was as high or higher
as in U.S. or U.K. However differences within the network-oriented countries
remain.
The statistics in Table 1 and Table 2 show that the Anglo-American stock
markets can no longer be seen as the only examples of 'market-oriented countries'.
Quite a number of Continental European countries are at least as financial marketoriented as the former. While for these countries there is a growing convergence
with the outsider system, other Continental European countries lag behind, hereby
creating a growing divergence within the EU.
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1.2 New market formats

1.2.1 New exchanges and trading platforms are created

In the 1990s a number of projects were launched which significantly changed the
existing stock market landscape in Europe. In several countries new stock exchanges
were created particularly for small growth companies. In the U.K., the London Stock
Exchange created an "Alternative Investment Market". In France, the Paris Bourse
"Nouveau Marche" was established and the German "Deutsche Börse" created the
"Neuer Market". Parallel, Easdaq, an exchange patterned after the U.S. Nasdaq, was
founded and began trading as a pan-European exchange for growth stocks in 1996.
However, it only was a moderate success and in 2001 Nasdaq acquired a majority
share of Easdaq. Recently, one of the former leaders of Easdaq pointed to the vivid
nationalistic attitude of the different national stock exchanges and politicians as one
of the main reasons behind the slow development of Easdaq51. Although companies
across Europe increasingly rely on external finance as a common trend, national
stock exchange initiatives still differ from each other within the European Union.
However, some important consolidations of stock markets appeared. The
Amsterdam Stock Exchange, the Paris Bourse and the Brussels Exchanges merged
to form Euronext. Later, the "Bolsa de Valores de Lisboa e Porto" joined Euronext52.
The consolidation movement continued with the acquisition London International
Financial Futures and Options Exchange (Liffe) by Euronext. Equity trading53 will
take place on a single integrated trading platform with a single set of trading rules,
but under three jurisdictions depending on where the company is listed and where
the market participant is located.
Also London Stock Exchange and Deutsche Börse initially declared to merge.
The merger was criticised both in the U.K. and in Germany from the very beginning.
The London Stock Exchange turned down the iX project in September 2000. At the
same time, OM Gruppe launched a hostile, but unsuccessful take-over on London
Stock Exchange.
Besides equity market innovations, also bond markets gets modernised. As an
example, EuroMTS provides electronic trading facilities for bonds and started
trading in German "Pfandbriefe". Electronic commerce in European bonds will be
offered by one major platform, after a merger of BondVision and BondClick54.
1.2.2 The internet breaks down geographic barriers and creates many innovations

New Internet services created the possibility of trading securities in a fast and
cheap way. Emerging Internet based rivals of the traditional exchanges appeared,
such as Tradepoint, EuroMTS and other Electronic Communications Networks
(ECN). Tradepoint is an electronic stock exchange, based in London and operating
51
52
53
54

Mampaey (12 September 2001).
Financieel-Economische Tijd (15 June 2001).
There will also be trading platforms for bonds, derivatives and commodities.
Financieel-Economische Tijd (18 May 2001).

CHAPTER 3

33

under the Investment Services Directive. Prigge (2002) reports that ECN’s account
for about 33% of dealings in Nasdaq shares, among the largest are Instinet (13,2%)
and Island (11,5%).
Virt-X, a new stock exchange that was launched in June 2001 received the
approval from the Securities and Exchange Commission (SEC) to sign up investors
in the U.S.55. Blue chips of the Zurich Stock Exchange and Tradepoint moved to the
New Market and made of the Zurich Stock Exchange an exchange for small and
midcaps56.
The creation of cross-border electronic networks that match buy-side and sellside investors, cutting out middleman, reduce costs and enhance international
trading. The influence of the integration of stock markets and information processes
is expected to facilitate web-based trading. The orientation of different classes of
investors is therefore no longer national but international.
1.2.3 Demutualisation of stock exchanges

The competition between stock exchanges is enhanced by a trend of
demutualisation of exchanges forcing them to a more commercial-oriented
approach. Some recent cases of demutualisation are the Stockholm Stock Exchange
(1993), Helsinki Stock Exchange (1995), Copenhagen Stock Exchange (1996),
Amsterdam Exchanges (1997), Borsa Italiana (1997), Australian Stock Exchange
(1998), Stock Exchange of Singapore (1999) and the London Stock Exchange which
changed into a stock corporation in March 2001.
1.3 These evolutions will certainly influence governance structures and rules

Stock exchanges play an essential role in ensuring that investors have access to
transparent financial information about companies and in promoting basic standards
of corporate governance57. The integration of stock markets will lead to increased
competition with respect to corporate governance standards. As a consequence,
companies that seek capital are forced to comply with international standards
regarding disclosure and governance. This evolution is enhanced by multiple listings
of large corporations. For example, according to a Dutch survey a disciplining effect
of foreign stock exchanges can be observed with Dutch multinationals being listed
on the New York or the London Stock Exchange. The latter require more disclosure
than the Amsterdam-Euronext market58.
55
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Boland (2001).
Mampaey (23 July 2001).
Price Waterhouse( 1997).
Another example of the interaction between governance and multiple listing is found in Israel. When
the Tel Aviv Stock Market went dormant due to the financial crash in 1994, a large number of Israeli
corporations sought listings abroad, especially in the United States. In 1998 the Brodett committee
was installed to examine the conditions under which the Israeli stock market could be revitalised and
it recommended a simplified dual listing procedure. However, discussions in Parliament revealed that
the industry plead for an automatic dual listing, arguing that the American rules sufficiently protect
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However, the process of capital market integration is hampered by the national
organisation of regulators, law regimes, etc. More than 30 stock markets are
operating in Europe, all having different supervisory authorities. The
implementation of new procedures to enhance the development of a European
capital market, was delayed when the Thirteenth company directive (or take-over
directive) was not accepted by the European parliament59. In order to eliminate the
barriers to a true European financial market place, the European Commission is
currently discussing new rules and recommendations.

2. OWNERSHIP AND CONTROL

2.1 Types of shareholders and shareholder structure60

Since 1990 a number of governments and private institutions periodically collect
data on the shareholder structure of listed companies. In Table 3 and Table 4 we
examine and compare shareholder types and structures in Europe, the U.S. and
Japan.

59
60

Israeli investors. The Israeli Parliament (i.e. the Knesset) adopted a law under which Israeli issuers
can be listed on the Tel Aviv stock market based entirely on the disclosure rules of the United States.
It does not matter whether it is voluntary adopted by the issuer or whether an Israeli corporation seeks
a dual listing. These measures enhanced the activities of the Israeli capital markets (Licht (2000)).
Financieel-Economische Tijd (5 July 2001).
Methodologically, ownership data used in many studies substantially differ. This can partly be
explained by the fact that different fields of research focus on different aspects of the same
phenomenon. Financial economists study the optimum liability structure of corporations, while
lawyers are primarily interested in the rights attached to different financial instruments. For the
methodology used to compose Table 3 and Table 4, see Appendix 1.
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Table 4 shows that the non-financial sector is the most important shareholder
category of corporations in Italy and Belgium. The non-financial sector remains the
primary investor in Germany, Japan and Spain, although to a decreasing degree. In
contrast, the financial sector is the dominant investor in the market-oriented
countries. Foreign investors are still the main category of shareholders in the
Netherlands (although decreasing in relative importance) and have become the most
important shareholder category of French corporations. This contrasts significantly
with the US where the foreign influence is the lowest.
Table 5 provides a dynamic view of this issue. All Continental European
countries show a shift from non-financial to financial shareowners except for the
Netherlands and Italy. In Italy, individuals became major shareowners over the
period 1997-1990 due to the wave of privatisations. This shift (again) points to an
increasing convergence with the shareholder profile of market-oriented countries. In
addition, Japan, France, U.K. and Spain witnessed an increase in foreign
shareholders during the 1990s.

The category 'foreign' shareholders may contain two quite different groups of
shareholders. First, foreign companies (and individuals) who act as 'owners' choose
to own shares for industrial or strategic reasons. This category became increasingly
important due to the worldwide mergers and acquisitions of the last decade (see
section 2.1.3). Second, foreign institutional investors acting as 'investors' became
more important in most countries because these institutions hold global investment

CHAPTER 3

37

portfolios investing in multiple companies. Without greater detail within the
category of foreign shareholders, it is not possible to measure the correct proportion
of institutional investors in those countries with a large/growing share of foreign
capital. Taking into consideration that the relative importance of foreign ownership
has decreased in Belgium, it can be questioned to what extent the contrary evolution
is happening there, namely that foreign institutional investors have decreased their
presence61.
Quite substantial differences can be observed within the Anglo-American or
market-oriented model (Table 4 and Table 5). First, the U.S. and the U.K. differ with
respect to the importance of private individuals as shareholders (42% versus 15%
respectively). Second, the comparable importance of the financial sector in both
countries hides differences in types of financial institutions as shareholders. While
the most important investors in the U.K. are insurance companies and pension funds,
U.S. insurers are far less important investors while investment funds play a larger
role. And finally, the foreign influence is far more important in the U.K. than in the
US.
The general observations can be better understood by analysing the evolution of
the importance of the different categories of shareholders in greater detail.
2.1.1 Non-financial sector

In the beginning of the 1990s, the non-financial sector held more than 60% of the
shares in all Continental European countries except for the Netherlands.
Furthermore, in the U.S. and Japan approximately 50% of the shares were owned by
the non-financial sector.
By the end of the decade, the influence of the non-financial sector decreased in
all countries, except for the Netherlands and Italy. The decrease was most
pronounced in France and Spain. In the U.K. the importance of the non-financial
sector decreased to less than 18%. This is quite different from Italy where the nonfinancial sector remains the most outspoken and dominates with 77%.
2.1.1.1 Non-financial companies
As owners, corporations have special governance characteristics. Their main
force will lay in monitoring entrepreneurship and strategy, and they may facilitate
knowledge transfer and links to providers of critical inputs to create synergies,
vertical ties, supply chains, etc. Managers of large corporations may emphasise
global profitability and group interests rather than profit maximisation in the
individual company. Group structures are therefore vulnerable to intra-group
conflicts of interest. The more complex they become the higher the risk of deficient
(mutual) monitoring.

61

At first sight this must be the case: the foreign shareholding decreased from 23 in 1990 to 19% in
1998, while many companies have been 'sold' to foreign groups, during that timeframe. However also
important de-listings of foreign-owned companies have taken place. So the reality is more complex
than it looks like at first sight.
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Ownership by non-financial companies is particularly striking in Belgium (44%)
and to an increasingly lesser extent in Germany (29%) and Japan (25%). However,
these statistics hide different ownership techniques and methods of control. Belgium
is famous for its shareholding cascades via pyramidal holding structures. This
typical Belgian phenomenon has been considerably transformed during the last
decade, but it remains the most important ownership structure. In Japan, the Keiretsu
is organised as a web of cross-shareholdings. The Keiretsu system tends to be
restructured in programs that cover many years. In Germany, a country where group
law is well developed, the number of listed companies with non-financial
shareholders holding a (super) majority decreased.
On the contrary, the non-financial companies are a negligible factor in the U.K.
(with only 2% of shareholding) and in the U.S. (see footnote 62). The Spanish nonfinancial companies also became an unimportant shareholder category due to a 50%
decrease over the last ten years.
2.1.1.2 Individuals
Determining the role of individuals as shareholders is more complicated since a
distinction has to be made between individuals as direct investors and their indirect
shareownership through institutional investors (mutual funds, unit linked life
insurance, pension funds, etc.). Another important perspective is their investment
62

No figures are available for the Netherlands and the U.S. However, the American non-financial
companies are included under the heading 'other', which is a negligible category; this indicates that
non-financial companies are also an unimportant shareholder in U.S. corporations.
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goal: do they aim to realise their entrepreneurial goals (building and expanding their
own companies) or do they mainly want to reach an optimal investment portfolio?
The first category can be referred to as 'owners', while the latter is more a pure
'investor'.
With individual owners (often referred to as families), a company often gets the
advantage of long-term commitment to the survival of the company. At the same
time families tend to be relatively risk averse; concerned with risk management,
they want to trade off expected returns against downside risk.
As direct entrepreneurial owners, individuals are reluctant to give up control. In
attracting equity from the stock market through an IPO or second public offering
(SPO), they risk to lose control. This makes them more capital rationed.
Despite these remarks, national differences exist. Goergen (1998) showed that 6
years after flotation, families still had the majority of the votes in 44% of the
German companies while for the rest they still had a blocking minority. In the U.K.
on the contrary, families kept a majority in only 11% of the listed companies (see
also 2.2.1).
As they retain control, families may derive private benefits from running the
company at the expense of minority shareholders63.

63
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Bebchuk(1999).
No figures available for the Netherlands.
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In all European countries studied, with the exception of the southern European
countries, individual investors directly owned less than 20% of the shares. In Spain,
the U.S. and Italy, direct individual shareowners have a larger impact (respectively
35%, 42% and 53%). Especially Italy is notable, since the individuals doubled their
shareownership over the last decade, thereby taking over a large part of the stake
from public authorities, at the time of privatisation. This is totally different from the
experience in France, where individuals diminished their shareownership from 38 to
11%. The French initiative to vigorously stimulate individual shareholding, at the
time of large privatisation projects, seems to have largely failed65. Also Belgian and
American individuals drastically diminished their direct shareownership (from 28%
to 18% in Belgium and 51% to 42% in the US). The declining importance of
individuals as direct shareholders already started in the 1950s, has continued in the
1990s.
2.1.1.3 Public authorities
As a shareholder, the government pays special attention to political and social
goals, such as low output prices, social welfare, employment and the like. This
results in a non-profit maximising behaviour.
The influence of Keynes' ideas on European public policy throughout the sixties
and the seventies disappeared completely in the nineties. As a consequence of
privatisations the government is no longer a major shareholder. Italy is the only
country where public authorities still hold 8%. However we may not ignore that
many public authorities, while retreating as major shareowners, still have
considerable impact through their golden shares66. Such golden shares offer them
exceptional rights, e.g. to nominate directors, or to veto against certain important
decisions like mergers, divestments etc. Examples can be found in France and the
Netherlands. For example, the Dutch government as a minority shareholder of the
telecom operator KPN still has an important position thanks to its 'golden' share.

65
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The statistics are based on a study of the French National Bank. However, this study could lead to
incorrect conclusions because of the limitations in the scope of the study (is oriented towards larger
companies).
Van der Elst (2001).
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2.1.2 The financial sector

The financial sector is composed of banks, insurance companies, pension funds
and investment funds. In the strict sense, only the latter three are true 'institutional
investors', meaning that their main role is investing large volumes of money on
behalf of their clients or members. This is different from banks whose main role is
the provision of a large variety of financial services (payment facilities, loans,
saving accounts, investment banking etc.). As financial intermediaries they also
offer investment funds and other saving vehicles. It is mainly in this last capacity
that they also act as an institutional investor. It will be important to keep this
distinction in mind when analysing the impact of the financial sector and especially
in the comparison between countries like the U.K. and the U.S. on the one hand and
Germany, or Japan on the other hand.
The advantages of institutional investors as shareholders are numerous, but
imply at the same time a set of specific governance requirements. Institutional
investors offer important finance facilities. Their large portfolios allow them to
diversify away firm-specific risk and most invest with a relatively long time
horizon68. However, liquidity is a very important issue from both a capital mobility
and non-destabilisation perspective. Therefore they are eager to see a sufficient level
67
68

No figures available for the Netherlands and the U.S.
The financial sector however covers a wide variety of institutions with important differences in
investment behaviour. For a more detailed overview see Brancato (1997).
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of free float69 and market capitalisation. Although they act as -outsiders- at arm's
length, they stress the need for disclosure and true transparency. Their strong
preference for liquidity as well as the need for risk spreading, which is often
expressed in legal constraints, like ceilings on maximal ownership share, makes
institutional investors reluctant to acquire large stakes. Faced with free rider
problems70, most of them are also reluctant to exercise active ownership. However,
knowing that stronger pressure on managers (probably) increases company
performance, some of the larger players in this field have developed a tough
shareholder activism. Their main goal is in fact maximal (long-term?) shareholder
value; mostly from the point of view of relative performance targets or in
comparison with market indexes71.
In the beginning of the 1990s the U.K. was by far the country with the highest
level of financial sector shareownership (61%). In the last decade this percentage
dropped to some 52%, while in the U.S. the financial sector gained 8% to reach a
nearly comparable level of 50%. Japan scores somewhat lower with 40%. Countries
like Italy and Belgium where the financial sector only represents 10 to 16% form the
other extreme.
In Continental Europe, the financial sector substantially raised its shareholdings
in Germany (to 36%) and France (to 26%), while reducing more than 52% in Italy.
These trends do not have a unidimensional explanation and must be seen as a
consequence of diverging portfolios interests of individual classes of institutional
investors. This is discussed in the following paragraphs.
2.7.2.7 Banks
Banks have privileged access to capital, information and other services that
imply that they are less likely to be credit rationed. They act both as owners as well
as creditors and therefore they may be adverse to downside risk. Moreover their dual
role as owners and creditors can lead to conflicts-of-interest.
Banks are, together with non-financial companies, the most important
shareholders of Japanese companies. This was the case in both 1990 and 1999. The
figures for Germany show the same pattern. Although the overall influence of banks
as direct shareholders is smaller in Germany (14%) as compared to Japan (21%), the
proxy voting system in Germany72 grants banks the majority of the votes at general
meetings of most large listed companies.
The only other countries where banks still play a role as shareholders are Spain
(12%) and Italy (8%).

69
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The term 'free float' refers to that part of the shares that are freely traded on the stock market. Excluded
are therefore those shares that are in 'fixed' hands, e.g. shares held by reference shareholders.
In the context of corporate governance, the concept of the 'free rider' refers to the following practice:
while some shareholders actively invest in the monitoring of (their) companies, others remain
inactive; although this last category does not engage actively in reaching better results, they benefit as
'free riders' from the positive impact of the active monitoring of others.
For an analysis of all types of institutional investors see Stapledon (1996).
For an analysis see Baums and Fraune (1995), p. 97-112.
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2.1.2.2 Insurance companies
As owners, insurance companies mainly operate within financial conglomerates.
As such their behaviour is to a large extent comparable to that of non-financial
companies. However as institutional investors they perform a different role.
Although the sectoral parallel could easily lead to the conclusion that their
investment behaviour must be comparable to that of pension funds, in reality this is
often not the case. Insurance companies, except perhaps the British ones, seldom
behave as shareholder activists.
The data in Figure 8 show that the insurance sector as a shareowner plays a
relatively more outspoken role in the Netherlands and the U.K. than in the other
countries.
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Insurance companies also play a considerable, though slightly declining role in
Japan (13%) and in Germany (9%). Thanks to the new German tax rules capital
gains embedded in share ownership are no longer taxed when these shares are sold.
Therefore a significant decrease of the shareholdings of insurance companies is
expected73.
In other countries the importance of insurance companies is rather small,
although some large French insurance companies like AXA still belong to the group
of companies with numerous cross-shareholdings ("GAS" or "Groupe Actionnaire
Stable").
2.1.2.3 Pension funds
Pension funds, especially the larger ones, are at the origin of much of the
worldwide 'shareholder activism movement' (for more details see point 3.3.1.2).
Their increasing reservoir of investable funds and their growing interest in global
investments make them the driving force behind the global attention for corporate
governance. Nevertheless, it must be remembered that even this sub-category covers
a quite divergent set of investment behaviours.

73

Major (17 February 2000).
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Due to the 1995 law reform, the importance of U.K. pension funds as
shareholders decreased significantly75.
In the U.S. the ownership of this class of investors stabilised at the highest level
compared to all other countries studied. In other countries such as Japan, the
awareness of old-age provisions significantly increased and slowly pension funds
started investing in listed companies. The same evolution can be expected in many
European countries.
2.1.2.4 Investment funds
Given the heterogeneous character of investment funds, it is difficult to qualify
their investment behaviour. Due to their growing volume of assets, investment funds
are becoming another major force in the recent developments of the financial
markets, investor relations and corporate governance.
During the last decade the number and size of investment funds exploded, thus
leading to an increasing role as shareowners. This was especially the case in the U.S.
(16%), Germany (14%) and to a lesser degree in the U.K. (10%). In Japan and the
Netherlands the importance of this class of investors is lagging behind.
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Information is only available for Belgium, U.K., U.S. and Japan.
The Minimum Funding Requirements of the 1995 Pension Act will cause pension funds to switch out
of equities into bonds, with major consequences for both corporate and public finance.
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2.1.3 Foreign ownership

Trends of globalisation, liberalisation and internationalisation have resulted in a
growing share of foreign investment. Two main drivers explain this trend. First,
cross-border mergers and acquisitions lead to an internationalisation of the
shareholder base of corporations. Second, institutional investors internationalised
their portfolio. Anglo-American institutional investors not only started to invest in
continental-European corporations but forced them to adapt new principles of
corporate governance. Leading this movement, CalPERS, the public Californian
Pension Fund, issued specific standards on corporate governance for German,
French and Japanese corporations.
According to a recent study by DWS76, the relative importance of foreign
ownership makes a difference for the degree to which European companies become
shareholder-friendly. Continental European companies with important foreign
ownership lead the change toward the market model, with more attention for
corporate governance, disclosure, shareholder rights while decreasing take-over
defences.
Foreign ownership, as shown in Figure 11, can unfortunately not be detailed by
category of shareholder. Therefore only a global analysis is possible here.
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DWS is Deutsche Bank's fund management unit. The results of their European corporate governance
survey were published in The Wall Street Journal Europe of July
2001.
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Foreign ownership is rising in all countries, except in Belgium. In the
Netherlands, Spain and France, foreign shareholders are the most important category
of financiers. In the Netherlands, foreigners own 41% of all shares. Their impact
was even higher in the beginning of the 1990s. In Spain and France, foreign
shareholding has grown substantially to more than 37% and nearly 36%
respectively. But foreigner shareholders also increased their stake in countries like
the U.K., Japan and Germany.
Two reasons explain the diminishing importance of foreign shareholders in
Belgian companies. First, companies with major foreign shareholders were taken
over and de-listed. And second, the Brussels stock exchange is rather illiquid, thus
deterring foreign institutional investors77.
The identity and importance of the foreign (institutional) ownership remains a
puzzling question. Not only is there a lack of data on the evolution of the identity of
foreign shareholders in different countries but data for a particular years are not
available. However, Brancato (1997) found that especially large U.S. institutional
investors are making foreign equity investments. In 1994 more than 10% of the
portfolio of the 25 largest public and private pension funds were devoted to
international equities. In 1989 this figure was only 3,8%. Between 1994 and 1999
continental pension funds doubled their exposure to foreign equity. Especially in
Belgium, Ireland and the Netherlands, more than one quarter of the assets are
77

It has already been highlighted that this decreasing foreign ownership is rather complicated to
interpret.
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invested in foreign equities. The figure is also high in the U.K. and Switzerland, two
countries with important pension fund assets. A more detailed analysis of pension
funds' asset allocation across countries is shown in Table 6.

Jenkins (10 November 2000) also found that the total funds assets under
management at the end of 1999 was £4.818bn for the U.S. In the U.K. and Ireland
total assets amounted to £876,3bn while only £808,5bn for Europe excluding U.K.
and Ireland. These figures may suggest that a shift in asset allocation by U.S.
pension funds may produce a far more profound impact than those at the European
continent.
2.1.4 Conclusion

Shareholder structures differ substantially within the network-oriented countries
and market-oriented countries. As shown in the previous discussion, major shifts in
shareholder structures have occurred during the last decade. Within Europe
ownership structure seems to be diverging. This divergence could reflect the
different speeds at which Continental European listed companies adhere to the
Anglo-American style of capitalism. If so, this trend would lead to model
convergence but increasing divergence within Europe.
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2.2 Ownership concentration

Whether ownership structures are converging can also be studied by analysing
ownership concentration. As already noted, the "insider system" is characterised by
concentrated ownership while the "outsider system" is characterised by widely
dispersed ownership. Moreover, ownership dispersion is seen as a pre-requisite for a
liquid stock market.
Coffee (2001) indicates that "the traditional system of concentrated ownership is,
at least marginally weakening across Europe". Wymeersch (2002) and Ferrarini
(1999) confirm this view. They see a growing number of corporations with diffuse
ownership structures. Ferrarini contributes this trend to the consolidation of firms,
cross-border take-overs, higher market liquidity, etc. and believes the homogeneity
of best practices will also increase.
2.2.1 Differences from a geographical perspective

To illustrate concentration patterns in network- and market-oriented countries,
the European Corporate Governance Institute has compared the concentration of
voting power in corporations of European countries and the U.S. (Table 7).
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Appendix 2 discusses the methodology used to analyse concentration patterns.
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50% of the listed companies in Germany, Belgium, Italy and Austria are
controlled by a shareholder holding more than 50% of the voting rights. In 50% of
the Dutch, Swedish and Spanish companies the largest shareholder holds at least
44%, 35% and 35% respectively, and probably the controlling power at general
meetings. One must be careful in concluding from these data that companies in
France are not characterised by concentrated ownership rights. The fact is that only a
very limited number of companies are included in these figures. Other figures, based
on the capital structure of French companies, indicate that the position of the largest
shareholder in French companies is of a controlling nature80.
Only companies in the U.K. and the U.S. have a "Berle & Means" structure of
dispersed control. It must however be noted that there is still a considerable
difference between the American and the British structure of corporate control.
Numerous U.K. companies are possibly controlled by a coalition of relatively equal
shareholders. Table 7 shows that the second largest shareholder is more important in
the U.K. than in countries with concentrated control, like Germany, Austria, Italy or
Belgium. The third largest shareholder has an even larger control percentage in the
U.K. than in any other country studied. This gives rise to the possibility of effective
control through coalitions instead of control by one shareholder. The potential for
coalitions is significantly larger in the U.K. than in the US, because a typical block
in the U.K. is twice as large as in the U.S. (10% versus 5%). Interesting to observe is
that the largest blockholder in a NYSE listed company has only a 5,4% voting block
in comparison to 8,6% for a Nasdaq listed company.
Control is concentrated in Continental Europe not only because of the
predominant influence of the largest shareholder, but also because of the absence of
significant blockholdings by the other main shareholders. There is a concentration of
ownership around certain critical levels - blocking minority, majority, supermajority. However there is a marked variation within Europe, ranging from a
'private control bias' in Germany to a modest 'management control bias' in the
Anglo-American variety in the Netherlands and Spain.
From the available statistics, it is possible that this pattern emerges due to the
specific IPO-characteristics in European countries. Newly listed European
companies often have controlling shareholders. Over time these blocks may be
decreased. As Goergen (1998) showed, 6 years after flotation, families still had the
majority of the votes in 44% of German companies while for the rest they still had a
blocking minority; in the U.K. on the contrary, families only kept a majority in 11%
of the companies listed. This indicates that there are still differences across Europe
in the de-construction pattern of the controlling blocks.
The study of Franks and Mayer (1997) indicates that in the beginning of the
1990s, more than 80% of 170 listed companies in Germany and France had one
shareholder owning more than 25% of the shares. Recent research by Van der Elst
(2001) indicates that between 22% and 26% of French and German companies are
widely held at the end of the 1990s. Hence, there are signs that the relative weight
79
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For a list of legal devices, we refer to Becht and Mayer (2001).
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of the control stake of the largest shareholders is decreasing, even in the networkoriented countries. For example, The Conference Board found that ownership
concentration patterns are converging in industrial countries. The concentration of
shareholding has decreased, implying that the path to convergence with a more
dispersed shareholder structure has already started.
2.2.2 Differences from a firm-perspective

Research has shown that concentration patterns differ across different company
scales. For example Van der Elst (2001) found a link between the size of the
company and the concentration pattern (Table 8).

The major shareholder has, on average, a smaller voting block in the largest
corporations than in any other size class (see Table 8). This holds for all countries
studied. However the differences between the U.K. and Continental European
countries remain significant for each size class. Whereas blockholding amounts to
an average of 32,6% for the Continental European countries, the comparable U.K.
average amounts to 7,6% of the (ordinary) voting shares. Comparable differences
hold for the medium-, small- and micro-sized companies.
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2.2.3 Differences per type of shareholder

Table 9 outlines the number of and the average voting block per type of
shareholder. Two major conclusions can be drawn. First, different types of
shareholders hold different voting blocks across countries. For example, domestic
corporations hold on average a majority stake in German listed companies, while
holding on average a block of less than 25% in Spanish corporations.
And second, within each country, the different classes of shareholders have
different investment behaviour. In Germany, holding companies and domestic firms
gain control of a listed company, while insurance companies, banks and investment
firms do not even obtain a blocking minority stake. However, for German banks, the
typical "Depotstimmrecht", which gives them voting rights over the portfolio of
their customers, creates a large difference between the voting block and the voting
power at general meetings81.
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In large companies with a dispersed shareholder structure, banks often have the majority of the votes
at a general meeting although they hold only small blocks (Baums and Fraune (1995), p. 97-112).
For a list of legal devices, we refer to Becht and Mayer (2001).
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2.2.4 Concentrated ownership goes hand in hand with lower free float and lower
trading in shares

Notwithstanding the increased market-orientation of numerous European
companies, there remains an important difference in shareholder behaviour and
attitude. Whereas the Anglo-American markets can be characterised as very liquid,
the "insider system" leads to far less liquidity of stock markets due the smaller
percentage of free float and the different time horizon of shareholding.
Indeed, shareHOLDER seems to be a very relative term. An important gap exists
between the market behaviour of shareholders in the pure market-oriented model
versus those in the 'insider' model. According to an article in Business Week the
most extreme examples can be found with the DoubleClick investor (Table 10). In
the dot.com companies, the entire float - all the shares it has issued minus those held
by insiders – changed hands roughly 50 times in one year. It's not only a question of
day traders. Institutional investors, from mutual funds to pension funds, are also
shrinking their time horizons. Some 76% of the shares of the average U.S. company,
listed on the New York Stock Exchange turned over in 1998. That is up from 46% in
1990 compared to 12 % in 1960.

This stands in contrast to the long-term stability of shareholding in the "insider
system". In this governance model a large part of shareholding is in 'fixed hands',
while only a part of the shares are listed on the stock exchange. The free float is
often smaller than 50%. But even those shares that can be freely traded on the stock
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exchange do not change hands that frequently. Recent statistics on the duration
period of shareholding of freely floated stocks in Belgian companies, show that
there is a large gap with the previous statistics from the NYSE. On average a
Belgian share is only traded every 36 months. But numerous companies have far
longer duration periods of shareholding (Table 11). This means that Belgian owners
'HOLD' their shares, whereas capital markets are mainly oriented towards
shareTRADERS, as this is one of the conditions for high liquidity.
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Capital markets are based on the rules of the game of the outsider system,
namely that liquidity is king. The lower 'trading' in shares in the "insider system" is
not beneficial for the liquidity and consequently for the attractiveness of these
shares. Moreover their relative smaller free float is also disadvantageous from the
perspective of inclusion in investment indexes. Recently a change of the MSCI
World Index was expected to wipe off substantial value of companies in 'insider
countries' (see Insert "Index change will hit company values").

2.2.5 Is shareholder concentration beneficial?

Research cannot unambiguously state the relationship between ownership
concentration (owner-control) and performance. However, the study of Gugler
(2001) demonstrated that the evidence is more on the positive side of direct
shareholder monitoring. Large shareholders are active monitors and this entails
beneficial effects for corporations.
Concentrated blockholding and active monitoring have been remarkable
characteristics of Continental European companies. Although the previous sections
have shown a converging trend towards more dispersed share-ownership in Europe,
many listed European companies continue to operate under strict ownership
monitoring. Recently, large Anglo-American institutional players showed an
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increased willingness to follow that same route83. The new trend seems to be that
institutional shareholders want to be more actively involved in the monitoring of the
firms they invest in. Demanding board seats is one route to realise their ambition. If
this trend would actually grow in impact, it could further lead to a convergence, not
in the direction of the typical outsider system, but more into the direction of the
Continental European one, with active shareholders and monitors! However, given
the interest these institutional shareholders attach to transparency and liquidity, it
could well mean that the hybrid system becomes the ultimate combination of the
future.

3. SHAREHOLDER RIGHTS AND PROTECTION OF FINANCIERS

The discussion on the financing of a company (section 1.1) and its ownership
structure (section 2) is embedded in the broader topic of corporate finance and
corporate governance decisions. A company decides on its optimal financial
structure in terms of balancing internal and external financial resources. The
defining feature of various securities (e.g. shares, debt) is the rights that they bring
to their owners. For equity, these rights are primarily voting rights in the election of
directors and other corporate matters, voting procedures, as well as the rights to
make specific claims against the corporation84. For debt, these rights cover the
liquidation and reorganisation procedures when borrowers default, including
elements like respecting the security of a loan, the ability to grab assets in case of
loan default and the inability of management to seek protection from creditors
unilaterally.
To date, the study of La Porta et al. (1997) is one of the most detailed studies on
shareholder rights and protection. La Porta et al. conclude that the quality of the
legal environment has a significant effect on the ability of firms to raise external
finance. Better legal protections enable financiers to offer entrepreneurs money at
better terms. Moreover, the legal environment matters for the size and extent of a
country's capital markets. There is strong evidence that countries with better legal
protections have more external finance in the form of both higher valued and
broader capital markets. On the contrary, countries with poorer investor protections,
have smaller and narrower capital markets (equity and debt).
The differences in the nature and effectiveness of financial systems around the
world can be traced, in part to the differences in investor protections against
expropriation by insiders, as reflected by legal rules and the quality of their
enforcement. These differ greatly and systematically by legal origin.
Given the important impact of law and its enforcement on corporate governance
we study below the different legal contexts of shareholder rights and protection
across countries in greater detail.
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This was the outspoken trend in several presentations and discussions of international corporate
governance activists at the 2001 Henley Corporate Governance Conference.
An overview of the rights attached to different financial instruments is given by Baums and
Wymeersch (1999).
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3.1 International comparison between common law and civil law countries

Based on the work of La Porta et al., Table 12 summarises shareholder rights
and the mechanisms to protect them in common law versus civil law countries.
Shareholder rights are classified into three categories: the voting powers attached to
shares, the rights that support the voting mechanism against interference by insiders
and possible remedial rights.

No common law country in the sample has a commercial code that requires
shareholders to deposit their shares prior to a general shareholder meeting. In
addition, these countries' company code strongly favours mechanisms to protect the
rights of the minority shareholders (high percentage of oppressed minority rights
and low barrier to call an extraordinary shareholder meeting). However, in only 44%
of the cases, shareholders have the first opportunity to buy newly issued stock.
Moreover the principle of 'one share-one vote' seems less reality than often stated.
No mandatory dividend rules exist in these countries.
In civil law countries, the picture is far more heterogeneous. French civil law
countries offer the worst legal protection to shareholders. Only 5% in this group
allow voting by mail and on average 15% of share capital is needed to call an
extraordinary shareholders' meeting, which is the highest among all legal families.
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For a country-level analysis of shareholder rights and proctection, see appendix 3.
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Compared to other civil law countries, French civil law companies performed better
than German civil law countries on share blocking for shareholder meetings and for
preferential position of existing shareholders to newly issued stock. They did even
better than Scandinavian civil law countries with respect to oppressed minority
protection and the cumulative voting/proportional representation criterion.
Relative to the rest of the world, common law companies have a package of laws
most protective of shareholders. French civil law countries are at the other extreme
with the weakest protection of shareholders. Further analysis by La Porta et al.
revealed that the quality of law enforcement did not substitute for the poor quality of
French laws. The only remedy for the French system is the mandatory dividend.
Scandinavian civil law countries outperformed any other legal systems with respect
to law enforcement, followed by German civil law, common law and French civil
law countries86.
One striking difference that has not gained much attention, is the principle of
'one share-one vote'. Whereas the outsider system is often the benchmark in
corporate governance discussions, this is certainly not the case for the equal rights of
shareholders, according to the research of La Porta et al. In fact, they came to the
conclusion that the common law countries score very poorly in this respect, whereas
the German as well as the French law systems have a better score. Looking beyond
the averages, it is certainly not the most prominent countries87 in which shareholders
get equal rights.

3.2 European comparison on shareholder rights

A recent study by Déminor (2000) allows for an overview of the diverse
landscape of shareholder rights within Europe. Figure 12 highlights the 'one shareone vote principle'. Belgium offers the best practice with full respect for this basic
governance rule, without there being any use made of non-voting shares. At the
other extreme are countries like the Netherlands, France, Spain and Sweden. The
U.K., the example often cited as a benchmark for corporate governance, is only a
middle player in this respect.

86
87

Law and order enforcement is measured by efficiency of the legal system, rule of law, corruption, risk
of expropriation and likelihood of contract repudiation by the government (La Porta et al. (1997)).
With the exception perhaps of Japan.
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Figure 13 gives an overview of the mechanisms contravening the 'One share-One
Vote Principle'. Sweden, France and the Netherlands rely on multiple voting rights;
the Netherlands also uses certificates without voting rights and priority shares. Spain
and Switzerland rely on fixed voting ceilings while Italy, Germany and the U.K. use
non-voting shares. None of these restrictive mechanisms are used in Belgium.
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Déminor (2000).
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3.3 Hypotheses on the future development of shareholder rights legislation

The previous section showed that corporate law differs markedly across
European countries regarding the bundles of rights that shareholders are entitled.
These rights are rooted in the national laws and their enforcement differs
substantially. The question arises as to what extent these differences in law will
converge. Two competing hypotheses address the dynamics of legislation affecting
shareholder rights. These hypotheses are largely comparable to the concepts
underlying the Standard School and the Diversity School, as discussed in Chapter 2.
The first hypothesis, comparable to the concepts of the Diversity School, states
that (corporate) law evolves in a path dependent way and is resistant to change90.
Law and regulation is incremental and shaped by pre-existing conditions. To date,
national corporate law systems appears to have had few substantial changes so
convergence is not clearly observed. La Porta (2002) reports that controlling
shareholders generally do not support legal reform that would enhance minority
rights. In fact, they typically lobby against it. Improvement of minority protections,
or protection of any shareholder group whatsoever inherently means a transfer of
control away from the majority shareholder to the minority shareholders. Since
established shareholder groups often have a strong political impact, they hamper any
reform to their detriment. Finally, even if the corporate laws were harmonised across
countries, other legal rules and institutional constraints (tax laws, codetermination
legislation, etc.) would stand in the way of convergence91.
The second hypothesis is that convergence will not take place at the level of
national law, but at supra-national levels. They include supranational initiatives (e.g.
OECD) and EU harmonisation efforts (e.g. accounting standards, disclosure,
transparency, mergers and acquisitions) and the growing impact of institutional
investors and shareholder activism.
To investigate the potential converging effects of such supra-national rules on
shareholder rights and protection, section 3.3.1 looks more closely at these driving
forces.
3.3.1 Emerging international rules and recommendations for shareholder rights and
protection

For a number of years, supranational organisations have promoted best practices
to create a common understanding on a bundle of shareholder rights that are
believed to be essential for good corporate governance. They are inspired by and
built upon actual legal systems and practices across governance systems.
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Déminor (2000).
Thomsen (2001); Bebchuk and Roe (1999); Buhner et al. (1998).
Bebchuk and Roe (1999).
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3.3.1.1 The OECD recommendations on shareholder rights and protection

One particular initiative with a potential convergence impact comes from the
Organisation for Economic Co-operation and Development (OECD)92. The OECD
principles of corporate governance are designed to help member and non-member
governments in their efforts to evaluate and improve the legal, institutional and
regulatory framework. These principles should also provide guidance and
suggestions for stock exchanges, investors, corporations, and other parties that have
a role in the process of developing good corporate governance, in particular,
shareholder protection.
Since these principles are non-binding on countries their direct impact be
limited. However when coupled with other converging trends, like shareholder
activism, the OECD framework could become the reference base for minimal global
convergence, at least for listed companies.
3.3.1.2 The EU directives and their impact on shareholder rights and protection

At the EU level, harmonisation efforts have taken place on a wide variety of
issues that affect shareholder rights across EU countries. Different actions point to
an increasing drive to reach a true European market. From an historical perspective
an important factor is the Second company law directive on legal capital93. This
directive is relevant to question whether company law should protect the shareholder
or the creditor. American company law basically protects the shareholders94, while
European company law is aimed more at protecting creditors, in extensu the
interests of the other stakeholders. The Second EU directive is in principle "creditororiented" because the legal capital should adequately safeguard creditors from the
risks of trading under a regime of limited liability95. For shareholder protection the
Second company law directive is ambiguous96.
After more than 30 years a minimal agreement has been reached to allow the
creation of a true European company (SE - Societas Europeae). Here again the route
of 'options' gives room for substantial differentiation across the EU. Also, important
elements of fiscal and social regimes are not harmonised. It is hoped that the SE will
stimulate competition between national legislators, as they will be afraid of loosing
market share to the more company friendly member states.
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See appendix 4 for an excerpt from the OECD principles.
The Second Company Law Directive on legal capital imposes, as a common denominator, the
requirement for public companies with limited liability to provide for a legal capital.
In countries like US, Canada, and Australia, legal capital plays a limited role and used to determine
the position of shareholder versus creditors. Creditor protection is based on other techniques than
legal capital, such as covenants imposed by creditors, or rating techniques.
The idea behind the legal capital originates from German legal thinking of the 1950s and 60s.
Wymeersch (2001). In some statutes, voting rights are linked to the capital contribution these shares
represent. The voting rights remain fixed once and for all in relation to the proportion the shares
represent in the capital. In case of an issue of shares at a price above the initial capital contribution, or
of an issue under the par value, the rule would lead to recognising different voting rights depending
on the contribution of each share to the capital. However, in a number of other legal systems, shares
are valued, irrespective of their contribution to the capital, in terms of a percentage of the overall
value of the company. This results in equal voting rights, unless the law allows deviating from the one
share, one vote rule. Wymeersch states that these issues are still open for further clarification.
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One of the most important elements for protecting shareholder rights, namely the
EU take-over legislation, has not yet been passed. An EU working group has been
established to foster the adoption of the relevant EU legislation (see section 4.2).
Last, but certainly not least, reference should be made to the stimulus given by
the Lamfalussy report. This new initiative could foster the convergence of European
legislation of financial market organisation. In his efforts, Lamfalussy and the Group
of Wise Men stress the need for a powerful EU securities committee that must
overview the creation of an integrated European financial services and capital
market. However, the integration process will be hampered by the existing
fragmented European regulatory system97.

Numerous other factors still hamper a harmonised European corporate
governance environment: the absence of harmonised regulation on crucial corporate
governance dimensions; the inconsistent implementation of the European Union
rules due to diverging interpretations, unclear directives and different
implementation periods, different taxation systems, cultural barriers etc. In addition,
all European company law is almost entirely created in the form of directives that
are not directly applicable to companies, but are instead addressed to the Member
States, who then implement the directive into their national law98. This does not
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result in uniform law. One can find numerous differences in the translation of
directives into company law statutes99.
3.3.2 Foreign direct investment as an indicator of foreign governance influence and
possible convergence

The globalisation thesis argues that the spread of foreign multinationals will
force a convergence of corporate governance models. As an indicator of foreign
influence, foreign direct investment by Anglo-Saxon countries has declined from
66% of the world's stock of outward foreign investment to 50% in 1997 (Table 13).
In contrast, countries influenced by the German, French or Scandinavian legal
traditions have grown from 34% to 49% over the same time period. If one can
assume that the stock of foreign direct investment coincides with governance
influence from the country-investor to the foreign country, it seems that the AngloAmerican governance influence will decrease at the advantage of the French,
German and Scandinavian influence.
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Three elements explain the possible differences. First, the use of "options" allows EU member states
to choose between several alternatives, each being considered equivalent in terms of ultimate
harmonisation. An example of this can be found in the Fourth accounting directive where the use of
options contributed to the perceived weakness of the European accounting system. Second, it is often
(explicitly) mentioned that the directives introduce "minimum standards", meaning that member states
may impose stricter and more protective rules. This reinforces the peculiarities of each of the legal
systems, and constitutes a serious handicap in the accomplishment of uniform national company law
and hence a uniform internal market. And third, member states are allowed to insert or maintain
restrictions in their national law, if they serve to achieve the "public policy objective that the member
state have lawfully put forward". The European Court of Justice (ECJ) accepts that these exceptions
can be upheld even with respect to the freedom of establishment of companies, resulting in the
segmentation of the markets. Investor protection is indeed a field where member states create
numerous rules as belonging to the 'general good'.
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3.3.3 The growing impact of global shareholder activism

In the corporate governance literature, the concept of shareholder activism is
associated with the growing participation of institutional investors in the governance
of firms. While the growing impact of institutional investors has been, beyond any
doubt, instrumental for the increased attention for good practices in corporate
governance, it should be noted that, over time, the most active shareholders always
have been the 'reference shareholders', the 'blockholders' or the 'owners' of the
company. Among institutional investors, several methods are used to implement a
shareholder activism programme. For example, the California Public Employees’
Retirement System (CalPERS), targets poor performing corporations and yearly
publish a black list of companies with poor governance and performance track
records. These companies are then forced to change several aspects of their
governance structure. The Teachers Insurance Annuity Association – College
Retirement Equities Fund (TIAA-CREF), on the other hand prefers to focus on
companies with good corporate governance track record:

3.3.3.1 Growing global importance of institutional shareholders

Due to the globalisation of the economy and deregulation of investment rules,
institutional investors increasingly spread their portfolios internationally. For
instance, by the end of 1999 the largest 25 U.S. pension funds had increased their
international equities to 18% of total assets, up from 7,7% in 1993101. These
observations are confirmed by our analysis of shareholder structures (see paragraph
2 of Chapter 3 which showed that institutional investors – although different in
nature – are, by far, the main financiers of companies in the U.S. and the U.K. They
are also playing an increasingly important role in many Continental European
countries.
3.3.3.2 Growing global institutional shareholder activism

The typical 'shareholder activism' associated with the active interference of
institutional investors has grown considerably over the years, not only in macro
terms, but also at the level of the individual firm and this from a world-wide
perspective.
Starting in the 1980s, a number of mostly individual investors started to openly
attack the governance of American corporations. Since the second half of the
eighties institutional investors have performed the leading role in corporate
governance debates in the US. Till the mid 1990s mostly public or semi-public
pension funds were the active corporate governance sponsors. Since the mid 90s
pension funds of American unions have started to take action. In the U.K., both
100
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pension funds and insurance companies have been actively involved in corporate
governance issues.
It can be expected that the internationalisation of their investment portfolios will
enhance corporate governance activism outside the U.K. and the U.S.
A first sign of intervention on behalf of foreign institutional investors in
Continental European companies can be found in Germany. In 1993, CalPERS went
to the general meeting of the German RWE and condemned the dual voting structure
that gave effective control of the company to local communities102.

However, the shareholder activism approach appears less aggressive in
Continental Europe. First, there is qualitative information that many institutional
investors prefer one-to-one meetings with management. Only if there are no
satisfactory results, the complaints are made in public at the general meeting. Dr.
Breuer, the former CEO of Deutsche Bank confirmed this more "European"
approach in a recent speech103. Second, the official position of one of the most
prominent U.K. institutional investors, namely Hermes, clearly establishes this less
aggressive route. Thirdly, institutional investors are less directly involved in the
annual general shareholders' meetings in Continental Europe than one might expect.
As legal differences are still hard to overcome, only a limited number of institutional
and other investors vote abroad104.
Perhaps the most striking development on the institutional investor scene is the
global communications trend among these investors. Some institutional investors
have joined forces by creating international alliances advocating better corporate
governance standards (see insert "Hermes Press Release").
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There is belief that the globalisation of shareholder activism will lead to global
convergence in corporate governance standards:

Concrete examples of the pressure for converging corporate governance can be
found in the shareholder activism of large American pension funds. CalPERS is
increasingly investing internationally, while using uniform corporate governance
standards worldwide. In so doing, they pressure for a more unified corporate
governance. Since 1997, CalPERS has published corporate governance guidelines
for France, Germany, the U.K. and Japan, thus driving toward convergence. TIAACREF (2001) issued a Policy Statement on Corporate Governance. This statement is
offered as a basis for dialogue with senior corporate management and boards of
directors with the objective of improving corporate governance practices.
A concrete example of the globalisation effect of shareholder activism can be
found in the increased focus in many Continental European countries on disclosure
in general and disclosure of directors' remuneration more specifically. As pointed
out in the statement above, numerous institutional investors joined forces to foster
voluntary disclosure of Board remuneration. This Anglo-American "trend" has
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invaded countries like the Netherlands105, Belgium106 and France107, even giving rise
to strict legal prescriptions in this respect.

4. MARKET FOR CORPORATE CONTROL AND (ANTI-)TAKE-OVER
MECHANISMS

4.1 The take-over market

One striking difference between the U.S. and U.K. systems and those of
Continental European countries is the presence of an active external market for
corporate control, often referred to as the take-over market. Take-over techniques
include mergers, tender offers, proxy fights, and leveraged buy-outs108. The takeover market acts as a discipline on firms, allowing control to be transferred from
inefficient to efficient management teams and encouraging a convergence of
interests between corporate management and shareholders109.
In the U.S. and U.K., take-overs are an important instrument for corporate
restructuring. Prowse (1995) reported that the average annual volume of completed
domestic take-overs as a percentage of total market capitalisation over the period
1985-1989 equalled 41,1% in the U.S. and 18,7% in the U.K. In the non-AngloAmerican countries there is less take-over activity through stock markets. In
Germany, only 2,3% of total market capitalisation is attributable to take-over
activity. In Japan this figure amounts to 3,1%110.
In the case of a hostile take-over the management of the target company opposes
the take-over. Table 14 reports announced hostile take-overs in countries that have
been classified according to La Porta et al.'s classification system (cf. supra). The
occurrence of hostile take-overs was mostly located in the U.S. and U.K.; these
countries accounted for 93,7% of worldwide hostile targets in terms of transaction
value in 1980-1989, and 78,9% in 1990-1998. In terms of acquirers, U.S. and U.K.
companies were responsible for 82,7% in 1980-1989 and 80,5% during 1990-1998.
No other country matches the take-over activities of the U.K. and the U.S.
Italian, German, Norwegian and Swedish acquirers have become more active in the
1990s than in the 1980s, but their absolute level of activity is still very low
compared to the Anglo-Saxon countries. The remaining countries remain largely

105

Bill “Wijziging van Boek 2 van het Burgerlijk Wetboek alsmede enige andere wetten in verband met
de openbaarmaking van de bezoldiging en het aandelenbezit van bestuurders en commissarissen”,
Eerste Kamer, vergaderjaar 2001-2002, 27900, nr. 288.
106
Bill of Van Quickenborne et al. (2000).
107
Law No. 2001-420 of 15 May 2001 regarding the new economic regulation.
108
Weimer and Pape (1999).
109
Franks and Mayer (1990).
110
Prowse (1995).

68

CHAPTER 3

unaffected by hostile take-overs. In this respect, the data does not suggest that over
the given time period convergence of take-over practices took place.

4.2 Anti-take-over or defence mechanisms

Defence mechanisms against hostile take-overs have been the subject of takeover legislation. In the US, Gompers and Ishii (2001) identified 24 commonly used
provisions that potentially increase management control at the expense of
shareholders. An overview of these provisions is presented in appendix 7.
Anti-take-over mechanisms in European countries are quite different from those
in the US. The comparative research on take-over defences in the U.S. and Europe
conducted by Ferrarini (2000) concludes that the importation of U.S. take-over
defences into the EU is not straightforward because of particular legislative and
common practice differences. For example, poison pills cannot be imported, as they
appear to conflict with several rules of the European company law directives. As
Ferrarini states: "they [i.e. take-over provisions] reflect a distribution of powers
between the board of directors and the shareholder's meeting which differs from that
prevailing in Europe". In addition, constraints created by European corporate law
limit the range of defensive tools available to European companies.
To analyse the European scenery in more detail, we can rely on the study of
Déminor (2000). Figure 14 gives an overview of take-over defences used in
European countries. It is clear that the Netherlands are by far the best protected,
followed by Italy, France and Belgium. The least protected seems to be Sweden, the
U.K., Switzerland and Germany.

111

For details see appendix 8.

CHAPTER 3

69

At the EU level, the European Commission proposed measures to harmonise
corporate take-over procedures in order to protect investors. In 2001, a special
expert group has been installed to foster an agreement on the route to further
convergence within Europe. A historical overview of the long way to reach that goal
is given in the next Insert.
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After so many years of efforts, national (anti-)take-over provisions are still in
place and differ substantially. With the increasing number of cross-border mergers
and acquisitions within the EU, these differences may have a negative impact on the
corporate control of existing shareholders. Put differently, particular national takeover procedures may obstruct the growth of a true European single market because
of the absence of an equal level of protection for shareholders throughout the
European Union, in the event of a transfer of corporate control113.
The objective of the Commission is to harmonise national rules for take-overs to
create a level playing field for cross-border bids while ensuring a high level of
protection for minority shareholders and ensure they are treated the same as large
institutional investors. The expert group headed by Jaap Winter focused on three
elements in relation with take-over bids: how to ensure a level playing field in the
EU guided by two principles, i.e. shareholder decision-making and proportionality
between risk-bearing and control; the definition of the equitable price to be paid in
the case of a mandatory bid; and the introduction of a squeeze-out procedure114. The
result was a 97-page report with 22 recommendations. Especially two
recommendations could, if included in the commission's proposals, generate heavy
resistance and put the code's approval in danger, i.e. the one-share-one-vote system
when bidding for a company and the proposal which should allow a bidder with at
least 75 % of a company's ordinary share capital to take control115.
Not only rules but also implementation needs further attention, as can be
deduced from the next insert :
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5. THE BOARD SYSTEM

Board systems differ substantially between governance systems and companies
with respect to structure, composition, organisation, board committees and tasks.

5.1 Board structure

Basically a distinction has to be made between a one-tier and a two-tier board
structure. In one-tier board executive directors as well as non-executives convene to
form one board, also referred to as the 'unitary' or 'monistic' board. In such a system,
executives perform a double function: as directors they are involved in board
matters; as executives they are responsible for the operations and the daily execution
of board decisions.
In the two-tier board system, the 'highest' board is formed of non-executive or
outside directors only. Their main duties lie in supervision, control and (strategic)
advice. Although different terms are used, this board can be referred to as the
'supervisory board'. The second tier is formed by the board of executive directors.
This board is responsible for execution of the strategic decisions. Here the
terminology can be more confusing, e.g. the Dutch second tier is referred to as the
board of directors, a term commonly used for the unitary board of executive and
non-executive directors.
There are significant legal differences in organising the board structure of a
company in Europe :
Two-tier structure: Austria, Denmark, Germany and the Netherlands
Unitary system: Belgium, Italy, Portugal, Spain, Sweden, U.K.
Unitary or two-tier: Finland, France, Norway and Switzerland
In some countries, only one-tier is legally allowed, while (de-facto) a two-tier
board structure is in place for certain types of corporations, for example in Belgium
for insurance companies and banks.
It is important to keep these legal differences in mind when discussing the
implementation of other typical corporate governance features, like the
independence of directors or auditors.
In practice however, these legal differences are often blurred to some extent with
the two systems often converging across the spectrum of firms. In countries where a
two-tier regime is the rule for the larger corporations smaller companies mostly have
a one-tier board. On the other hand, in countries with a unitary board structure,
many larger companies delegate a substantial amount of their governance to a chief
executive officer, eventually forming an executive board with other directors and
managers. This structure can be found in Belgium, France, Spain and Italy.
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It also seems that this regime can be found, de facto, in the U.K. As Pettet (2000)
states:

Davies (2001) argues that these formal differences are not functional because
whatever the board structure may be, its value as effective monitoring mechanism
can be criticised. Based on arguments like the 'path dependency theory', one can
state that there are relative merits for both systems: a two-tier board structure serves
the business culture in Germany while a one-tier board seems the only right solution
for the British business community. Gerhard Cromme, the main architect of
Germany's new corporate governance code and chairman of the supervisory board of
ThyssenKrupp, indirectly refers to this:

These differences refer to the different role attached to the firm in society and the
consequences of such differences for structuring corporate governance. People that
believe in a stakeholder model are convinced that a two-tier model is the only
guarantee for a balanced respect for the interests of the different types of
stakeholders involved. In a recent publication, Turnbull (1998) stated that:

5.2 Board composition

5.2.1 Board size

There are legal as well as practical differences that influence the number of
board members. To analyse the composition of the board, it is clear that the unitary
board, with executive as well as non-executive directors, must be compared with the
two boards in the dual board system. Within the dual board system considerable
differences exist. The supervisory board of German companies is of a
'representative' nature. In larger firms members of this board represent either the
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shareholders or the employees. Both parties have the right to equal board
representation, except for the president of the board, who represents the shareholder
and has a casting vote. Consequently those boards can have numerous members.
This is significantly higher than in the Netherlands where, up till now, no obligatory
representation system exists and all members of the supervisory board are expected
to be independent (with only the legal obligation of a minimum of three directors for
companies who are under the full structure regime).
Figure 15 shows a wide variety in the number of board members across Europe.
Italy, France, Belgium and Spain have on average a larger board than the European
average. Between 1999 and 2001, the European average declined from 13,5 to 12,5
board members.

5.2.2 Relative importance of outsiders and independent directors
5.2.2.1 Emphasis on independence of the board of directors
Another major topic concerns the independence of the board. In almost all
corporate governance codes and recommendations great reliance is placed on a
sufficient number of outsiders (non-executives) and especially independent
directors. The key requirement is that directors should be truly independent of dayto-day operations of the company and of the managers. This is in respons to the
116
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overwhelming impact of managers in –a typical "Berle & Means" firm, where
dispersed shareholders are not able to exercise sufficient countervailing power. In
Continental European countries, characterised by weak shareholder control of
managers, the emphasis is far more on independence in comparison to referenceshareholders or blockholders.
So, although the emphasis world-wide is on a truly independent board, important
differences continue to exist as to how such independence is interpreted. In fact,
independence is necessary to guarantee a sufficient countervailing power. As such
independence is a remedy against the most important types of governance problems
(conflicts of interests and abuse of power). Since the control and power structures
differ substantially across nations (see section 2 of chapter 3), one should define
independence differently. A different disease indeed needs a different type of
medicine: e.g. if managerial entrenchment is a potential threat, independence in
relation to managers is the remedy; on the contrary if the danger is more that
reference shareholders will capture private benefits, independence in relation to
these shareholders is of importance.
The growing emphasis on outside directors has led to a decreasing proportion of
executive directors. Since the introduction of the Cadbury Code, many companies in
the U.K. now have a majority of non-executive board members. This corporate
governance feature has been adopted all over Europe.
In different countries, corporations, especially the largest ones, elect independent
board members. In many cases this is due to the pressure of international
institutional investors. In France the majority of the CAC-40 corporations have a
majority of independent board members. Table 15 suggests that the election of
independent board members is also starting in smaller countries like Belgium.

5.2.2.2 Critique on the overwhelming emphasis on independent directors
It is clear that independence of governance bodies like the board of directors and
audit committees get world-wide attention. Our previous research clearly has proven
that independent boards do make a considerable difference for the quality of board
meetings, the degree of open and frank discussions and the "richness" of the
agenda117. However, it may not be ignored that critique is growing on the
117
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overwhelming emphasis on independence in general and independent directors more
specifically.
Romano (2002) found that "the benefit to shareholders from an independent
board's performance in certain extraordinary situations is sufficiently limited to
render more important the overwhelming evidence that independent boards do not
produce overall improved performance". However, she indicates that optimal board
structure may vary across firms, because the choice of board structure is endogenous
to management. She concludes that firms possibly are sub-optimising board
composition by nominating too many outside directors.
Bhagat and Black (1998) interpreted the limited effect of the independence of
boards in a number of ways:
The neutral evidence on the value of the independent directors could be of a
statistical nature (neutrality reflecting the limited power of the tests).
It is possible that only certain types of independent board members are
valuable board members.
Like argued by Gilson and Kraakman (1991), and Bhagat and Black (1998),
maybe independent directors are not independent enough.
Independent directors are only efficient if embedded in an appropriate
committee structure.
It is possible that the efficiency of independent directors depends on the firm
type or industry.
The optimal board must contain a mix of executives, non-executives and
independent board members.
Bhagat and Black conclude that it is possible that "board independence may
simply not be very important".
From business practice, the Enron case has triggered the debate on the role and
effectiveness of independent directors. Peel and Hill (28 January 2002) state that
"the attack highlights accusations that nominally independent directors of Enron
failed in their duty to scrutinize the company's management and accounts".

5.3 Organisation of the board

5.3.1 Frequency of board meetings

The type of board structure and the type of firm will influence the frequency of
board meetings, and indirectly its role and functioning. Some international
information is available on the number of board meetings. This kind of information
indicates the extent to which the board of directors regularly supervises the
management and follow the implementation of strategic decisions. In some reports it
is mentioned that German supervisory boards do not regularly meet but instead
decide important topics ad hoc during informal contacts (see Figure 16). German
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companies hold on average less than five board meetings a year118. Boards in France,
Belgium, the Netherlands, Sweden and the U.K. all meet between 6 and 8 times a
year. Italian companies have monthly board meetings. The evolution in the
European average suggests that boards meet more frequently compared to 1999.

5.3.2 Board committees

Within boards there are a number of committees set up to scrutinise several
specific board tasks. This trend was first developed in Anglo-American countries but
it is now rapidly spreading throughout all European countries. In general, the three
most important committees are the audit, remuneration and nomination committee.
Data on larger listed companies indicates that the audit committee is already well
established in all European countries. 66% of European companies have an audit
committee. If at least one committee is created it is in 74% of the cases an audit
committee.
The number of remuneration committees has substantially increased by 60%.
62% of all European companies in a national index have a remuneration committee.
Even in smaller companies a significant number established a remuneration
committee.
The third committee, a nomination committee is not frequently found.
Nevertheless, 47% of all companies in a national index report the existence of such a
committee.
118
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5.4 Directors' remuneration structure

Substantial difference of opinion exists as to the determination of the
remuneration of board members. In the U.S. performance related pay for executives
and non-executive directors is the prevailing recipe. This model has been exported
to many other countries as far as executives are concerned. For non-executive
directors many countries rely on non-performance related pay. In some countries,
codes contradict the use of performance related pay, e.g. the Dutch Peters' code
explicitly discourages performance related remuneration of non-executive directors.

5.5 Conclusion

Overlooking the previous analysis, one may conclude that, notwithstanding the
quite diverse board practices with respect to structure, size, organisation and
remuneration throughout Europe, the board practice tends to point to a converging
trend with a substantial influence of Anglo-American standards.

6. DISCLOSURE RULES AND ACCOUNTING STANDARDS

Disclosure is about ensuring that all relevant information on all material matters
regarding the corporation is available to the public in a timely and accurate manner.
Disclosure is one of the cornerstones of sound governance, particularly in a selfregulatory or soft law system120.
In developed countries, disclosure regimes and practices are embedded in welldeveloped and well-regulated securities markets, legal systems of shareholder rights,
securities, corporate and bankruptcy laws, anti-corruption laws, protections against
fraud on investors, sophisticated courts and regulators, as well as enforcement
mechanisms and an experienced accounting and auditing sector. Developed
countries are also more likely to have well-developed private sector institutions,
such as organisations of institutional investors, and professional associations of
directors, corporate secretaries and managers, as well as rating agencies, security
analysts and a sophisticated financial press who foster enhanced transparency121.
Many developing and emerging markets do not yet have fully developed legal
and regulatory systems, enforcement capacities and private sector institutions
required to support effective corporate governance. Therefore, corporate governance
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reform efforts in these nations often need to focus first on the more fundamental
framework122.
Although the gap between Europe and the U.S. is far from the above pictured
dichotomy between developed and less developed countries, many blame Europe for
lagging behind in disclosure. European disclosure regimes still fall short in cases
when shareholders are invited to appoint board members without knowing their
experience or background, when shareholders vote on stock option schemes without
knowing the level of basic remuneration and the details of the plan123. In practice, 15
disclosure systems based on company law are operating in the EU zone, combined
with 15 systems of securities regulation, more than 15 stock market rule books and
11 languages. EU directives are criticised for falling short of international standards.
According to Becht (2002), crucial items are virtually absent from European nonfinancial standards, for example the ownership of cash-flow rights, detailed group
and control structures, board remuneration, stock options, related party transactions,
conflicts of interests and anti-take-over provisions. However, the move towards U.S.
listing or multiple listings is encouraging Continental European companies to be
more transparent.
The recent upheaval created by the collapse of Enron has challenged the firm
belief in the supremacy of American disclosure and accounting rules. Critique is
uttered that the 'cook book' approach of American accounting and the voluminous
details firms have to disclose are no guarantee whatsoever that firms really apply
good corporate governance principles. On the contrary, from a box ticking
perspective, Enron seemed to be a good corporate governance case. This debate will
certainly lead to a renewed attention for corporate governance in general and for
disclosure and accounting rules more specifically.
Below we will concentrate on how and to what extent disclosure requirements
are enforced. The role of codes and recommendations in the convergence debate
cannot be underestimated. We therefore consider in greater detail the potential
impact of specific disclosure recommendations. Attention is focused on the fact that
national accounting systems are increasingly challenged by supranational standards
from both a qualitative and a quantitative perspective.

6.1 Different degrees of disclosure enforcement

National disclosure systems are characterised by differences in the degree of
enforceability to publish corporate governance practices. The broad range of
possible disclosure systems can be summarised as follows124.
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The publicity system is one in which disclosure is seen as a sufficient disciplinary
mechanism, without the necessity to set hard standards or guidelines. Specific
corporate governance recommendations, which are based on the pure publicity
system, can be found in the proposals by the Banking and Finance Commission in
Belgium and, to a certain extent, also in the recommendations made by the
Australian and French stock exchanges.
The disciplinary effect of institutional investors125 is expected to be significant in
enforcing disclosure, both in their domestic market and in the many developed
(foreign) capital markets. Major British companies expect institutional investors to
play this important role in the corporate governance debate, but smaller companies
take a much more sceptical attitude126.
Lipton and Lorsch (1992) are convinced that market discipline operates
inadequately in terms of corporate governance. However contra-indications are
available that disclosure rules are gaining more and more adepts. The Greenbury
principles, forcing full disclosure of directors' remuneration, have long been
criticised, also outside the U.K. Recently, more and more signals are observed that
such a disclosure is gaining ground in numerous other European countries (see
analysis of disclosure of board remuneration, section 6.3.3).
Although Best Practices are of a purely informative nature, they go one step
further in 'prescribing' corporate governance principles. They indicate which
corporate governance tools are most successful in practice. These best practices can
therefore be regarded as benchmarks for assessing corporate governance within a
specific enterprise. Although setting best practices does not per se include a
publication duty, best practices themselves prescribe a minimum level of disclosure.
Consequently, the benchmarks can be directive without being regarded as
'instructions' with which non-compliance has to be justified.
Prescriptive recommendations can have varying degrees of freedom but are
always subject to compulsory justification. This is a form of self-regulation or soft
law that gives the enterprise a certain degree of freedom to apply the standards. Soft
law means that it is preferable to implement the recommendations but it is not
legally required. However disclosure of the compliance with these standards
reinforces the market disciplinary effect. The Business Roundtable points out that in
the U.S. this system works effectively.
Regulatory disclosure for certain types of companies adds more power to the
publication of corporate governance information. Often listed companies are obliged
to disclose information according to stock exchange regulation.
Finally, legally prescribed disclosure rules address a limited number of aspects
of corporate governance disclosure such as share ownership, board remuneration
and shareholder meeting agenda. In different countries, the integration into company
law of many more corporate governance aspects is under discussion127
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Notwithstanding those various levels, ranging from the purely liberal attitude to
legislative obligation, most countries nonetheless seem to opt for a minimal system
of soft law. Many corporate governance codes strongly suggest that the annual
report explicitly mentions the extent to which the guidelines are followed or, if the
standards are not followed, justification is to be given as to why deviation from the
standards occurred128. This basic principle is better known under the name of
'comply or explain'.

6.2 Codes and recommendations on the issue of disclosure

In-depth analysis of a large number of codes and recommendations by Holly
Gregory (1999) reveals that, although required by law, many guidelines and best
practice explicitly prescribe that financial performance as well as the relevant
interests of the directors should be disclosed in an annual report to shareholders.
Directors are usually subject to legal requirements concerning the accuracy of
disclosed information. Many codes also itemise the issues reserved for shareholder
decision at the Annual General Meeting.
Besides financial information, non-financial information about the company's
governance, such as share ownership and voting rights, identity of the board
members and key executives and executive compensation, governance practices and
the degree of compliance with (inter)national codes and recommendations are
acknowledged to be equally important components of transparency.
In the next section, disclosure practices regarding the board of directors are
analysed for a set of EU countries. Accounting standards are studied in section 6.4.

6.3 Disclosure of board issues

The transparency on board practices is a central theme in corporate governance
disclosure across countries and systems. Three disclosure themes received and will
receive much attention, i.e. interlocking directorship, director's shareholding and
remuneration.
6.3.1 Interlocking directorships

'Director interlocks' between directors and managers refer to managers from
different companies that have a board seat in each other's company. Director
interlocks are regarded as incompatible with the principles of sound governance. It
is argued that these interlocks between directors and managers should be avoided,
with a view to protecting the critical attitude and independence.
To detect interlocking directorships one can look at the disclosure of the main
executive position of a director. Directors' main executive position is disclosed in all
European countries, while Portugal and Switzerland lag behind. In Italy, Sweden
128
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and the U.K. all companies disseminate this kind of information. On average there is
a clear tendency for more disclosure on this issue.

6.3.2 Disclosure practices of directors' shareholdings

From an agency alignment perspective and to control insider trading this
information is of huge importance. Disseminating this kind of information is critical.
Belgium, Germany, Switzerland and the Netherlands where almost no corporation
discloses information on the ownership of its boards, except when the board
members hold large stakes and the latter has been disclosed under the major
shareholdings directive.
Much has to be done on the disclosure of the directors' company shareholdings.
Only companies in the U.K. and Sweden and to a lesser extent Italy disclose
information on the shareholdings of their board members. In Spain almost no
companies disseminate this type of information in their annual report or stock
exchange filings, but the number of shares of the board members can be found on
the website of the Comisión Nacional del Mercado de Valores (CNMV)130.
Moreover, the tendency over the past years is toward an even lower degree of
disclosure than before (see Figure 18).
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6.3.3 Disclosure of director's remuneration

Institutional investors devote considerable attention to remuneration schemes for
both the board of directors and the executive directors. Almost all relevant
information on pay packages is disclosed under the U.S. and U.K. rules. However,
in Continental Europe the disclosure of remuneration is rather limited. In a number
of Continental European countries new rules and regulations are being prepared to
tackle the incomplete issues of disclosure. To date, the culture on the disclosure of
individual remuneration packages differs substantially across European countries. In
this respect, the Anglo-American governance model has by far the highest degree of
transparency.

6.4 Accounting standards

Even though the core concepts of accounting are quite comparable
internationally, differences in rules and their application remain important. The pathdependency theory also holds for accounting rules and implementation practices.
Indeed, national accounting regulations are driven mainly by specific socioeconomic environments132. The prime objective of financial reporting in the U.S. is
the provision of information for participants in capital markets (investors, creditors,
131
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and for the general public). This holds equally for the International Accounting
Standards framework (IASC). However, The U.K. Accounting Standards Board
(ASB) also focuses on the providers of risk capital as a primary user group. In
Continental European countries, this focus is also important but not always the
prime objective, unlike the US, IASC and U.K. systems. In countries like France and
Germany, accounting serves primarily as a verifiable basis for contractual
arrangements and especially as mechanism to determine correct contributions to
investors and to tax authorities. Additionally, European national governments use
accounting information for macro-economic policy decisions.
An important difference between U.S. Generally Accepted Accounting Principles
(US GAAP) and International Accounting Standards (IAS) principles lies in the fact
that the former follows a kind of a 'cookbook' approach, while the latter relies far
more on general principles with emphasis on enforcement of the spirit of the law and
not just the letter.
For several decades, a growing number of companies have decided to operate
internationally. The internationalisation process often takes place in the form of
merger or acquisition activities, international financing and foreign listing. New in
recent years is that an increasing number of European companies apply to U.S. stock
exchanges, notwithstanding the fact that complying with SEC put an additional
burden on them133. These developments coincide with the emergence of investors
that follow global investment strategies in order to gain the benefits from
international portfolio diversification. For these reasons, accounting information
plays a crucial role as a means of internal as well as external communication. Highly
different national accounting rules are increasingly regarded as impairing effective
communication (see insert "Investors hit by variations in accounting rules").
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The use of a set of global accounting principles would facilitate internal and
external communication because they promote uniform disclosure enabling
comparability, and assist investors and analysts in comparing corporate
performance. Recently, national stakeholders like the community and employees of
the countries in which a multinational company operates, have also become aware of
the benefits of internationally agreed accounting principles.
These considerations have motivated the EU commission to make all EU
companies listed on a regulated market adopt (consolidated) accounts in accordance
with IAS by 2005. Member States would have the option to extend this requirement
to unlisted companies and to the production of individual financial accounts.
Investors and other stakeholders will be able to compare company performance
against a common standard. The choice for IAS by the European Commission may
be favoured by the Enron-case that raised doubts about the use of U.S. GAAP as the
international example of accounting and reporting.
To ensure that improved financial reporting guarantees better investor protection,
the Commission is also working to develop a stronger enforcement infrastructure,
based on high quality statutory audit as well as a strengthened co-ordination among
European securities regulators to ensure a proper enforcement of accounting
standards134.

The missing link for global convergence in terms of accounting and disclosure
remains the disagreement between the U.S. and the SEC on the one hand and
European players on the other hand. Multinational companies listed in both parts of
the world, will be further obliged to cope at a minimum, with two sets of corporate
accounts: the IAS and the U.S. GAAP rules. A first sign of hope for further
convergence is found in a speech of Harvey Pitt, the new SEC chairman, stating that
a more flexible approach for European companies135 is endorsed. From a quite
different angle, the Enron case could foster convergence (see insert "Enron is
fuelling a global duel over rules. Supporters of IAS say their "principles-based" rules
would have exposed Enron").
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7. ACCOUNTABILITY AND THE ROLE OF THE FIRM

Converging or diverging trends, as well as the issues of disclosure, shareholder
rights, directors' duties, etc., can only be interpreted correctly if the dichotomy
between market-oriented models and insider systems is equally approached from the
perspective of the (artificial?) divide between shareholder and stakeholder value.
In a market economy, the enterprise is a profit-driven organisation, whose
relations with stakeholders are primarily market-driven. The degree of reliance on
the market instead of the internal organisation sets the boundaries of the enterprise.
This division between internal organisation and external market is the result of a
weighing of advantages and disadvantages of co-ordination through organisation
within the enterprise versus through market forces. By organising activities within
the enterprise, transaction costs can be saved and it is possible to group production
factors for a longer period in a partnership arrangement136. The external route is
preferred when the market is more efficient. Whereas the 'market model' (as
described in Chapter 2) by definition relies more on market forces, the "insider
system" is more oriented towards the long-term partnership with internal production
factors. This also influences the importance of the capital market as a provider of
capital funding, as well as the attitude towards labour forces. Indeed, the AngloAmerican market model places the shareholder in the prominent place as the
'principal' of the firm. This model gives priority to the realisation of shareholder
value being the final goal of the firm as well as the final duty of a company director.
Whereas the 'insider' model often attaches more importance to the long-term
collaboration with shareholders and workers, the market model operates with more
flexible and shorter term relationships (e.g. labour contracts, management terms,
volatile shareholder structures, etc.).
For pure market partisans, like Milton Friedman (1962), the enterprise has one and only one- social responsibility: to use its resources and engage in activities
designed to increase its profits so long as it stays within the rules of the game. In
other words, to engage in open and free competition, without deception or fraud.
Recently, global businesses have received criticism from the anti-globalisation
movement. Concerns exist about the adequacy of the pure market driven model to
deliver sustainable growth. The society at large is claiming more attention for the
downside effects of pure economic optimisation. Multinational companies are forced
to take the indirect effects of growth into consideration. A few large firms that
learned the hard way and have been joined voluntarily by many other firms as well
as by governments to focus on a broad set of corporate social responsibilities137.
Corporate social responsibility (CSR) becomes far more than charity or even
corporate citizenship. It can be described as the conscious direction of business
activities towards respecting the so-called triple bottom line (the three "E" or "P"
dimensions of performance being Economic (Profit), Ethical/social (People) and
Environmental (Planet)). Creating sustainable value in these three dimensions
136

The foundation of the transaction cost economics goes back to Williamson (1987); see also SER
(2001).
137
For more detail see section 1.2. of Chapter 5.
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becomes the challenge. Corporate Social Responsibility boils down to a balanced
respect for shareholders as well as other stakeholders' interests.

Firms have started to realise that sustainable shareholder value and respect for
stakeholder interests go hand in hand. Companies are discovering the dividends that
can be reaped from investments in their social responsibility138. Wheeler and
Sillanpaa (1997) state that if you maximise the value of stakeholders, you maximise
the value of shareholders, but not vice versa. In fact, it is a question of 'enlightened
self-interest' because companies are experiencing improvements in long-term
financial and economic performance and inspiring confidence in attentive investors
and critical collaborators. Good examples of new tools in this respect are the
'employee customer profit chain' (developed by Sears and Roebuck with the help of
Harvard Business School139) or the increased attention for 'reputation management'.
Moreover, sustainable and ethical investment funds are proving to be sound
moneymakers.
The attention for corporate social responsibility is largely supported by
recommendations of supra-national organisations like the OECD and the European
Commission. In its 'Guidelines for Multinational Enterprises', the OECD established
a general framework for developing international policies for stakeholder
inclusiveness (see appendix 9).
The European Union launched its Green Paper in mid 2001 and supported,
together with the private sector, the establishment of CSR Europe. The aim of the
EU is to develop voluntary European guidelines for stakeholder reporting and
promote the development of codes of conduct. CSR Europe will invest in a better
understanding of the CSR-challenges, European firms are facing. They mainly focus
at promoting research and education on CSR and integrated performance
management.
These international recommendations help to decrease the gap between the
shareholder and stakeholder model. Although they remain totally voluntarily, there
are indications that both systems cross-fertilise each other. Globally listed German
companies, e.g., take a more shareholder driven philosophy, while U.K. companies
become more stakeholder minded. To some extent, this suggests the convergence
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towards the so-called 'hybrid' governance model, as discussed in section 2.1.2. of
Chapter 2.
However, for the time being, the fundamental differences underlying the
dichotomy between the market and insider system remain valid. Despite the
increased attention for other stakeholders, corporations that follow the (AngloAmerican) rules of the capital market continue to give top priority to the creation of
shareholder value. On the other hand, European companies integrate corporate social
responsibilities in a more holistic approach in their governance structures and
processes. The most prominent supporters of this trend have developed concepts like
'stakeholder inclusiveness'140, 'integrated performance management'141, 'ethical
performance', etc. It must be noted that the U.K. often takes the lead in this new
trend of stakeholder inclusiveness and corporate citizenship (for more details, see
Chapter 5, section 1.2).
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(2002).
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CHAPTER 4
EUROPEAN CONVERGENCE OR DIVERGENCE: AN
EVALUATION BY PRACTITIONERS AND
ACADEMICS

1. INTRODUCTION
The future structure of corporate governance has attracted a great deal of
academic attention. Chapter 2 classified the different views on the future outlook of
corporate governance systems into three groups of schools. The first group sees
global convergence towards the Anglo-American market-oriented standard. The
second group also thinks global convergence will occur but towards a hybrid
corporate governance model. The third group, the Diversity School, does not believe
in one global standard but instead believes in a differentiated solution, based a
number of relevant corporate governance differentiation criteria.
None of the studies that have researched these issues have considered the
practitioners’ view of the future development of corporate governance. This chapter
reports the first attempt to consider such views. At the first European Corporate
Governance Forum’s conference142, participants expressed their views regarding
several topics of corporate governance and responses to a questionnaire were
collected through electronic voting. The responses obtained sketch the differences
between countries and systems, as well as between academic and business people.
An analysis of the background of survey participants is given in appendix 10.2
and appendix 10.3. These participants represent a focused group of corporate
governance specialists in business as well as in the academic world. The diversity in
professional and geographic background adds extra value to the inquiry, and offers
new insights on the issue of convergence of corporate governance within Europe143.
Based on the typology, developed in chapter 2, section 2 begins by discussing
potential future governance models for Europe and this from the perspective of
different types of firms. The question of transferability and cross-reference is
discussed in point 2.6. Whether parts of a governance system can be transferred to
142
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another system without breaking the equilibrium is at the heart of this section. Point
2.7 analyses the extent to which governance structures can or must also serve
economic and political purposes. Section 3 questions the development of corporate
governance codes and recommendations. We discuss what firms these governance
guidelines focus on, what actions the European Union could take, how possible
guidelines might be enforced, and what guidelines should be integrated in a
corporate governance code. Some further reflections on possible future EU
harmonisation are given in section 3.5.

2. THE FUTURE OUTLOOK CORPORATE GOVERNANCE IN EUROPE

The aim of establishing one European financial market is as yet unrealised. As
expressed by the group of Wise Men144, a number of major obstacles remain to reach
that goal. One of the important obstacles is the great diversity of governance
structures and company law across Europe. Different views proliferate as to the
future outcome of convergence. We therefore investigated the three possible options
in the following way:
1. To what extent will the Anglo-American governance model become the
reference base for Europe?
2. Will Europe develop its own 'hybrid' governance model?
3. Will divergent governance models remain the rule within the European
environment?
To investigate the most likely route to a specific 'European' governance model,
we asked participants their view on the creation of a hybrid system. This hybrid
system would use cross-references from several models and it supposes no serious
barriers to combining elements of several national models.
We also investigated to what extent different governance systems serve different
economic and political purposes. If this is the case, the choice of a governance
model is not neutral, and a matching of purpose and model becomes necessary.
Although the survey mostly addressed the issue of setting standards for listed
companies, we also considered this issue for non-listed companies. These companies
form the backbone of the (continental) European economy and they are in need of
better governance structures and processes for growth and survival.

2.1 The future corporate governance model for listed companies

The survey results145 show no clear winner when investigating the future
governance model for European listed companies. The thesis of global convergence
to the Anglo-American market model is not seen by two thirds of the participants.
144
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See section 3.3.1.2 of chapter 3.
Unless otherwise stated, we focus on the results that are statistically significant. We use a chi-square
test and set the significance level at 1%.
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Figure 19 shows that almost 40% of the participants think a hybrid corporate
governance system will emerge for listed companies, while only 32% opt for the
outsider system. The remaining 29% are followers of the Diversity School, claiming
that different systems will continue to exist.

There seems to be a link between the professional background of participants
and their view on the future of European corporate governance. The majority of
participants from the business community believe that Europe will evolve towards a
hybrid corporate governance model for listed companies. In contrast, academics
mostly opt more for diversity. The third group, participants working as a regulator or
in the not-for-profit sector believe one outsider system will emerge (Figure 20).
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There is also a statistically significant relationship146 between the geographic
origin of the participants and their view on the future outlook of European corporate
governance. We classified the geographical origin of participants into three groups:
the U.K., where the Anglo-American governance model rules;
Continental European countries using a one-tier board structure;
Continental European countries using a two-tier board structure147.
Figure 21 shows the results. It can be noted that the 'Brits'-versus-'continent'
debate is too narrow because the Continental Europeans do not have a univocal
approach as to the future model for European corporate governance.

2.2 Fostering a competitive capital market in Europe

Globalisation has led to a tremendous increase in the necessary volume of capital
to finance global expansion. The growth and expansion of European companies, and
consequently of the European economy, will be furthered by a better access to
external financing. This holds for new ventures as well as for the financing of
mergers and acquisitions. According to Coffee (2002), firms in concentrated
ownership systems are unlikely to effectively access capital markets in order to grow
to optimal size and exploit opportunities for globalisation and economic integration.
However, the empirical evidence in Chapter 3 suggests that the Anglo-American
146
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tests indicates that the differences between participants from Continental European countries
with a one or two-tier board structure and the U.K. are significant at a 5%-level. The differences
between the Continental European group with a one-tier board structure and U.K. is even significant
at the 1%-level.
For more details on these categories see Appendix 10.3.
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countries can no longer be seen as the only examples of 'market-oriented countries'.
Quite a number of Continental European countries are now as market-oriented.
Therefore fostering a competitive EU level playing field for listed companies has
become of tremendous importance. This is necessary because European companies
increasingly rely on capital market funding.
However, this can also be necessary for cost and efficiency reasons. Indeed, the
cost-of-capital is often a decisive factor of competitive advantage. In principle,
listed companies have a lower cost-of-capital due to better risk spreading and higher
liquidity. As information and communications technology decreases the transaction
cost of public funding, further improvement of this differential price advantage will
emerge. However, the specific cost-of-capital will depend on the attractiveness of a
given stock exchange, which is influenced by elements such as the protection of
minority shareholders, full disclosure, transparency, etc.
Finally, instead of traditional bank lending, firms are more and more stimulated
by their financial advisors to take the route of direct financing through the capital
market. Although with some time lag in reference to their American colleagues,
European banks have started to prefer financial engineering over debt lending. This
shift could have more far-reaching effects in the EU, because the continental
governance model has relied to a far greater extent on bank lending than in the
outsider systems. Therefore, this 'disintermediation trend' deserves special attention
from EU policy makers.

2.3 But the importance of listing is a dynamic and divergent phenomenon

However important listing has become, we may not ignore the fact that the
relevance of listing a dynamic phenomenon from a time horizon and quite divergent
from a geographic perspective. Indeed, the importance of listed and consequently of
non-listed (or private) companies is very different from one Member State to another
and can differ substantially from one period to another.
First of all, the relative importance of listing is quite different within the EU (for
more details see Chapter 3). In Germany, e.g., there are approximately 1 million
incorporated businesses, but only some 1.000 of them are listed on the stock
market148.
Moreover, the relative importance of listing is a rather volatile phenomenon.
While the second half of the 1990s were very successful as far as the number of new
listings is concerned, the stock market's attraction deteriorated substantially around
the turn of the century. It is clear that many small- and mid-cap firms are seriously
questioning the attractiveness of listing and some are even considering a de-listing.
Already in 1989, Jenssen predicted 'the eclipse of the public corporation' in the U.S.
He saw a move to private corporations with high levels of debts. More recently,
Bain & Co (2001) also drew the attention on the shift back to private companies. A
comparable observation is made by Wymeersch (2002): parent companies take over
minority blocks, and take their subsidiaries out of the market (to some extent driven
148
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by the mandatory take-over bid, i.e. taking out the minority or by a squeeze-out). In
a globalisation and merger environment, multinationals are indeed questioning to
what extent subsidiaries still need to be listed. The numerous de-listings in Belgium
illustrate this observation.
On the other end of the spectrum observers mention more spin-offs of listed
companies. The trend in the U.S. is the opposite of what is happening today in
European countries: whereas European firms try to de-list their subsidiaries, the
more common phenomenon in the U.S. is spin-off or sell-off. According to Amihud
(2002), Europe will go in a way that the U.S. markets have gone and company
groups will shed of their division. One example in this respect can be found in
Belgium with the strategic move of Barco to create new listings for business units
that will be or have been separated from the mother company. However,
globalisation of capital markets has put far more pressure on the minimum volume
of market capitalisation. The limited scale and free float of listed companies has
considerably been under attack. Therefore these spin-offs have far less appeal than
originally anticipated. The Barco-case illustrates the shifting gear of corporate
finance. Spin-offs are much more scrutinised than before.

2.4 The future corporate governance model for non-listed companies

In Europe, non-listed companies are still very important (see Chapter 5). These
more closed companies face numerous types of corporate governance challenges and
potential problems. Since they lack the scrutiny of powerful and well-informed
market parties, as well as the critical eye of market watchers, it is our belief that
such companies need more, not less, attention with respect to their corporate
governance structures and processes.
The recommendations for listed companies can often be used as benchmarks for
non-listed enterprises. Moreover, self-regulation often directly or indirectly leads to
legal rules. That can be applicable to certain types of corporations, whether listed or
not. The pressure for good corporate governance occurs first at the level where
'external' shareholders or 'outsiders' intervene, i.e. at the level of companies listed on
the stock exchange. These rules or recommendations will than be copied or at least
adapted to define the benchmark for corporate governance in non-listed companies.
Also from this perspective, we therefore feel that private companies cannot be
ignored when studying the future outlook of corporate governance.
Almost two thirds of the participants felt that different corporate governance
systems will continue to exist for non-listed companies (Figure 22). 25% sees a
convergence towards a hybrid governance model for non-listed companies, while
less than 10% of the participants think the Anglo-American governance model will
survive as the key governance model for non-listed companies.
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The professional background of participants is not a significant discriminating
variable for evaluating the future outlook of corporate governance in non-listed
companies. Since a large majority of the participants agrees on the future direction
of corporate governance in non-listed companies, it is understandable that the
differences between classes of participants are substantially smaller. However, the
geographical origin reveals some interesting differences. Participants from the U.K.
do not believe that European non-listed companies will evolve towards an AngloAmerican corporate governance model. This is somewhat surprising, as some
participants of Continental European countries believe that only one model for nonlisted companies will survive, namely the Anglo-American governance model.

2.5 Comparing the models for listed and non-listed companies

The analysis of respondents’ views on the future governance model for listed and
non-listed companies indicates that a large number of participants believe listed
companies and non-listed companies will evolve in different directions. Figure 23
summarises the different views.
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Almost all participants who believe different systems will continue to exist for
the listed companies have the same opinion about the future of non-listed
companies. Participants supporting an outsider system for listed companies have
different opinions on the future governance model for non-listed companies. More
detailed analysis revealed that U.K. participants have a different perspective on the
future model for listed and non-listed companies.

2.6 Cross-reference

2.6.1 General observations

Cross-reference supposes that a corporate governance system can be seen as a
living organism that is able to adapt to changing environments while at the same
time introducing elements from other systems. The opposite belief is that the
feasibility of cross-reference is hampered, because a corporate governance model
has to be seen as a 'system' in its own right. Such system thinking starts from the
hypothesis that a corporate governance system is built on a fragile equilibrium,
founded on a framework of cultural, legal, economic and sociological
characteristics. As such, it is believed that it is not possible to transfer parts of
corporate governance systems without breaking the fragile equilibrium.
Recently, some scholars have focused on the path influencing the shape of
corporate governance models. Gilson (2000) found that national governance systems
are more adaptive in function and more persistent in form. If a combination of a
functional adaptability and an institutional persistence is possible, then it suggests
that cross-reference only works for parts of the corporate governance systems.
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Gilson believes that a transfer of parts of other corporate governance systems drives
the systems towards more interdependencies without breaking the different
equilibria.
Business leaders have also pointed to this complex reality. Dr. Breuer (7 March
2001), the previous CEO of Deutsche Bank, stated that we already witness partial
convergence of corporate governance models, but that important differences exist.
He stated that one of the major differences concerns employee participation.
Moreover, the governance structure of (large) European companies is not
harmonised. German and Dutch listed companies have a two-tier board structure,
while U.K. as well as many Latin companies function with a one-tier board. Also,
the power of the CEO differs. The "Président Directeur Général" (PDG) of French
companies has more individual responsibilities than the CEO of companies in other
countries. The implication is that the harmonisation of these different functions by
the Fifth European Company Directive, has failed.
2.6.2 Testing the opinion of practitioners
Participants were also asked whether a national governance system is a system
with interdependencies and significant barriers to cross-reference. Put differently, is
it impossible to transfer part of a system into another system, without breaking the
equilibrium of the national governance system. From Figure 24, approximately 60%
of the participants disagree with the view that international transferability is limited
because it would disturb the equilibrium of national governance systems. On the
contrary, they believe that parts of corporate governance systems are transferable.
Twenty five percent strongly believe new equilibria arise, when parts of another
system are adopted, while 36% believe that the interdependencies within a system
hamper the cross-reference.
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The professional background of participants influences their view on crossreference. Most respondents from business and not-for-profit institutions strongly
believe in the possibility of cross-reference and accept the transferability of
corporate governance sub-systems. In contrast, a majority of academics fear that the
transfer of part of a system to another will break the fragile equilibrium within that
specific corporate governance system149.
To analyse responses in terms of geographic differences we regrouped the
possible options into two categories: those who believe no transfer is possible and
those who support the vision of transferability of parts of a corporate governance
system. From Figure 25 it becomes clear that the most outspoken believers of the
possibility of cross-reference live in Continental European countries with a one-tier
board structure.

These differences reflect the reality in some Continental European countries.
France, as well as Portugal and Spain, have an optional two-tier board model and the
French "Code de Commerce" allows, under certain conditions, employees to be
members of the board. Therefore the difference with the German two-tier board
structure gets blurred. This example illustrates the more "flexible" environment in
which respondents from some Continental European countries operate150. Since
some Continental European countries have already created an environment of (at
least formal) cross-reference.
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These differences are significant at the 5%-level.
However, the statistical analysis does not show that the differences are significant.
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2.7 Economic and political purposes of corporate governance structures

The global debate on corporate governance models focuses increasingly on
shareholder versus stakeholder, where the latter encompasses both social and
economic interests at large. This debate is especially vivid in Europe. For example,
the models in the Netherlands and Germany have a typical stakeholder approach,
while the U.K. has long been an example of the shareholder focus, associated with
the Anglo-American governance model. These differences in governance
approaches are striking when studying the duties of board members in each of these
countries.
In the Netherlands and Germany, directors’ fiduciary responsibilities are to the
company, not just shareholders. In the Netherlands for instance, it is explicitly
mentioned that directors must act independently from any party's specific interests
and may only foster the interests of the company as a whole. Similarly, in codetermined German firms the conjunction of capital and labour has a tendency to
come before all other interests.
The definition of a director's duties in the U.K. has to be analysed carefully in
order to detect their final responsibilities. Indeed, the British Companies Act gives at
first glance the impression that the stakeholder model also reigns: section 309 of that
Act states that "the matters to which the directors are to have regard in the
performance of their functions, include the interest of the company’s employees in
general as well as the interest of its members". This double accountability is
countered however by section 2 stating that "accordingly the duty imposed by this
section on the directors is owed by them to the company (and the company alone)
and is enforceable in the same way as any other fiduciary duty owned to a company
by its directors". Therefore, the first interest that the U.K. board should take into
account is the interest of the shareholders.
Given these perspectives, participants were asked whether they felt the
governance structure of a corporation reflects the attitude of the political
environment regarding the objectives of firms and their social responsibilities. That
is whether different governance structures serve different economic and political
purposes. Almost three out of four of the respondents confirmed that governance
structures support economic and political purposes151. Only 10% disagree with this
statement.

151

It must be mentioned that the causation problem has not been tackled in this questionnaire. In the
theory of path dependence, at time 0 the political and economic environment set up a specific
governance structure serving their purposes. Once installed, at time 1 a fundamental change of the
governance structure is hampered by the people who benefit from that structure (Roe, 2000).
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3. CORPORATE GOVERNANCE RECOMMENDATIONS AND LEGISLATION

3.1 For which types of companies?

Since 1999, a number of EU countries have developed or revised their corporate
governance codes152. Most of these codes focus on listed companies and hence
ignore the question of what recommendations should there be for private or nonlisted companies153. We previously argued that neglecting this question can be
detrimental to economic prosperity (see point 2.2).

Given the interest we attach to this question, the respondents were asked to list
the possible targets of corporate governance recommendations. We distinguished
four possible classes of targets:
public or listed companies154 with dispersed ownership
public or listed companies with concentrated ownership
privately owned businesses
non-profit organisations.
The first two classes were distinguished due to the different agency problems
that arise in each type of companies. With a widely distributed ownership – a typical
"Berle & Means" corporation - control over a company shifts from the atomic
shareholders to management, and the latter can extract private benefits at the
expense of shareholders. In companies having one majority shareholder or a
shareholder with controlling power (the so-called reference shareholder or large
blockholder system), the agency conflict, is between the major shareholder and the
minority shareholders. The majority shareholder can use the company for his own
private benefit, thereby depriving the other shareholders and stakeholders. Given
these differences in agency problems, the need for and content of corporate
governance recommendations may differ for different types of firms.
As shown in Figure 26, more than 70% of the respondents believe corporate
governance recommendations are necessary for public companies whether they have
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A comparable analysis of the first set of codes can be found in Van den Berghe and De Ridder (1999).
After this publication new recommendations were developed. An overview of codes can be found on
http://www.ecgi.org/
E.g. The Grundsatzkomission’s initiative (Germany) clearly indicates which companies should
implement the corporate governance recommendations.
From a legal perspective there is clearly a difference between those two classes. In general, a large
number of companies have been set up as "public limited companies", "société anonyme" or
"Aktiengesellshaft", though only a limited number of those corporations are listed on a stock
exchange. In governance literature both adjectives are intertwined.
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a widely distributed or a concentrated ownership structure155. Only a minority of the
participants considers it necessary to implement corporate governance
recommendations for other types of entities. Less than one in three thinks
recommendations are needed for privately owned businesses and approximately
25% believe a code of best practice is necessary for non-profit organisations.

These responses indicate that a large majority of the participants believe
corporate governance recommendations are necessary. Only 5% of the participants
do not support the development of any recommendations156.
Respondents (41%) also indicated the following order for corporate governance
recommendations:
public or listed companies with a dispersed ownership structure;
public or listed companies with a concentrated ownership structure;
privately owned businesses;
non-profit organisations.
From Table 16 it is clear that U.K. participants and the business community
highly support the priority list as indicated in Figure 26, while the class of
government institutions and others is the least in favour of this exemplary priority.
Analysing this last category into greater detail revealed that they are relatively
reluctant towards governance recommendations for organisations, like the one they
155

Contrary to the other questions, multiple answers were possible. Therefore the results in Figure 26 do
not add up to 100%. Further, the respondents were asked to rank these classes. Figure 26 only
presents the aggregated results.
156
This figure is only an estimate. Some respondents did not fill in all questions. Therefore, in some
cases it was not possible to distinguish the answer that no recommendations are needed from those
respondents that did not answer this question.
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represent themselves. This is important as indicator when we further study the need
for 'societal governance' (see Chapter 5, section 4) 157 .
A limited number of participants believe that the development of corporate
governance recommendations for publicly owned corporations with concentrated
ownership is of more importance than for other publicly held corporations: 13,9% of
the respondents ranked the publicly owned corporations with a concentrated
ownership first. It is not surprising that in this group the number of U.K. respondents
is low because the concentrated ownership firm type is certainly not the dominant
factor of attention in corporate governance discussions in the U.K.

3.2 (Regulatory) approach by the European union

Since a harmonised European approach toward corporate governance is still
lacking, many routes remain to reach the needed level playing field. The possible
options or scenarios vary from total reliance on pure market convergence to different
actions to foster convergence and to (partial) harmonisation. The next sections
develop a general view on each of these possibilities and highlight the reactions of
participants. Since a majority of the participants at the conference came from
different EU countries, it is interesting to learn to what extent these respondents
favour European legislation on corporate governance topics.

157
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For each class the percentage of these respondents to the total number of respondents of this class was
calculated. For all classes between 40% and 50% are in favour of a ranking for the entities along the
lines that are already sketched. Only for the respondents belonging to the group of "government
authorities or other" the figure is lower.
The answers of the other participants can be summarised as follows. 15,2% of all the respondents
believe only public companies need corporate governance recommendations. 7,6% only wants
recommendations for all kinds of businesses, whether there are privately or publicly owned.
Respondents who believe only publicly owned companies with a dispersed ownership structure must
be forced to implement corporate governance recommendations and those who think only publicly
owned corporations with concentrated ownership structures must have corporate governance
guidelines are equally divided (each 6,3%).
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3.2.1 Market forces will decide: the theory of optimal regulation

Cadbury (1996) believes that if convergence will occur, it does not mean that a
(legal) structural harmonisation would be desirable or even feasible. Instead he
advocates that operational convergence, via market forces, will take place in the
longer term.
Cadbury's views coincides with the so-called 'optimal regulation thesis',
whereby regulation adapts to the needs of the market. According to Easterbrook and
Fischel (1991) regulation reflects the needs of managers and investors. Different
degrees and types of regulation co-exist because of a different focus on economic
activities and different types of firms that serve different economic purposes. Forces
of the market create the necessary regulation, not the other way around. This thesis
is also supported by Rickford (2002) who points to the fact that regulation does not
determine ownership structures, but that there is, in the U.K., a prominent influence
of institutional investors on regulation. Amihud (2002) disagrees with this thesis
because he is convinced that part of the ownership structure in Europe is simply a
matter of law or regulation.
3.2.2 Mutual recognition

Under the option of mutual recognition, no convergence to one general standard
is fostered, because no system is seen as optimal. On the contrary, a number of
possible governance systems would exist one-beside-the-other. The only difference
with the actual situation of geographic diversity would be that the European
Commission would recommend its Member States to accept specific governance
formats as being 'equally valid'. This supposes that the European Commission
negotiates with the Member States the conditions under which some of the national
formats can be upgraded as possible corporate governance solutions within the EU.
As an example in this respect, Hopt (2002) suggests that the optional system of
board structures, as it exists in France, could be applied throughout Europe.
How far is mutual recognition or cross-border recognition of companies a
feasible solution? Timmermans (2002) indirectly points out that mutual recognition
is already more the rule than the exception:

3.2.3 Regulatory competition to decide on the most optimal regulatory system

Another option for convergence is competition between systems without any
specific action at the EU level. This competition would result in the optimal system
from a market perspective. It differs therefore from the previous options in the
following respect:
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The optimal regulation theory starts from the hypothesis that a regulatory
system will adapt itself to the needs of the market. In fact it is the ultimate
belief in cross-reference and flexibility of corporate governance systems.
In contrast, the mutual recognition system, studied in the next section, starts
from the acceptance at EU level that all existing systems are equivalent and
ignores the need for a EU-wide solution.
The regulatory competition view beliefs in the need for a true European (or
even global) solution, but leaves it to the regulatory bodies and their
regulations to compete with each other in attracting business firms in their
legal territory. In fact, it is a kind of 'Darwinian' struggle between regulatory
systems, with a 'winner take all' solution.
Under the option of regulatory competition, two types of legislation should be
distinguished: company law and capital market law.
With respect to company law, two mechanisms are plausible.
First,
competition takes place for corporate charters. Famous in this respect is the case of
the State of Delaware in the U.S 159 which appears to be winning the competition for
corporate chapters, not only for US firms but for foreign companies, that list on the
Nasdaq. The advantages for the State of Delaware are important: besides public
revenues in the form of incorporation fees (which amount to approximately 19% of
its governmental budget) this attractive position leads to positive spillover effects on
the local service industry (lawyers, accountants, consultants, local litigation, etc.).
Although the system design is basically the same as in other states, Delaware owns
its position mainly to the fact that they are very responsive to the needs of the
market. The Delaware Business Court is world famous for its efficient and businessoriented approach. The only example that goes in the same direction is probably the
Dutch Business Court (Ondernemingskamer). It has been suggested that the U.K.
could adapt its corporate governance system to become the 'corporate haven' within
the EU160. The danger of such an approach is that it can lead to a race to the bottom,
especially if it would mean an exodus of corporations to a lax law system. Hence the
need for EU-wide standards.
A more general option of regulatory competition relates to regulatory arbitrage.
Regulatory arbitrage boils down to the fact that well-informed companies try to take
advantage of the most attractive parts of regulatory systems, when making important
business choices. By doing so they push less attractive systems out of the 'market'
and indirectly they can force them to align with their more attractive peers. When
discussing regulatory arbitrage, distinction has to be made between the primary
establishment of a new corporation and re-incorporation. Ebke (2002) supposes that
a company like Daimler-Chrysler is not going to re-incorporate in Luxembourg or in
the U.K., but new companies, having that option, would probably choose differently.
Coffee (2002) sees other dimensions looming on the horizon of such large global
players: once an entity starts to grow to global scale, squatting multiple markets it
gains the ability to engage in regulatory arbitrage. Such a regulatory arbitrage will
159

160

For a detailed analysis of the competitive chartering system, see Romano (2002).
Rickfort (2002); Procaccio and Segal (2002); Goshen (2002).
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be a much more significant technique to negotiate with either nation-states, or with
the European Commission. It is therefore probably the most likely scenario for large
global corporations in the intermediate future. Another interesting case in this
respect is the merger of Rhône-Poulenc and Hoechst. They opted for incorporation
of the merged group in France, with the promise to look into the issue of codetermination.
Regulatory arbitrage can however lead to a number of problems, like
circumventing strict regulation, abuse of company rights, pseudo foreign companies,
etc. It is therefore often criticised as a valid route towards convergence within the
EU161.
When discussing the option of free competition between legislative systems
within the EU, reference is often made to the Centros case. However it should be
noted that this case is not dealing with competition between company charters nor
with advantages and disadvantages of either the incorporation or the real seat
method. It is dealing with the right of establishment162. According to Machiati
(2002), competition between states only works if you have institutions which are
able to regulate that competition. These institutions fail in Europe. Therefore he
concludes that competition between states does not work very well in Europe.
With respect to capital market law, open competition among EU and
international stock exchanges could - in the long-term? - lead to more convergence
from a global or at least a European perspective. Adherents of the theory of optimal
regulation believe that one stock exchange will finally emerge as the most efficient
one, providing both liquidity and shareholder protection. Since the listing
requirements of stock exchanges dictate rules akin to company law, a convergence
of capital markets could lead to a global capital market law.
3.2.4 Partial harmonisation163 of certain aspects of the corporate governance system

A partial harmonisation can be the start for a gradual process of convergence.
According to Gugler (2001) reform should be gradual, taking into account the
endogenous nature of corporate governance and the national specificities of the
many problems and shortcomings of existing corporate governance arrangements.
Such an approach coincides with the under-regulation theory that proclaims there is
not enough regulation164.
Partial harmonisation has already been developed on issues like company law,
insider trading, (consolidated) accounts, disclosure of major shareholdings and
collective investment schemes.
The survey respondents were asked whether intervention is necessary. Another
question was to what extent the European Commission can improve the
attractiveness of the European capital markets by harmonising corporate
governance. New European legislation can be directed in different ways. Europe can
161

Tison(2002).
For more details see also Wymeersch and De Wulf (1999); Timmermans (2002).
163
On the issue pro harmonisation of company law in Europe, see Timmerman (2000), Timmermans
(2002) and Romano (2002); for the case against harmonisation see Procaccia and Segal (2002).
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cf. Bebchuk (1999); La Porta et al. (1997).
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e.g. develop new rules on the protection of minority shareholders or support a more
liberal approach and establish rules enabling the issue of non-voting stock.
Finally regulation is linked with enforcement. Respondents were asked to sketch
an enforcement regime. Different possibilities exist: from a liberal approach to a
centralised enforcement system with a variety of intermediate approaches.
3.2.5 The necessity of intervention

First, the participants were asked whether they recommend regulatory
intervention on corporate governance and if so, what form of intervention is
necessary. These two questions were integrated in one general question with several
possible answers.
If the participants opt for a liberal approach without any intervention, two
regimes might survive. The first is a system where market forces will cope with
matters of corporate governance for individual companies and countries. In the
second model, the competition between different corporate governance models will
result in a harmonisation process where only one or some models will survive.
When the respondents believe a regulatory basis is needed, the extent of the basis
must be determined. Here, different options were given, varying from nearly no
intervention of the European Commission up to a true harmonisation:
A "subsidiarity"-principle where each country has its own corporate
governance model though a system of full recognition procedures enhances
international developments.
The European Commission opts for further developing the path of partial
harmonisation.
A harmonised corporate governance system is chosen and implemented by a
European directive. This directive might be built on the proposal of the fifth
company law directive.
Almost two thirds of the respondents believe the path for the future development
of corporate governance will be one of partial harmonisation (Figure 27).
More than 80% of the participants encourage the European Commission to take
further steps. Less than 20% believe market forces will cope with all the problems of
corporate governance, whether by forcing individual companies to adopt a specific
model, or by creating an optimal governance structure for all - (only?) European corporations.
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Notwithstanding the general support for a partial harmonisation procedure, some
differences could be detected. More people from Continental European countries
with a one-tier board structure believe in a partial harmonisation program. It is
somewhat surprising that people from the Continental European countries with a
two-tier board structure encourage significantly more a fully open market where
market forces will direct the optimisation of a corporate governance model for each
company.
3.2.6 The partial harmonisation program

Under the hypothesis that the European Commission partially harmonises the
corporate governance scenery, the question is raised which path should be
developed. Different routes can be followed: harmonisation of company law, capital
markets law, accounting standards, ... The question tackled at the conference
focused at two extremes: measures to protect minority shareholders versus more
possibilities to control the company, like the allowance to issue non-voting stock.
Most governance literature focuses on protecting minority shareholders. It is
therefore rather striking that this inquiry could not reveal sufficient support for one
of the two extreme approaches. Although more than 50% of the respondents (fully)
agreed upon the partial harmonisation of a large number of corporate governance
topics, only one out of three participants supported the enhancement of better
protection of minority shareholders is the only issue the European Commission
should focus on (see Figure 28).
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To analyse opinions according to geographic or professional background of the
participants, we regrouped the answers into two classes, respondents that agree or
disagree. Results indicate that significantly165 more participants of Continental
European countries with a one-tier board structure support the thesis that the
European Commission should not only focus on the protection of minority
shareholders. Again to our surprise, the most important differences were noted
between the two classes of Continental European countries. It seems that existing
difference within Continental European governance structures have more far
reaching consequences than presumed.
The analysis of respondents classified by professional activity revealed no
significant differences.

3.3 What would be the minimal ingredients of a possible EU code on corporate
governance?

One way to partly solve this divergence could be through the implementation of
a European wide corporate governance code. This can be seen as a first necessary
step to reach the goal of an EU capital market. Moreover this would be a pro-active
policy towards greater accountability of multinational enterprises, as has been
fostered by numerous pressure groups. Van Hulle (2002) states that 'if we move
towards a global capital market, it will not be possible to do that without some kind
of an agreement on corporate governance'.
165

These differences are significant at the 2% level.
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Besides numerous national codes, a number of supra-national guidelines for
good corporate governance already exist. So the first task could be to make an
inventory of the different codes and look for converging trends166.
In contrast to capital markets law, it would be necessary to detect the feasibility
of such corporate governance recommendations for all types of firm. It is our firm
belief that privately held companies, are in great need of a set of corporate
governance guidelines. Given the large diversity of those types of firms, not only
throughout Europe, but even within the different Member States, flexibility and selfregulation will be necessary.
Notwithstanding the need for flexibility and diversity to cope with the specific
needs of different types of firms (see Chapter 5), a minimal harmonisation will be
necessary to agree upon the specific requirements that must guarantee good
corporate governance. We tested whether the following three recommendations
simultaneously are satisfactory as minimal recommendations to reach good
corporate governance:
basic principles of accountability and fiduciary duties of directors
minimal level of disclosure and transparency
setting norms for integrity and ethical behaviour.
On average more than 70% of the participants support this proposition on a
minimal content of corporate governance guidelines (see Figure 29).

166

This has indeed been the route followed by the European Commission when making a tender for an
European analysis of existing corporate governance codes.
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Interesting differences can be observed when differentiating on the basis of
professional background and country of origin of the respondents. Especially the
practice seems to be in favour of limiting corporate governance guidelines to these
minimal recommendations (more than 75% of the 'practitioners' support this view).
Academics on the contrary have a more dispersed view: nearly half of them (45%)
opt for a broader content of corporate governance guidelines167.
None of the participants of the United Kingdom supports corporate governance
guidelines that contain topics other than accountability, transparency and ethical
behaviour, while a minority of the Continental European respondents supports other
recommendations.
3.4 Enforcement of corporate governance issues

Accomplishment of a free market in all its aspects is incomplete without
sufficient attention for EU-wide enforcement. Indeed, convergence in laws without
the accompanying progress in enforcement168 is dangerous! It is clear that in this
respect Europe is lagging behind the U.S., which has a powerful organisation like
the SEC169. FESCO, the co-operation between securities regulators, is a first attempt
of the EU countries in this direction.
When new rules are implemented at European level, the question was asked how
these rules can be enforced. The general observations are given in Figure 30.
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However, those differences are not statistically significant.
E.g. Amihud et al. (2002) state that in order to have an effective rule of insider trading, there must be
at least a threat of criminal liability. Rickford (2002) opposes this statement and sees enormous
problems in relying on criminal penalties to enforce insider dealing legislation.
169
'We have looked with envy at the SEC's civil enforcement jurisdiction', cited from Rickford (2002), p.
96.
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Approximately one in three supports the creation of a European Securities and
Exchange Commission. These respondents believe the United States has had a
comparative advantage since 1933.
Approximately as many respondents support a liberal approach of market
enforcement. Intervention by any authority should be limited or excluded.
However, market enforcement might only be successful when the market could
influence governance issues. This enforcement is guaranteed by investors’ active or
passive governance policy. A passive attitude results in the "Wall Street rule",
whereby investors vote with their feet. This influences the share price and forces
companies to change their governance structure. Active investors demanding one-toone meetings, more disclosure, ... can be found in the United States170 and in the
United Kingdom171. Over the last decade these institutional investors expanded their
operational territory and started to influence the European corporate governance
scenery172. Notwithstanding their international activities, the influence of
institutional investors might remain limited in those companies with a majority
shareholder, not interested in liquid capital, in raising capital or in a high share
price173. Therefore, relying only on market enforcement might, in some cases,
support the entrenchment by majority shareholders174.
22% of the participants are in favour of a kind of status quo, i.e. national
supervision authorities mutually recognised by other countries while 11% believe
supra national securities organisations, like Euronext, must guarantee the
enforcement process.
Not surprisingly, the business community supports a market enforcement regime
(see Figure 31). On the contrary, participants active in government, non-profit
organisations and the like agree upon the creation of a European securities
organisation to enforce good corporate governance. Academics believe the actual
development path will be enforcement by a national supervision system but that
mutual recognition should be (further) developed175.
These opinions are not significantly different across activity classes176.
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E.g. CalPERS, TIAA-Cref.
E.g. Hermes.
172
E.g. the corporate governance guidelines of CalPERS for French and German listed corporations.
173
E.g. Peeters (15 March 2001). The Belgian holding corporation Electrafina will take over GBL, a
major stock listed holding company and Electrafina’s majority shareholder (reverse take-over). It uses
the low share price, due to the typical holding structure of Belgian listed companies, to acquire the
company at a share price of approximately 40% below the patrimonial value of the company.
174
Bebchuk(1999).
175
The differences between the opinions of the business community and the academics are significant,
but only at the 10%-level.
176
The largest number supports a market enforcement system, but also an European SEC, national
authorities mutually recognised or supra national securities organisations are supported by a number
of participants.
171
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3.5 Reflections on the future outlook of EU harmonization efforts

As highlighted in the previous sections, a large majority of Europeans (66,7%)
support a partial harmonisation route (see Figure 27). This does not coincide with
the views of some experts. Procaccia and Segal (2002) argue against the need for
harmonisation for two reasons. First, when the jurisdictions are meaningfully
different, they are better served by diversity than by uniformity or harmonisation;
any attempt to harmonise will fail in substance because the jurisdictions that have
different needs will interpret the uniform project in a different way. And second,
when jurisdictions are essentially similar, then they have sufficient incentives to
adopt similar laws, even without the intermediation of a harmonisation. Instead of
harmonisation, the SLIM working group of the EC developed methods to 'slim' or
simplify the first and second company law directives177. According to Timmermans
(2002) there is no motivation in the EU, in the European Commission or within the
member states to foster further company law harmonisation in order to achieve more
political unity in the EU.
Although the magnitude of harmonisation is not yet clear, some lines for
discussion can be drawn. Partial harmonisation will have to focus on the failures of
the current systems, certainly in light of improving the attractiveness of the
European capital markets. Possible corrections of evident failures are e.g. the need
177
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for enhanced transparency, European-wide disclosure rules and the better
representation of minority shareholders178. Here immediate measures will be
necessary. As discussed in the following paragraphs, harmonisation measures could
be developed on four different levels.
3.5.1 Measures at the level of corporate governance recommendations

Wymeersch (2002) points to parallel initiatives on corporate governance codes
and reform proposals with common elements like independent directors, separation
of the functions of chairman and CEO, board committees, functioning of the general
meeting, etc. Hopt (2002) highlights some other indicators of converging corporate
governance principles, i.e. the differences between the one-tier and the two-tier
board are diminishing in practice and international standards for independence of
auditors are being developed (not in the least under the pressure of scandals like
Enron). Strenger (1999) states that although national corporate governance patterns
will become more alike, they will not completely converge to one single standard.
Consequently all supra-national recommendations on corporate governance will
necessarily be too general and since they will only be able to provide background
and guidance, a second-tier of national initiatives will be necessary.
However, convergence on certain elements does not mean harmonisation, let
alone unification. Probably no one within the EU wants to impose one single
corporate governance model for all types of firms. But one could imagine that good
rules on corporate governance, based on actual developments in all member states
could arise as 'European Principles on good corporate governance', and would
recognise the different realities in the member states. All those who argue that, for
their national capital market, one needs good rules of corporate governance have a
hard case to prove that, once you go for a European capital market, you do not need
a set of similar European capital market rules179.
Some authors point to the potential side-effects of the growing impact of
corporate governance recommendations. In fact they start off as more or less
informal self-regulatory forms of soft law, but tend to get over time the status of
more formal regulations. Rickford (2002) is convinced that code requirements are
becoming the rule for boards in the U.K. and critiques the silent regulatory
presumption in favour of corporate governance codes. Pettet (2002) states in this
respect that most company law and securities regulation come from government
intervention, while corporate governance codes present us with a different
phenomenon, emanating from lower levels180. Codes are self-regulatory, but
Wymeersch (2002) also sees migration to the traditional case-law, which he does not
178

Many academics are convinced that the dominance of large shareholders is a reflection of inadequate
investor protection. More open capital markets will only be attainable as far as the protection of
minority shareholders is guaranteed. The question is why there has not been, up till now, a
countervailing pressure to adaptat the regulation. Answers to this question have to be found in
defensive moves and important powers of large blockholders.
179
Van Hulle (2002).
180
Drivers behind these codes seem to be the accountancy profession, institutional investors, the
corporate governance service industry and government (who gets its regulation very cheaply).
Rickford (2002) showed that rationalisation often comes afterwards.
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consider to be a good phenomenon. Rossi (2002) states that with the new drive to
develop corporate governance codes we are facing a kind of global law without a
state. He is very critical of this evolution: it is a new religion, any rational seems to
be out of the door.
Taken the aforementioned elements into consideration, we must recognise the
need for basic European governance principles. However, at the same time we
should be vigilant that these rules must offer sufficient flexibility to translate these
basic principles to master the divergent governance challenges of business firms
throughout Europe (see Chapter 5). Moreover we should be aware that selfregulation for listed companies must be based on a democratic process, because the
migration path easily leads to a more generalised application and to even stricter
rules and legislation.
3.5.2 Measures at the level of company law

Hansmann and Kraakman (2002) see weak forces for convergence on the legal
level in two respects: cross-border harmonisation (especially in the EU) and
competition between jurisdictions. The European Union has been striving for about
30 years to reach an agreement on a "European company statute". The European
Commission181 wants to offer it to industry, which is pressing for the possibility to
set up under European law, but experience has shown that it is difficult to reach
(political) consensus. The actual text refers to a European regime, which will to a
large extent be regulated by reference to national law and only harmonisation in
some respects.
An alternative to the partial harmonisation of company law could be to focus on
an evolution towards a two-tier or three-tier company legislation. This coincides
with the suggestions on adapting the corporate governance system to the type of
firm in Chapter 5 182 . A three-tier company law could be based on the following
simplified firm typology:
true public companies: stock exchange listed companies
closely held public companies with different types of owners: financial
holding or group company, industrial or strategic group company, family
owned, etc.
closely held private companies, either independent entrepreneurial firms or
dependent subsidiaries183.
The actions to be taken mainly focus on the protection of minority shareholders
but some also relate to the protection of the interests of the other stakeholders. Issues
that need further attention include voting rights, voting procedures (and cross-border
voting), (financial) disclosure, electronic filing of financial statements, take-over
directive184, transfer of corporate seat, cross-border merger, etc. A first priority could
181

Van Hulle (2002).
For a more detailed discussion on possible types of firms, we refer to section 3 of Chapter 5.
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Wymeersch(1998),p. 1053-1054; see also Goergen (1998), p. 165.
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For more information on take-over bids and the
directive, see Wymeersch (2002). The main
headlines are a mandatory bid rule, actions by the Board of Directors to frustrate the bid are not
allowed, the aim is to prevent the use of the most traditional anti-take-over techniques. However this
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be to focus on the protection of minority shareholders and to impose European
disclosure and accounting standards. This could provide the necessary transparency
for small shareholders. For public companies, disclosure requirements for pyramidal
groups, for the structure of ownership and voting rights should be mandatory and
enforcement should be strict. However, we agree with Gugler (2001) that it is not
sufficient to focus on the protection of minority shareholders alone. As clearly
highlighted in our survey, the optimal solution for Europe is another type of policy:
to (restrictedly) allow the issuance of non-voting stock. This is both a low cost
method of remaining in control and raising needed outside equity capital. Combined
with a tough protection of minority shareholders it could circumvent the potential
threat of reference shareholder entrenchment.
3.5.3 On the level of capital markets law

Attention should be devoted to the compliance with strict(er) corporate
governance recommendations and the general principles of company law and
accounting rules. In addition, other issues are also essential in this respect:
Harmonisation of listing requirements
Harmonisation of detailed disclosure rules
Uniform enforcement rules. The question being 'Who will become the
guardian of compliance, monitoring and enforcement?’
3.5.4 Attempts to reach an agreement on a single set of accounting standards

Attempts to reach an agreement on a single set of accounting standards are still
without final result. Globalising accounting standards are a form of 'harmless
mutations'185. While the U.S. is using the U.S. GAAP as its 'global' reference, the EU
opted for IAS as the single reference framework for consolidated accounts within
the EU from 2005 onwards.
There remains quite a number of issues that need further clarification. Consensus
is desirable as to what the purpose of financial accounting should be186. The central
goal, according to Coffee (2002), is comparability, what he calls network
externality. We not only need comparability, we also need enforcement. It is often
stated that financial markets are global and therefore accounting standards have to
be global. Companies would prefer to accept more stringent rules if those were the
only ones that they have to apply in providing information187.
The process of internationalising accounting standards and principles is highly
political188. It is a classic transatlantic battle between the U.S. and Europe. Amihud
(2002) thinks that the global accounting system tends towards the U.S. system, not
because of the self-confidence of the Americans, but because of the need of the
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leaves untouched a great number of protections. Consequently the effects of this directive will be
quite different in the member countries because of the diverging practices on this point.
Hansmann and Kraakman (2002).
Ebke(2002).
Winter (2000).
Ebke(2002).
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market. However, the recent problems with Enron, however could bring new
arguments in the battle between U.S.-GAAP and IAS.
Romano's suggestion (2002) goes the other way around. Let there be a standard
that a firm can choose to comply with... Why not favour the solution the European
countries have adopted ? The effects of such a globalisation on the profitability and
balance sheets of corporations will be quite different from one system to another.
So from this perspective harmonisation touches upon business politics.
Winter (2000), however, finds the battle over accounting principles and
accounting systems largely irrelevant. The information provided is retrospective,
while the real relevant information is prospective. The real concern for rule makers
should be on disclosure of prospective information. This information relates to the
distribution of prospective information, both timely and equally189 to all market
players and the quality of prospective information.
Another relevant question is how we can control those who make the rules? Does
the governance system of the IASC compare to the standards of modern corporate
governance?

189

An interesting development in this respect is the regulation FD (Fair Disclosure) of the SEC. This
regulation is essentially about equal information to all relevant parties: if any company, listed in the
U.S., reveals any material information during a discussion with a securities analyst or anyone who is
not a direct agent of the company, such an information must be immediately reported publicly to the
SEC. Since this application will probably be extraterritorial (applies also to corporations outside the
U.S., with a listing in the U.S.), a new battle is looming at the horizon.

CHAPTER 5
DIVERGENCE WITHIN A CONVERGING TREND: A
TENTATIVE FRAMEWORK FOR FURTHER
ANALYSIS AND DISCUSSION

1. FROM FINANCIAL CORPORATE GOVERNANCE TO SOCIALLY
RESPONSIBLE CORPORATE GOVERNANCE
Comparing the content of the traditional corporate governance debate with the
multitude of challenges a corporate board is faced with, it is more than necessary to
deepen and widen the corporate governance debate. In order to understand the
reason for this growing divide one has to go back to the roots of the actual corporate
governance debate.

1.1 A brief overview of the drivers behind the actual corporate governance debate
As highlighted in previous chapters, attention on corporate governance has
mainly grown out of the shareholder activism of institutional shareholders in an
Anglo-American context. Although this shareholder activism has really been the
trigger for an increased awareness for good corporate governance, numerous other
driving forces have jointly influenced the actual context of this discussion. The
numerous drivers can be summarised as follows190:
Positive or offensive drivers. Under the pressure of shareholder activism,
listed firms as well as the stock exchange authorities became convinced of the
need for good corporate governance. Listening to the needs of these (minority)
shareholders, institutional shareholders mainly focused on shareholder rights,
protection of minority shareholders and accountability towards shareholders
and disclosure issues.
Negative or defensive drivers. Numerous corporate governance
recommendations have been initiated after financial distress, business
scandals, etc. One of the most, if not the most important corporate governance
code, namely the Cadbury code, was a reaction to scandals such as BCCI and
190

For a more detailed discussion see Van den Berghe (2002).
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Maxwell. Consequently the scope of such codes is largely defined to remedy
insufficient 'control' and abuse of power.
Commercial drivers. Different business sectors have been instrumental in
organising the discussion and in developing corporate governance
recommendations. Important players in this respect have been numerous, like
auditors, headhunting organisations, shareholder services firms, directors’
institutes, etc.

Although often ignored, the impact of these commercial firms and service
organisations is crucial to understand the actual content of the corporate governance
discussion. Since these business sectors are rather different in nature and ambition,
their impact on the actual corporate governance discussion has been quite different.
Auditors for instance, are mainly interested in corporate governance processes to
manage risk and produce reliable financial statements. Attention has therefore been
given to financial control, audit and risk management. Shareholder service firms on
the other hand, foster better shareholder rights as well as measures to facilitate
voting procedures.
This overview helps to understand why the emphasis of the traditional corporate
governance debate has been on 'financial' corporate governance. It is time to broaden
the discussion to integrate all relevant dimensions of the actual challenges corporate
boards are faced with.

1.2 From financial corporate governance to socially responsible corporate
governance

The agenda of corporate boards has changed drastically the last couple of years.
If the 1990 were the decade of the shareholder, it is possible that the first decade of
the
century will broaden the claims on corporate governance to include other
stakeholders. This has, to some extent, been the case for a long time in numerous
Continental European countries. Recently the pressure from non-governmental
organisations (NGO's) and anti-globalist movements gained so much attention that
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global firms can no longer ignore this diverse set of stakeholders. In this globalising
world, NGOs become more and more the 'conscience' of the world. Faced with their
increasing pressure for sustainability and sustainable enterprise, the business world
realises that it is no longer sufficient to live by the law and focus on profitability. In
an era were shareholder value seems to be the reference base for all (listed) firms,
global companies grow ever more vulnerable, if they do not balance the interests of
all stakeholders. Stimulated and influenced by these actions, the society at large
considers good corporate governance as the prerequisite for sustainable growth and
welfare within a globalising business environment. In such a context corporate
governance gets a far broader content.
Figure 32 gives an overview of the dimensions corporate governance could
cover. The content attached to corporate governance is quite different according to
the specific focus.

Corporate financial governance focuses on the structures and processes
necessary for the pursuit of shareholder value. Important elements in this discussion
are shareholder rights, protection of minority shareholders as well as transparency
and disclosure issues. This is by far the most important focus of the investment
community in general and shareholder service firms more specifically.
In order to reach the goal of corporate financial governance, attention
traditionally focussed on conformance issues. The main emphasis of the many codes
and recommendations has been on the development of a set of rules and principles
that corporations should respect.
Living up to the formal standards or benchmarks became the reference point to
judge the quality of corporate governance. Many of these recommendations can
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easily lead to a kind of 'box ticking' exercise with some 'superficial' or 'cosmetic'
adaptations. The focus on compliance can therefore be at the detriment of sufficient
attention for governance reality. Interesting examples where such 'box ticking' often
applies, is in disclosing the composition of the board, the minimal number of
independent directors, the establishment of board committees etc. The great
challenge, however, is to change the fundamentals, which have more to do with the
correct governance attitude and behaviour of (business) leaders and directors. Only
then will substance reign over form (see insert).

Conformance is the central point for audit and related issues. But numerous are
also the corporate governance codes, recommendations, governance rating systems,
etc. that were developed from this perspective. The emphasis on conformance
resulted in many recommendations to organise better control and supervision over
management, like establishing board committees, such as the audit committee, the
search for truly independent directors, management oversight etc. However the
failure of numerous firms that followed these recommendations, at least formally,
has created much support for an enlarged governance approach (see Insert).

The disproportionate emphasis on conformance distracted attention from the
complimentary issues of performance. We may not forget that corporate governance
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is not an aim in itself, but a mechanism of structures and processes to allow
companies to realise their ambitions and goals and to create welfare and economic
well-being. The pursuit of shareholder value is certainly hampered if the emphasis in
processes and board structures is univocally oriented towards control and
supervision (see inserts). Attention must be given to the establishment of the
necessary structures and processes to realise a firm's strategic ambitions.
Entrepreneurship and stewardship are instrumental ingredients to foster business
prosperity.

Traditionally, directors have been (very) sensitive to the demands of their
shareholders. In the modern business environment, firms more and more have to
cope with other critical stakeholders (for more detail, see section 7 in Chapter 3).
The challenge for corporate governance in general, and board members more
specifically, is to include the duty of balancing the interests of all stakeholders. In an
information and knowledge society a firm's reputation, its intellectual capital, and
finally its licence to operate, become largely dependent on respect for this complex
balance of interests.
Therefore, the content of corporate governance has to be broadened to 'socially
responsible corporate governance'. The essential difference between financial
corporate governance and socially responsible governance lies in the definition of
the goal of the firm in general and of corporate governance more specifically. In
both cases corporate governance is about structures and processes to allow the firm
to realise its strategic goals. Financial corporate governance defines the firm as the
instrument of the shareholders and considers that the role of the firm and its
directors' duties are simply shareholder value maximisation. Socially responsible
corporate governance defines the firm as a long-term partnership of shareholders and
other stakeholders. Therefore corporate governance should aim at optimising the
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(long-term) return to shareholders whilst satisfying the legitimate191 expectations of
stakeholders192. In fact, this supposes that shareholders become shared value
holders. Understanding the issue of socially responsible corporate governance now
lies at the heart of good corporate governance. It is essential in establishing a
corporate brand, so that frustrating this broader scope of corporate governance could
prove to be commercial suicide193.
Socially responsible corporate governance is far more than taking the interests of
employees into consideration. It is about balancing the legitimate interests of all
stakeholders involved. Moreover the emphasis on ethics and sustainable growth is
primary.
It is interesting to observe that the U.K. is really taking the lead in this new trend
in corporate governance. Several British initiatives enforce socially responsible
corporate governance. The Turnbull Report lays down new duties for corporate
governance in the direction of 'holistic risk management', going far beyond the
traditional financial audit194. Stakeholder reporting places new responsibilities on
company's directors for disclosure far beyond the financial statements. Moreover the
British government has assigned an important role to pension funds in promoting
corporate social responsibility. In 1999, a provision was added to the Occupational
Pension Schemes Regulations, stating that the compulsory description of investment
policy must be accompanied by a statement of the extent to which social,
environmental or ethical considerations play a role. Via this indirect route, pension
funds are encouraged to assign the necessary importance to corporate social
responsibility. Given that employees are their 'shareholders', a more socially
responsible corporate governance could well be the consequence:

These broader responsibilities of pension funds are influencing the shareholder
activists worldwide (see insert "Dow Jones Newswires").

191

192
193
194

Legitimate expectations should be stressed, because socially responsible corporate governance in
general and the stakeholder model more specifically is only a viable route for the future if the
emphasis is on a balanced mix of interests. This supposes that no fundamentalists prevail, that want to
capture most of a firms benefits for 'their' group. This danger is real with too much emphasis on
environmental interests, social interests as well as it is the case with the sole focus on shareholder
fundamentalists.
For a more detailed description of these differences, we can refer to section 7 of Chapter 3.
Cassidy (2001); Chang and Ha (2001).
The Institute of Chartered Accounts (1999).
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1.3 Europe could take the lead in fostering greater accountability for socially
responsible corporate governance

Most attention of corporate governance is now going to the protection of the
rights of (minority) shareholders. Such good governance practices are seen as a
necessary instrument to develop a successful capital market and to foster economic
development. It is only recently (e.g. new OECD-code for multinational companies)
that corporate governance recommendations are seen as a vehicle to foster
sustainable entrepreneurship.
More attention for sustainable enterprise is necessary, not only for the benefit of
the society, but for the business firms themselves. If the business world wants to
prosper in a critical knowledge society, some of the actual concerns will have to be
addressed:
Cadbury (1996) believes that enterprises are acquiring increasing power as
worldwide organisations, certainly in comparison with the more limited scale
of the political organisations. This necessitates the need for more responsibility
and an increased attention for corporate governance.
Gomez (1997) wonders 'who runs the world?' and believes that the free market
cannot be an adequate guarantee that community interests will be protected.
Consequently, he suggests that standards regarding corporate governance must
be developed to make up for these market failures.
The Dutch newspaper, De Volkskrant, stated that 'The world is reverberating
with mergers. Governments will soon no longer be necessary. Parliamentary
elections are becoming meetings of shareholders. If everything is merged with
everything else, God will be asked to take over as manager.'
Consensus is fairly high that power without responsibility is dangerous195. Monks
and Minow (1996) compare the dangerous situation in which the CEO has too much
power, without adequate responsibility, with an omnipotent president without the
'countervailing power' of an independent elected congress. With multinational
corporations, larger in assets and population than many countries196, they see no
clear answer to the question to whom these great enterprises are accountable. They
state that the limits of governments in a global economy force us to question
whether the current structure provides enough of a balance to protect society against
abuses of corporate power.
Continental Europe has historically focused on a balanced role of the firm
towards shareholders as well as other stakeholders. Recently different signs in the
195
196

Australian Working Group on Corporate Governance (1995), p. 13.
For a comparison between the ranking of global firms and states, see De Morgen (4 December 1999)
and appendix 11.
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U.K. point to an increased interest for the stakeholder model as well. Therefore, it is
clear that the EU could lead the way in developing this enlarged version of corporate
governance (see Insert).

2. FROM CONVERGENCE IN GEOGRAPHIC PERSPECTIVE TO
CONVERGENCE IN CORPORATE PERSPECTIVE

The Market-Oriented Standard School of corporate governance believes that the
only relevant governance model that deserves attention is the so-called 'Berle &
Means firm', which refers to the publicly listed company with a wide dispersed
shareholding. This is the dominant type of firm in the Anglo-American corporate
governance systems. Given the complex European environment, where other types
of firm form the backbone of the economy, many European academics as well as
business people prefer the so-called 'diversity' concept (see chapter 4).
Diversity can be found from a geographical perspective (the so-called national
systems of corporate governance) as well as from a business or firm perspective.
Before deciding on what route to follow, the concept of dominant firm needs to be
understood.
2.1.1 The concept of the dominant firm logic

The 'path-dependency' theory of corporate governance helps us to define this
concept. Since most company law and government recommendations still refer to
the national boundaries as their domain of application, it is clear that reference is
made to the local economic and business environment when developing company
laws, capital market regulations, corporate governance recommendations, etc. This
is all the more relevant since corporate governance principles, and especially the
more detailed national recommendations, are to a large extent a complementary
addition to the national legal principles, laws and regulations. Consequently, the
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most dominant form of governance structures will become the reference for
developing national laws, regulations and self-regulatory recommendations. This
explains to a large extent why global capital markets, headed by Anglo-American
countries, have opted for the "Berle & Means" model of the publicly listed company
with a very dispersed shareholding. On the contrary, Continental European countries
have quite diverging business models, so that the 'dominant firm logic' leads to
different national corporate governance laws and recommendations. Therefore the
dominant firm logic explains why the so-called 'single European market' does not
exist when it comes to corporate governance, company law and capital market
regulations.
2.1.2 Beyond the national reference framework

The more firms become international and the more capital markets globalise, the
more it becomes difficult to rely solely on a national reference framework. It seems
that we cannot any longer speak very accurately about the national model. Rather,
we may be evolving to a model where firms and industry groups will have quite
different corporate governance structures, depending not so much on the country of
their headquarters but upon their shareholding structures, size, strategy etc. The
more business groups compete for capital, labour and market share on the global
market place, the more they will have to adapt to the rules of the global market
game. The more their local environment differs from this global business
environment, the more difficult it will become to cope with these diverse rules and
regulations. This opens the broad discussion of divergence versus convergence that
was at the heart of the First European Corporate Governance Conference (2000).
From the discussions and the inquiry during that conference197, it became clear that
the Continental European countries prefer firm and national divergence with a
minimal European and global convergence.
Increasingly, Anglo-American researchers also believe that the Diversity School
offers a valid solution to define the best corporate governance models:

197

For a detailed analysis of this inquiry see Appendix 10.1.
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Defining an optimal governance system is necessary in order to give the firm a
better chance for success and to foster the creation of shareholder value and the
economic wealth for all stakeholders. As already highlighted in Chapter 4, optimal
corporate governance can be developed along a double track: while the basic
corporate governance principles are universal, their translation and implementation
in practice needs to be differentiated according to the type of firm (and its relevant
governance challenges and problems).
2.1.3 The basic corporate governance principles are universal

As highlighted in the previous section good, corporate governance combines
recipes and recommendations for conformance as well as performance. The three
main ingredients of conformance are basic principles of accountability and the
fiduciary duties of directors; minimal level of disclosure and transparency; setting
norms for integrity and ethical behaviour. Since governance is about allocation of
power and giving justification for the use of power, governance structures need to be
designed with clear delegation of power, responsibilities, checks and balances. The
members of the board, or other governing body, must be selected according to the
principles of professionalism, ethical behaviour and independence. Accountability
and control are fundamental but they can only be safeguarded with sufficient
disclosure and transparency.
While conformance must be achieved through transparency, accountability and
integrity, performance needs stewardship and entrepreneurial monitoring.
2.1.4 Differentiated recommendations for the implementation of the basic
governance principles

Depending on the type of the firm, these basic principles will have to be
implemented on the basis of quite different recommendations. Looking at the need
for 'conformance', one can state that for each disease, another recipe will be
necessary. Looking at the need for 'performance', enterpreneurship and stewardship
will be secured in quite different ways, depending on the typology of shareholding
and its adjacent monitoring mechanisms.
Although there is worldwide support for the basic corporate governance
principles, we may not forget that a 'one-size-fits-all' set of detailed guidelines is
neither realistic, nor advisable. Once we go beyond the mere basic principles and
enter into more detailed guidelines, we have to be aware that such recommendations
have to fit with and complement, the legal and socio-economic framework. These
frameworks differ from one country to another. Differentiation on the base of
national boundaries alone is however insufficient. In order to define an 'optimal
governance structure and process' a great deal of attention should be given to more
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micro-economic variables like the development phase of the company, its
shareholding structure, the balance of power between capital and labour, etc.
Although far more research and practical testing is needed to fine-tune a relevant
typology198, we attempt to develop here a proposal199 for a relevant framework.

3. PROPOSED TYPOLOGY

Before looking at the typology itself, we must stress again that corporate
governance is not the privilege of listed companies. It is understandable that the
highest priority in corporate governance is given to listed companies, because these
companies use 'public' funds to finance their economic development. However, this
does not mean that other types of firms do not need good corporate governance or
that the non-listed firms are irrelevant for the economic prosperity and creation of
wealth!
In Chapter 4 we referred to the possibility of creating a two or three-tier
company law. The three-tier company law could be based on the following
simplified firm typology:
true public companies: stock exchange listed companies
closely held public limited companies with different types of owner: financial
holding or group company, industrial or strategic group company, family
owned, etc.
closely held private companies, either independent entrepreneurial firms or
dependent subsidiaries200.
Although we would like to propose a more diversified typology, our 'traditional
firm types' can easily be regrouped into the previous three-tier typology. Our
taxonomy starts from the inventory of potential conflicts of interest or agency
problems, for which specific governance recommendations have to be developed. It
is our firm belief that a linking of the firm taxonomy with the governance problem
categories is not only unique, it is certainly helpful in identifying the best treatments.
In fact, it is based on the hypothesis that different diseases need different recipes.
The essential line of thinking in the taxonomy we want to develop is that different
firm characteristics, such as shareholding structure and types of shareholders, define
to a large extent the potential conflicts of interest or agency conflicts for which
specific governance recommendations will be necessary201.
198

The large-scale research of the World Economic Forum (WEF) forms the backbone of the
competitiveness index and could be a valuable source of reference in this respect.
199
All suggestions and remarks are welcome to further adapt this typology.
200
Wymeersch (1998), p. 1053-1054; Goergen (1998), p. 165.
201
It must be mentioned that some researchers doubt to what extent these differences really make sense.
In this respect it is worthwhile to refer to the statement made by Becht and Mayer (2001): 'One thing
that all countries seem to have in common is that nobody likes control to be contestable'. It seems that
there is a high degree of management entrenchment in all countries. Therefore he develops a new
theory, which he calls the irrelevance theory (see appendix 12). Irrelevance, because it seems that the
ownership structure is irrelevant in the face of dominant mangement control.
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In order to highlight the most relevant types of firms one can limit the typology
to a first set of characteristic business firms: the private family owned businesses,
firms with concentrated ownership with controlling blockowners either private or
publicly owned, and the autonomous firm. These three types form the basic typology
of today's business world202. However, new evolutions need further attention, such
as the Silicon Valley model, the network organisation, as well as the institutional
investors' capitalism model. All these models will be studied in more detail in the
next sections.

3.1 Traditional typology of firms

3.1.1 Private family-owned business

Private family-owned businesses are characterised by specific agency conflicts
that need tailored governance recipes. Agency conflicts that are typical for the
private family-owned business firms relate mainly to potential conflicts between
family members, between family and non-family directors and management, etc. A
very specific danger is that such firms focus on family problems instead of business
problems (stereotypical image of the family firm: worked at play and played at
work). One of their special forces lies in the entrepreneurship of their founders and
owners. But these strong personalities can be rather reluctant to devote timely and
sufficient attention to the professionalisation of management and direction in
general, and to the continuity and succession more specifically. Moreover the
growth and expansion of these firms can be hampered by limitations in financial
family resources.
Specific remedies to cope with the specific agency conflicts include first of all
the professionalisation of governance processes and clear governance structures
(separate for the family and for the business). Special attention is needed to set up a
continuity structure that captures the problems of succession as well as growth
financing. Formal as well as emotional attention needs to integrate specific
traditional corporate governance rules, such as outside directors (non-shareholders),
transparency and disclosure etc.
Probably this analysis helps in answering the question of why family control is
so pervasive throughout the world. Although these types of firms are often blamed
for having the deficiencies in their governance structures and processes, they remain
the backbone in numerous economies. One answer as to why this is the case could
be that while private control has its deficiencies, market incompleteness makes
private control a necessity for certain types of economic activity: e.g. start-ups,
business activities that need a long-term focus (e.g. highly volatile businesses),
activities with a more modest return (efficient control and cost of control is more
demanding in listed companies, leading to a higher cost of control, which demands
higher returns).
202

Gugler (2001).
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3.1.2 Concentrated ownership with controlling blockowners

A second major class of firms is controlled by block-owners, with a distinction
between controlling blockholding within listed companies and controlling
blockholding within private companies. From the perspective of corporate
governance both types of firms do compare in a large part, notwithstanding of
course some important differences.
The agency problems common in these firms can be summarised under the
expression 'strong owners - weak managers' and 'private benefits'. Blockholders or
dominant investors can exercise a disproportionate power (private control bias) over
the firm at the detriment of the minority shareholders and the firm itself. Because
dominant investors can exert disproportionate power, they can abuse their powerful
position to realise private benefits. Private benefits can be realised by ignoring the
principle of arms' length for dealings between the firm and its dominant
shareholder(s), by self-dealing and inside trading. More subtle methods of private
benefits are the misuse of corporate information for the private benefit of
blockholders. These common agency problems necessitate comparable corporate
governance recipes: protection of minority shareholders, independent directors
(independent from the large blockowners), take-over rules, insider trading rules,
regulations for coping with conflicts of interest.
Notwithstanding these common elements, differences are also important. Given
the 'open' capital structure of listed companies, the need to defend minority
shareholders and the need for transparency will be far more important in companies
that solicit capital in the open market.
In practice, the route from closed blockholding to open structures is rather
different from an international perspective. There seem to be large differences once
family businesses go public. In the U.S. and the U.K., after a some years of listing,
further sales of equity lead to dispersed control. This is not the case in Continental
Europe, with a concentrated control even for listed companies (see analysis in
Chapter 3). Therefore regulations for listed companies should take into
consideration that the corporate governance needs of listed companies are different
when these firms have controlling blockowners, or on the contrary, are more
'autonomous' firms (see model of the 'autonomous' firm in the next section).
3.1.3 The 'autonomous' firm

An 'autonomous' firm can be defined as a corporation where the management has
a strong and rather autonomous position. Two quite opposing governance models
can be at the origin of this autonomy.
First, the one share-one vote principle combined with a dispersed shareholding,
leads to the so-called 'weak owners/strong managers' phenomenon. This
phenomenon has first been analysed by Berle and Means and is therefore often
referred to as the 'Berle & Means' model. It is the dominant firm logic inherent in the
U.S. business world203.
203

Some argue that these types of firm prevail in the U.S. because of overregulation: regulation, that
drives out concentration. Dispersed ownership and control in the U.S. results from a populist agenda
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Second, the non-voting share system can lead to the same governance problem of
'weak owners/strong managers', albeit needing quite different recipes to solve
potential conflicts of interest. Although it is under growing attack from shareholder
circles, such system is still the dominant firm logic in the Netherlands.
3.1.4 The "Berle & Means" firm

This firm model has already gained quite some attention, because it really is the
reference model or the dominant firm logic of the outsider system.
The agency problems in the Berle & Means firm are not due to the fact that the
owner has no say or voting rights, but that shareholding is so dispersed that their
impact is limited and they are not in a position to cost-effectively monitor the
company. Consequently, management is in a relative strong position. A management
control bias holds the danger of abuse of power. Entrenchment by management
leads to private benefits for managers: with weak owners, managers are in a strong
position, so they can give priority to their ambition and interests, eventually to the
detriment of the shareholders or even of the firm.
Possible remedies for coping with these agency problems have well been studied
in the Anglo-American governance literature. They are in fact at the heart of the
increasing popularity of shareholder activism. Disciplinary mechanisms and
monitoring devices include: outside monitors, such as independent directors
(independent from management204), (hostile) take-over market205, stock ownership
and option plans for management, shareholder rights against management selfdealing, competition in the market for managers and in product markets etc...
3.1.5 The non-voting system

Autonomy of management can also be reached in a system where the voting
rights are no longer coupled with the economic property of the stock. In such a
system the owner or shareholder has no direct say or voting right. For each share
two basic rights are dissociated: the cash flow right is attached to the 'certificate',
while the voting right is centralised in a foundation. A more subtle way of
centralising voting rights is to arrange that the voting rights of shareholders that are
absent in the annual shareholders' meeting are pooled into a voting trust.
Although the autonomy of management can be beneficial for the long-term
stability and development of a firm, concentration of power in the hands of
management can indeed lead to a management control bias, typical for the strong
managers/weak owners syndrome. This danger can even be more important if the
non-voting shares are coupled with a detailed set of anti-take over mechanisms.
of imposing regulatory impediments on concentration of control in the hands of a small number of
investors. This leads to impediments to free choice of corporate structure in the U.S. (cf. Black
(1990), Roe (1993)).
204
Being a quite different definition than in the case of concentrated ownership with controlling
blockowners.
205
Some argue that the high severance pay for changes of control is so extraordinary high in most CEO's
contracts, that most of their resistance to hostile bids has basically been eliminated. They actually
have a big exit option (Romano (2002)).

CHAPTER 5

131

Disciplinary mechanisms and monitoring will therefore be necessary to cope with
the potential agency problems such as private benefits, abuse of power and other
agency conflicts. One possible recipe could be to give shareholders more impact.
However other mechanisms will also be necessary (cf. previous model), such as
independent directors (independent from management), a more open take-over
market, etc.

3.2 New formats that deserve academic and business attention

Throughout the past years, new types of corporate governance models have
grown to the extent that they significantly impact economic activity.
3.2.1 Institutional investor capitalism

Institutional Investor Capitalism copes with agency problems within institutional
investors206. Institutional investors are not immune to conflicts of interest and
control bias problems. The governors, directors or managers of institutional
investors can have other ambitions and interests than portfolio value-maximisation.
Examples in this respect are private benefits, political ambition, or more fund
specific conflicts of interest such as union funds targeting firms where labour
contract negotiations are going on.
To remedy the aforementioned problems, corporate governance rules for
institutional investors should be developed207. Institutional investors will need to
monitor their own corporate governance programs. Such governance rules must
include control devices as well as incentives to focus fund managers' attention to the
creation of value for their 'shareholders'/ stakeholders.
Control devices must provide managers of institutional investors with
disciplinary mechanisms and incentives to minimise the effect of possible agency
problems on portfolio performance. Essential solutions in this respect are greater
internal and external controls.
Internal controls will be necessary to redirect the resources expended on activism
to their highest valued use and increase the incentives for fund managers to
undertake proposals that truly enhance sustainable shareholder value. Funds must
engage in periodic comprehensive review of their shareholder-activism programs to
identify the most fruitful governance objectives. For that reason industry
206
207

Romano (2002).
In the UK, the so-called Myners Review, first published in March 2001, proposes a structure of 'fund
governance'. Myners identified numerous distortions in the way that institutional shareowner assets
are invested. He suggested that a voluntary governance code should be applied to pension funds and
other institutional investors, the ultimate aim being "a culture of pension fund governance." His
Review offers a two page set of "basic principles of an affective approach to investment decisionmaking." Many of the points raised by Myners will form the basis of the discussions in the ICGN's
Shareholder Rights and Responsibilities Committee, headed by Geert Raaijmakers. While the Myners
Review is only a UK guideline, the ICGN Committee will seek a statement that applies to all markets.
(ICGNews 2001).
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associations should adopt good practice standards for activist programs and
eventually require auditors to certify.
External controls on institutional investors include disclosure of their voting
behaviour and obligatory voting. Romano (2002) suggests shifting the financial
burden of shareholder proposals by changing the SEC proxy proposal rules. In order
to eliminate the current subsidy of proposal sponsorship, she proposes that only
successful challengers can recover their costs (no remuneration, unless a proposal
achieves substantial voting success). However, she is realistic and expects that such
rule will be politically difficult to implement!

3.2.2 The 'silicon valley' model208
The network firm of the Silicon Valley Model could give rise to new types of
agency conflicts, such as the lack of arms-length financing and the interlocking
governance roles.
The lack of arms-length financing. The emergent relationships between venture
capitalists and high-tech entrepreneurial firms embrace more than the supply of risk
capital to independent minded entrepreneurs. In fact these relationships lead to a
new type of relational financing, rather than arms-length financing according to the
traditional funding principles. One of the triggering questions is why arms-length
financing and anonymous markets are not the preferred model for this type of firms.
The main explanation could be that there are important synergies between venture
capital funding and the entrepreneur's design project (in both directions). Moreover,
greater incentives than under traditional financing come with the higher risk profile
and the need for refinancing and continuation of financial support by the venture
capitalist.
Interlocking governance roles. The stewardship and monitoring of the firm are
interlocked. This holds for the venture capitalist as well as for the
intrapreneurs/shareholders. This combination of financial and intellectual capital
(intrapreneurs/shareholders) will force important changes to the governance
model209. The venture capitalist exercises a broad range of governance roles210.
Venture capitalists are also in a more complex position because of their active
involvement in competing firms. Through their specialisation, they can even
exercise a considerable market impact. They can develop co-operative relationships
on the level of innovation efforts (such as parallel development of software
technology; information is collected, transmitted and shared across competing firms
and venture capitalists play an intermediate role in this communication process).
Venture capitalists can even be an important partner in setting industry standards:
"venture capitalists can play just as important a role in mediating the information
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Aoki(1999).
Parallel but slightly different corporate models are developed through the partnerships between
consultants and their high-tech customers: instead of the traditional fee business (taximeter principle)
their advice to start-ups and new economy firms is increasingly being remunerated with shares. The
function of advisor and financier is again intertwined (e.g. Accenture, A.D. Little).
210
Van den Berghe and Levrau (200 1b).
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necessary for endogenously forming and setting standards de facto and spreading
them in emerging markets"211.
Given that the venture capitalist usually retains a control block of shares, this
model also suffers of the typical agency problems inherent to a model with a
reference shareholder and minority shareholders.
The truly revolutionary nature of the Silicon Valley model lies in its ability to
generate innovative business models. However, the application of this model may be
limited to domains in which successful developmental projects are expected to yield
extremely high values in markets, somewhat reminiscent of the lottery. The end of
the Internet Bubble has shown that venture capitalists more and more re-align with
traditional funding principles. Nevertheless their higher involvement and complex
or even conflicting governance roles do necessitate special attention. It is therefore
necessary to look at the multi-faceted relationships of a cluster of entrepreneurial
start-up firms and venture capitalists. The remedy to cope with the specific agency
problems of these new types of firms has to be further developed. Although the
governance problems and remedies of the blockholding model are useful in this
respect, their interlocking governance roles seriously complicate the potential
conflicts of interest. Moreover, the traditional role of a board of directors needs quite
substantial adaptations to play its key role in the governance of high tech firms (see
insert below).

3.2.3 The network organisation

The concept of the Network Organisation does not start from the 'legal' concept
of a 'company', but from the strategic concept of the value chain. In fact, it focuses
more on the strategic and stewardship perspective of corporate governance. As such,
it is no longer only about 'corporate' governance, but also about 'system' governance.
In a globalising economy, the firm is no longer a synonym for the term company or
corporation in the legal sense of the word. In the modern economy, a 'business
organisation' or a 'corporation' is increasingly composed of a network of separately
incorporated firms that make agreements between each other, forming networks and
211
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joint ventures. Each of these legal firms is subject to a corporate governance type of
control. But the new network organisation as a whole is often not subjected to any
system of corporate governance.
This creates quite a lot of new governance problems:
Which interests does the management of a networked company serve? Those
of the network or those of the shareholder?
The social systems of such networks involve relationships that are not
conducted at arm's length, even if they are formally so defined. Being part of a
network reduces the autonomy of the firms that belong to it. A network firm
can no longer autonomously create value or maximise profits, because the
network as a whole creates the value. ... Differences in role and power
position can lead to the fact that the total value tends not to be evenly
distributed, not even proportionate to the levels of capital invested.
What is the role of the general meeting of shareholders with regard to the firm
it controls, if this firm is part of a value network? … However, insourcing
contractors may have started as normal suppliers, and it may be difficult to
decide when to enter into more distant relationships.... Shareholders
themselves would have to constitute a network and be involved in multiple
firms and sit on multiple supervisory boards. This in turn might cause conflicts
between different shareholders - for instance those who are part of the network
and those who participate only in a single firm'.

The traditional 'institutional' governance must therefore be replaced/
complemented by 'contractual' governance. We see a search for forms and
techniques with which alliances can be controlled. But also the agency costs will be
different: agency problems between the top governance structure and the
management of the operational units. The board must get much closer to the
operation, because co-operation between complementary units has to be more
actively conditioned and the role of specific knowledge increases the dependence on
individuals and teams (gone is the command and control culture and the traditional
hierarchy).
An interesting example of a (defensive212) move in developing a separate
corporate law mechanism for partnerships can be found in the U.K., where recently
a limited liability partnership structure has been developed, at the demand of large
partnership firms like accountants and consultants.
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It seems to be a defensive move against other legislative initiatives that favoured the chartering of
partnerships, like the one in Jersey (Davies (2002)).
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4. FROM CORPORATE GOVERNANCE TO SOCIETAL GOVERNANCE

4.1 Some general suggestions for further research

Considering the global trend to impose increasinly though corporate governance
principles on the business world, it is surprising to observe that the same focus on
governance principles is (almost) lacking in many other organisations. The list of
organisations that need further attention from a governance perspective is
unfortunately very long. It is striking that institutional investors, supra-national
organisations or non-governmental organisations, whose impact is expanding
quickly, do not face nor practice harder governance rules. Other examples of
organisations that do not face the same scrutiny from a governance perspective can
be found in the social profit sector, not-for profit organisations, or in governmental
enterprises.
Potential agency conflicts and control bias can exist because most of these
organisations are not subject to market disciplinary measures, nor are they under
clear rules of control, accountability and disclosure.
There are some good arguments why such discriminatory attention is no longer
sustainable when it comes to good governance principles. In today's global capital
market, the scrutiny of firms is to a large extent in the hands of institutional
investors. By definition, their main goal is to 'invest' public funds. So why should
they not be subject to the same type of scrutiny that they force upon the companies
they invest in213? The same holds for supra-national organisations that play an everincreasing role in formulating governance recommendations. In this globalising
world, the influence and 'countervailing' power of NGOs is gaining increasing
impact. However, these organisations need to upgrade their position, credibility and
transparency by creating a comparable set of (self-regulatory) governance rules.
Also governments and their governmental enterprises play a significant role. Given
their weight, their visibility and leading regulatory role, this segment of the economy
cannot ignore the basic corporate governance principles.
So one can conclude that all these types of 'non-market' organisations do need
more governance attention. However, the detailed guidelines of 'corporate'
governance can not be extrapolated as such to these institutions. An adapted set of
governance rules is needed. Our inquiry in Chapter 4 revealed that introducing
societal governance will necessitate more than a set of adapted recommendations.
Quite substantial convincing and awareness creation with the parties involved will
be necessary in order to find sufficient support for applying these recommendations
in practice.
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For a more detailed overview of corporate governance within institutional investors, see section 3.2.1.
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4.2 Repositioning corporate governance: there is more to come

Combining all of the above elements of the concept of corporate governance, we
propose the following approach. Figure 33 illustrates our hypothesis that focusing on
financial corporate governance of "Berle & Means" firms is too narrow ("Fully
Open - Dispersed Shareholdership"). It is not only a question of a 'one-size-fits-all'
approach that is not useful to the rich pallet of business and other organisations. It
also shows how inefficient all the attention for good corporate governance must be
when so many organisations do not get the attention they so badly need. At least 7
other organisational contexts can be identified : listed companies with reference
shareholding, Silicon Valey model, private companies with external partners, closed
family-owned companies, subsidiaries, social profit organisation and governmentowned organisations. In addition, the category of subsidiaries can be extended to
company groups, joint ventures. Institutional capitalism by stewards of pension
funds can be considered as an extension of the listed companies with reference
shareholding.
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5. MONITORING CORPORATE GOVERNANCE

5.1 Opting for strict monitoring and self-regulation of commercial firms and nonprofit organisations

As was already stated several times, good corporate governance is not only a
matter of developing rules and benchmarks. Enforcing that the rules are applied is
essential, but mere box-ticking is not sufficient. Moreover enforcement will be quite
different whether self-regulation or strict legislation is chosen as the route forward.
We would like to defend the choice for a self-regulatory approach because selfregulation is more market-driven and more flexible and as such is more able to
respond to the fast changing business environment. Of course, such an approach
necessitates a number of accompanying monitoring devices. It is indeed not
sufficient to have a set of principles and guidelines to reach the goal of good
governance practices. Monitoring compliance with these principles and guidelines is
instrumental in this respect. Most attention of corporate governance experts and
governance working groups has gone to defining best practices and setting corporate
governance principles and recommendations. Monitoring has attracted far less
attention. Nevertheless it is crucial, especially if self-regulation or soft law has to
remain the preferred route to better corporate governance.
Most corporate governance recommendations, even those integrated in the listing
requirements of stock exchanges opt for the so-called 'comply-or-explain' principle.
But such form of self-regulation without good monitoring is of no great value.
Therefore the question of enforcement of corporate governance recommendations
entails another important issue: who would be the monitor to foster good corporate
governance practices? For listed companies, the supervisory authorities of the
capital markets as well as (large) institutional investors have been identified as those
to have the duty of monitoring. The more we leave the scenery of open, public
companies and enter into private companies, the more other monitors will be
necessary. It is here that the main shareholder(s) will play a chief role in fostering
shareholder value. However, this monitoring is not sufficient to reach the goal of a
balanced attention for all shareholders and stakeholders involved. In this respect an
independent board and independent auditors can play a very crucial role. Given the
lack of disciplinary market mechanisms, the monitoring of non-commercial
organisations will be a difficult task. The media may play an important role in
scrutinising these organisations and fostering good governance practices.
When discussing optimal monitoring one also needs to look into the approach
used. We already warned against a pure box ticking approach (see section 1.2). The
issues corporate governance has to tackle are so important, but at the same time so
complex, that a pure formal system can never reach the necessary changes in
practice. It is clear that substance must prevail over form. It is without any doubt
that the main emphasis should be on changing the attitude and behaviour of business
leaders.
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5.2 The monitoring role of securities markets

The role for security markets is related to the responsibility for developing the
rule book (listing requirements), supervision and monitoring.
However, the increasing market focus and competition between stock exchanges
necessitates greater care in developing the correct listing rules and supervising the
compliance with these rules. An independent monitoring is certainly advisable in a
more international competitive struggle between stock exchange organisations.
Today, discussion is going on in Europe whether national supervisory authorities
can cope with multinational firms, listed on European stock markets. As highlighted
in Chapter 4, the creation of a European Securities and Exchange Commission, is
only supported by some Europeans, whereas the U.S. has had the SEC since 1933.
The Lamfalussy report and its further work have to be seen as an attempt to reach
that European financial market environment.

5.3 The monitoring role of institutional investors

The monitoring role of international institutional investors is welcomed by quite
a number of governance adepts. Monks and Minow (1996) see salvation coming
from these institutional investors:

However, more and more critique is uttered on the limited role institutional
investors can play in monitoring corporate governance practices. Rojo and Garrido
(2002) are disbelievers in the monitoring role of institutional investors:

Stapledon and Bates (2002) point to the growing concern about the low level of
voting by institutional investors in listed U.K. companies. They refer to the research
of the Newbold Committee that investigated why this is the case. Their main
conclusions being that the voting cycle is a tortuous process, because there are too
many layers and responsibilities214 and the relationships involved are rather
214

The layers include the institutional investor, the custodian and the fund manager. In practice this can
eventually be further complicated by a 'pooled nominee system' or 'omnibus account' (= custodians
sometimes amalgamate several clients' shareholdings) and by the fact that large pension funds often
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complicated215. They suggest some solutions to turn this vicious circle into a
virtuous one216.

5.4 Does shareholder activism really matter?

Shareholder activism and especially the role of active institutional investors are
at the hart of redefining and enforcing good corporate governance. Their
recommendations should facilitate entrepreneurship and economic welfare. This
must be the ultimate test of the validity of shareholder activism. However the
opinions are inconclusive as to the final outcome of shareholder activism. In the
previous sections we will highlight that institutional investors themselves believe in
the positive effect of their shareholder activism. Academic research however seems
to be very inconclusive in this respect. Numerous possible explanations are given for
these inconclusive results. However we conclude that, whatever these results may
show, the strong belief in shareholder activism leads to some extent to a selffulfilling prophecy.
5.4.1 Institutional investors believe in the positive effect of their shareholder
activism

By targeting at under-performing companies and pressurising for better corporate
governance CalPERS proved that enormous increases in profitability were possible.
The so-called 'CalPERS-effect' is used in the governance literature to illustrate this
positive impact of increased shareholder activism217. Estimates carried out for
CalPERS by Wilshire Associates demonstrated that the 42 American enterprises in
which the Californian pension fund invested, had under-performed with respect to
the S&P 500 index by 68% in the 5 years before the arrival of CalPERS. In the
subsequent 5 years, after the active shareholding of CalPERS, those companies'
performance exceeded that same index by 41%!
McKinsey has been measuring the willingness of institutional investors to pay a
premium for investing in well-governed corporations in 1996218 and in 2000219.

engage more than one fund manager or that listed companies hire an external register to manage the
company's register of members or shareholders.
215
In reality often a complicated relationship exist, that is different according to the type of institutional
investor. Three main levels of relationship have to be distinguished: registered ownership (known
with 'company'), beneficial ownership (economic property and return), control rights (voting).
216
They suggest to designate a person to whom the general meeting documents must be sent, and from
whom a completed proxy form must be accepted (mostly the fund manager, so that the custodian can
be by-passed); this will lead to a direct benefit for institutional investors by reducing the complexities
of voting; there will also be an indirect (spin-off) benefit for the listed company, because of the
facility to identify voting-right holders without the necessity to pay external firms to do so.
217
Nesbitt (1994).
218
Felton et al. (1996).
219
McKinsey & Co. (June 2000).
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The key findings of the McKinsey investor survey poll indicate some global
trends in the positive outcome of shareholder activism. Firstly, over 80 percent of
investors say they would pay more for the shares of a well-governed company than
for those of a poorly governed company with comparable financial performance.
Secondly, three-quarters of investors say board practices are at least as important to
them as financial performance when they are evaluating companies for investment.
Thirdly, the actual premium investors say they would be willing to pay for a wellgoverned company differs by country. For example, investors say they would pay 18
percent more for the shares of a well-governed U.K. company than for the shares of
a company with similar financial performance but poorer governance practices.
They would be willing to pay a 22 percent premium for a well-governed Italian
company, and a 27 percent premium for one in Venezuela or Indonesia.
5.4.2 Academic research however is very inconclusive

Notwithstanding this global belief in the positive impact of shareholder activism,
there is limited academic research, finding a direct positive relationship between
company performance and specific issues, imposed by shareholder activists220.
Some authors find positive effects. For example, Millstein and MacAvoy (1998)
studied corporations, considered well-governed by CalPERS, and found a
substantial and significant correlation between active and independent boards at the
one hand and superior corporate performance at the other hand. Thomsen and
Pedersen (2000) establish a strong effect of ownership on the market to book value,
if the largest owner is an institutional investor. He explains this effect by the relative
preference for shareholder value of institutions in contrast to possible non-profit
interests of other owners. The country of origin seems to influence this result, e.g.
the effect of institutional investor ownership on market-to-book values was larger
for companies based in the U.K.
220

An overview of selected studies on corporate governance and performance can be found in the Report
of The Conference Board on The Link Between Corporate Governance and Performance (1998).
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Notwithstanding commentators' generally enthusiastic assessment of the
development of shareholder activism, some empirical studies suggest that it has no
effect on targeted firms' performance. Romano (2002) thinks that much shareholder
activism is misdirected because it focuses on factors that are not relevant for
performance221. Therefore institutional investors must refocus their activism on
factors that have a significant impact. Although the data base is somewhat outdated
(dates back to the beginning of the nineties) the study is interesting, regarding its
scope and depth as well as with regard to the results:
Take-over defences (36-48% of the proposals): most research is on poison pills
and leads to inconclusive empirical results, with only important positive effect
for poison pill adoptions where the board consists of a majority of outsiders!
Only a few studies focus on other defences such as cumulative voting, golden
parachutes and staggered boards.
Confidential voting (18-44% of the proposals): the attention for this point is
based on the potential conflict of interest, that can prevent institutional
investors from voting against management when doing so would maximise
share value. The explanation being that money managers aspire to do business
with the firm whose shares they hold. This aspiration could be jeopardised by
voting against management. No empirical tests exist of the extent to which
confidential voting would change this attitude. Recent research done by
Romano leads to a negative outcome: confidential voting appears to have an
insignificant impact on voting outcomes. There is a discrepancy between
expectations and reality, so that one cannot conclude that confidential voting
proposals are a valuable use of the resources of institutional investors. Private
negotiations often have a short-term positive effect.
Executive compensation (<10% of the proposals): At the end of eighties and
the beginning of the nineties, this issue received much smaller attention than
take-over defences, and none were sponsored by pension funds. The majority
of the available studies called for limits on executive pay or requirements that
directors own stock. Here again there is a lack of a positive performance effect,
which is understandable because of the perverse effect: how could a decrease
in management's incentives lead to a greater attention for an increasing share
value?
Board of Directors (9 - 16% of the proposals): pension funds proposals on
board composition (majority of independent directors) and board structure
(splitting the function of CEO and chairman of the board) do not have a
significant effect on performance. This can be explained by the fact that
pension funds do not possess superior information regarding optimal board
structure. The only relevant effect observed is on CEO turnover and takeovers.

221

Poorly performing firms are often targeted by institutional investors. but differences remain : e.g.
CalPERS chooses explicitly its targets among the poor performers, whereas TIAA-CREF uses firms'
corporate governance characteristics rather than a performance criterion. Moreover, the targeted firms
have high institutional and low insider shareholdings.
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No social responsibility proposals were passed between 1986 & 1990. In those
years public pension funds did not engage in symbolic politics.
5.4.3 In search of explanations behind the inconclusive results

Several types of explanations can be found for this inconclusiveness of research.
The problems of cross-reference and the path-dependency theory (see point 2.2.2 of
chapter 2) imply that institutional pressure to change corporate governance practices
should be differentiated according to the legal environment in which a targeted
company operates. A parallel argument can be found in the study of Black (2001).
He states that the variation in firm behaviour in the United States is small, and may
be too small to observe large performance differences. On the contrary, his test of
the relationship between corporate governance and a firm’s market value in Russia
revealed a striking correlation222. Although his results are tentative due to the small
sampling size, they are in line with the observations of the McKinsey study (2000)
that premiums for good corporate governance are higher in less reliable governance
environments.
It can also be stated that the methods used to study the relationship between
corporate governance and firm performance cause numerous problems. Firm
performance is indeed a complex issue. There is not only the question of how to
measure performance, but especially the fact that performance is finally the outcome
of many inter-linking factors. Corporate governance is only one possible element
within the whole set of performance drivers. Moreover, most studies only focus on
one or a limited number of specific corporate governance issues, mostly defined
from a box ticking perspective rather than by taking the real corporate governance
behaviour into consideration. This is certainly true when focusing only on a
corporate governance variable, like the distinction between the functions of CEO
and chairman of the board, or on the number of independent directors. The
usefulness of corporate governance recommendations, which cover a wide area of
business practices, may not be judged on fragmental analysis. Russell Reynolds
Associates (2000) argue that it pays to follow corporate governance practices rather
than box ticking minimum guidelines. This is all the more dangerous, if the analysis
covers a wide diversity of firms, that need different governance processes and
structures. In a word, measurement is difficult. Corporate performance and
governance activism involves dynamic changing situations, and many of the desired
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Black (2001) tested how much governance behaviour affects a firm’s market value in Russia. He
characterises the corporate governance environment as being a country with weak laws, governing
behaviour by firms and their insiders, with weak norms for insider conduct and weak reputational
constraints on insider conduct. He used corporate governance rankings for a small sample of 16
Russian public companies and combined these rankings with data on their actual market capitalisation
and their potential Western market capitalisation, based on multiples of assets, capacity or revenue.
The correlation between these firms’ value ratios and corporate governance rankings offer a measure
of the importance of corporate governance behaviour for investors in Russian firms. The correlation is
striking. He found that an improvement in governance ranking by one standard deviation predicts an
increase in firm value by a factor 8,58. A standard deviation is approximately 15 points. The results
are tentative due to the small sampling size but nevertheless they must be considered important.
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variables for study are not quantifiable. Furthermore, cause and effect are not easily
assumed223.
One other possible reason for the diverging opinions on the monitoring role of
institutional investors, can be found in the heterogeneous set of players and legal
environments. There is a considerable difference in investment behaviour, time
horizon, volume of business, know how etc. between private and public pension
funds (especially relevant in the U.S.) and between pension funds, mutual funds and
indexed funds. In most countries, important differences exist between the activism
of pension funds and insurance companies. Also on the level of regulatory principles
for their respective investments, great differences exist. Some countries make or
want to make voting by (public) pension funds obligatory (U.S., U.K.), while others
do not.
5.4.4 Shareholder activism: a self-fulfilling prophecy?

Comparing academic and business perspectives, it is clear that the link between
shareholder activism for good corporate governance and better performing
companies is still open for discussion. However, as long as the business world in
general and the institutional investors more specifically believe in such a positive
relationship, they will have the last word. In a global capital market, with a growing
influence of institutional investors, it is not so much that shareholders will vote with
their feet', but especially that they will set the tone where to invest and by doing so,
decide what good corporate governance is all about.
In this respect, we already pointed to the investment behaviour of CalPERS and
TIAA-CREF, and their potential multiplicator effect. The study of McKinsey
(2000), points into the same direction. Another consultant, Russell Reynolds
Associates (2000) also states that many institutional investors clearly believe that
this relationship is present. Attracting new institutional investors could be easier if
some of these 'global players' believe in your company. To increase the probability
of success, most institutional investors select their targets strategically. This implies
that (smaller) institutional investors mainly target corporations that already possess a
high level of institutional ownership224. Whether the performance effect of
shareholder activism can scientifically be proven is to some extent irrelevant as long
as they agree on it, their belief becomes a kind of self-fulfilling prophecy.

5.5 From shareholder activism to shareholder monitoring: rehabilitation of the
role of the owner-entrepreneur

Monitoring by institutional investors is becoming a hot issue in today's corporate
governance discussions. Institutional shareholders, especially the larger ones, who
were at the origin of shareholder activism, are 'turning up the heat'. Some decades
223
224

The Conference Board (1998).
Romano (2002).
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ago they started their activism with the plea for respecting governance benchmarks
(see section 3.3.3.2 in Chapter 3). Romano (2002) explains that U.S. institutional
investors have played a very active role since 1986. However since 1994, the
American unions have overtaken public pension funds as the most active
governance proposal sponsors225!
This shareholder activism placed institutional investors at the origin of the
development of codes of corporate governance. Other actions focused at improving
the impact of institutional investors in shareholder meetings. They demanded respect
for shareholder rights (principle of one share-one vote) and fostered the
development of efficient voting procedures (proxy voting, record date, etc.).
Additional disciplinary mechanisms have been 'name and shame' actions to
pressurise for change (e.g. the famous 'black list' of CalPERS). Investor relations in
general and one-to-one meetings with top executives became an additional route to
influence corporate governance practices.
More and more, institutional investors realise that shareholder activism through
active participation in shareholder meetings, or through one-to-one meetings with
management is no guarantee for efficient and effective monitoring. They become
interested in more active ways of monitoring, such as taking on responsibilities as
non-executive directors. In doing so, they indirectly subscribe to the benefits of the
blockholding model. Indeed, this model is typically characterised by a very active
monitoring by the reference shareholder(s). The question remains to what extent this
return to the roots of the owner-monitor rings in the end of the true publicly traded
company. On the other hand doubts can be raised to what extent institutional
shareholder activism is indeed able to replicate the blockholding-based governance
systems and thereby fill the void in managerial monitoring which occurs.
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On the changing role of the Institutional Investors: Gerke et al. (2002); Rojo and Garrido (2002).

CHAPTER 6
EXECUTIVE SUMMARY

Before concluding, it is necessary to remind the reader of the main headlines of
the previous chapters, so that the link between analysis, conclusions and suggestions
for further research and discussion becomes more straightforward. For that reason
we start this summary with an content overview of the previous chapters.
Not integrated in this summary are the headlines of the conclusions. They seem
to be too important, so that we would like to urge the reader to get a complete
picture of this concluding chapter.

1. THE BOOK'S CONTENT
This book tries to stimulate a broad and multi-disciplinary debate on the
convergence of corporate governance systems by integrating academic viewpoints,
empirical evidence as well as field surveys.
Chapter 2 looks for evidence from the corporate governance literature. Based on
a thorough analysis of a large number of publications and studies, we propose to
group the opinions of researchers into three categories: those that believe in a
convergence into the direction of the market-oriented model (with the outsider
system as the reference base), those that opt for another type of convergence, namely
into the direction of a hybrid corporate governance model (based on cross-reference
between different leading governance models), and those that do not belief in global
convergence but adhere to diversity of governance models.
Chapter 3 approaches the question of convergence or divergence from a pure
objective perspective, namely on the base of empirical evidence. The aim of this
chapter is to analyse to what extent the relevant characteristics of different corporate
governance systems point to a converging or diverging trend. The governance
characteristics studied include the role of capital markets, shareholding structures
and influence, shareholder rights, the market for corporate control and anti-take-over
mechanisms, the board system, disclosure and accounting rules as well as
accountability issues (which are linked to the role of the firm).
Chapter 4 is based on a survey with practitioners as well as academics. The
survey examined the actual views on a number of governance issues, as developed
in chapters 2 and 3. Questions focus on the future outlook of corporate governance
within the European Union as well as on the role and format of corporate
governance codes and recommendations.
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In Chapter 5, a tentative framework for further analysis and discussion is
developed. It broadens the discussion on corporate governance beyond the actual
focus on convergence of financial corporate governance principles and
recommendations to include performance issues as well as socially responsible
corporate governance. The scope is also broadened beyond the mere 'corporate'
dimension into the direction of societal corporate governance. To develop effective
and efficient corporate governance systems the route of convergence from a
geographical perspective is replaced with a more diversified taxonomy. Our
proposed typology combines elements of convergence in terms of a global capital
market model with important distinctions according to the typology of the firm. For
this firm typology not only traditional firm models, like the Berle & Means firm or
the privately owned business firm, are used. Future challenging models are included
like the Institutional Investor Capitalism, the Silicon Valley Model and the Network
Organisation.

2. THE QUESTION, WHICH CORPORATE GOVERNANCE MODEL WILL
REIGN, HAS BECOME A MATTER OF PUBLIC INTEREST AND DEBATE

The issue of corporate governance models has gained substantial interest. To
what extent the globalising economy and capital markets will stimulate or even
necessitate convergence of the numerous governance models, is still a point of great
divergence. Some academics believe that globalisation will lead to convergence to a
model that closely resembles the American corporate governance model. Others
accept the convergence thesis, but believe that a hybrid system will emerge, which
takes into account the best features of the main governance models. Others still
argue that global convergence will not occur due to cultural diversity, different
economic and legal systems, and different goals and aspirations.
The question 'which corporate governance model will reign' is especially
relevant for Europe since a unified Europe will need to discuss its positioning in
relation to corporate governance. Whether Europe will opt for a full (European)
convergence or whether divergence will persist is a matter of great debate. Europe is
still figuring out if a true European model has to be developed.

3. THE SPECTRUM OF GOVERNANCE MODELS

Most of the discussion on converging corporate governance principles and
models is based on questioning to what extent the 'outsider' model is superior. It is
often assumed that there is one group of competing governance models, referred to
as the 'insider' or 'network' model. The outsider system has dispersed ownership with
financing through equity and corporate bond markets. Given the reliance on capital
markets, this model is also referred to as the market-oriented model. In this model

CHAPTER 6

147

conflicts of interests arise between entrenched managers and dispersed shareholders,
conflicts referred to as agency problems.
In the absence of a strong owner as monitor, other types of monitoring need to be
developed. A first instrument is an independent board of directors. Effective
monitoring of entrenched managers necessitates that the external directors are really
independent of management. Executive compensation plans are seen as another
mechanisms to align the interest of managers and shareholders. Also the take-over
market is an instrument to discipline management. Given the 'outside' character of
the owners, they rely upon external information. This implies the need for stringent
rules in relation to disclosure and transparency.
In the insider system, corporations have concentrated ownership. Equity and
corporate bond markets play a significantly smaller role than in the outsider system,
bank financing plays a more prominent role as well as non-financial corporations
and (to some extent) individual or family shareholders. This model is also referred to
as the network-oriented model. Continental European countries are systematically
classified in this category. The same holds for Japan.
Concentrated ownership potentially leads to quite different governance
problems. One major disadvantage of this structure is the danger of rent extracting
policy of the major(ity) shareholder. Small investors can suffer when they do not
have the legal rights to protect their stake. In these models, protection of minority
shareholders is an important issue. The independence of the board is seen to be
instrumental in protecting the firms' interest in general and the interests of minority
shareholders in particular. In the insider system 'independence' will therefore be
interpreted differently than in the outsider system, where independence in relation to
management gets the highest priority. In the insider system, independence of the
board depends on their relationship with the most powerful stakeholder, being the
reference shareholder.
In countries having an insider system banks are often both shareholder and major
creditor. This enhances conflicts of interest, as the bank wants to decrease the risk
taken by the corporation that it finances. Such a risk-adverse policy tends to reduce
the number of investment opportunities. Also the close link between concentrated
ownership and control ambitions can limit the growth potential of companies. Firms
with a concentrated ownership structure might be unable to exploit the ability to
grow to optimal (global) size and thereby to exploit the opportunities of
globalisation and economic integration.
A number of variables were found to significantly influence the governance
system and its optimal norms and standards:
shareholding structures and influence of (some/all) shareholders, with
attention for the role of the capital market, the different types of shareholders,
concentration of shareholding and voting power, shareholder activism and
protection of minority rights;
boards of directors, with attention for the board structure, the relative
importance of outsiders and independent directors and directors' remuneration
structure;
the market for corporate control and anti-take-over mechanisms;
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disclosure and accounting rules;
role of the firm and shareholder value.

4. CONVERGENCE OR DIVERGENCE: EVIDENCE FROM THE CORPORATE
GOVERNANCE LITERATURE

Based on a thorough analysis of a large number of publications and studies, we
grouped the opinions of researchers into three categories226: the first group are those
that believe in a convergence toward the market-oriented model. The second group
opts for a convergence towards a hybrid corporate governance model. The third
group comprises those that do not believe in global convergence but adhere to
diversity of governance models.
4.1 Standard school

The Standard School believes that globalisation of the economy and capital
markets will lead corporate governance systems to convergence to one standard
model. What this standard model will look like is not straightforward. Two main
variants are: the outsider system and its specific corporate governance system and a
hybrid system based on the most successful elements of the insider and outsider
system.
4.1.1 The market-oriented model as the basic reference model

The market-oriented Standard School believes that the evolutionary process of
capital markets and listed companies will lead to one model: the market-oriented
model. The Standard School is convinced that for the interests of society, the best
corporate governance system is to make corporate managers accountable to only
shareholders. Firms operating under the standard shareholder-oriented model seem
to have major advantages as they have access to equity capital at a lower cost and
more rapidly abandon inefficient investments. It is argued that while other models
may demonstrate great efficiency, the ability of shareholder-oriented corporations to
expand more rapidly, while having access to international equity markets, will create
over time a general standard model that will win the competitive struggle.
The market-oriented Standard School identifies structural changes that bring
corporations in Europe and Japan closer to this market-oriented model. They are
convinced that the blockholder system will gradually disappear due to AngloAmerican style of financial regulation, shareholding rights and enforceability in
courts. According to this school of thought convergence into the direction of a
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worldwide hegemony for market institutions is a certainty because only the market
system reflects an efficient evolutionary process.
4.1.2 Convergence towards a hybrid corporate governance model

This Hybrid school also believes that convergence will take place due to global
competition. But contrary to the market-oriented standard model, this school
assumes that the two main corporate governance systems (the market-oriented
system and the insider system) possess equal strengths so that each system can and
should learn from the other. The hybrid Standard School is built on the idea of crossreference, which supposes divisibility of corporate governance systems and
transferability.
Several arguments are given to support the hypothesis of cross-reference with the
insider system becoming more market-oriented and the Anglo-American having
greater concentration of shareholding, so as to rely on a more stable longer-term
commitment by shareholders. The failures of market systems can be ameliorated
with devices from blockholder systems and devices from market systems can
overcome the failures of the blockholding system.
Others see the knowledge society as the driving force behind the construction of
a hybrid governance model. This implies a larger role of human capital so that the
supremacy of financial capital and shareholders is no longer possible. Moreover
knowledge workers and critical consumers will pressure companies to foster
sustainable business practices instead of optimising short-term shareholder value.
In many different circles, examples can be found of a possible convergence into
the direction of a hybrid system. Clear examples are the political programs of many
governments throughout Europe, programs that focus on this hybrid 'middle' way.
4.2 The diversity school

This school does not believe in the superiority of the Anglo-American marketoriented system, nor do they they accept the cross-reference model, because they are
convinced that corporate governance is a system that cannot transfer parts from other
systems without breaking the equilibrium of the system itself. In contrast to both
Standard Schools, the main hypothesis of the Diversity School is that instead of
standardisation, differentiation is necessary.
The Diversity School rejects global convergence because each national
governance system is a system with interdependencies and significant barriers to
cross-reference. Different corporate governance systems have incentive structures
that entail different trade-offs. These trade-offs delimit opportunities for productive
cross-reference. Hence, converging initiatives (e.g. encouraging deeper trading
markets in Europe or encouraging more blockholding in the U.S.) may lead to
disappointing results.
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4.2.1 Differentiation criteria

The Diversity School does not accept the idea of one global corporate
governance system, because of the many differences across nations and industries.
A first hypothesis is that there is no one dominant system because different types
of ownership and control are suited to different types of activities. Another
hypothesis is that a firm needs different corporate governance structures and
processes according to the phase of its life or development cycle. For example, large
listed companies with dispersed shareholding need a governance system different
from that for closed family businesses.
Selecting the right differentiation criteria essentially boils down to defining the
diversity of solutions to cope with a great variety of possible governance problems
and specific conflicts of interest. In fact, all constellations of ownership structure
involve costs and benefits. Corporate governance codes and recommendations, as
well as company law and capital markets law, should direct the corporate
governance system to its optimal format and prevent abuses. In a modern society,
the art of corporate governance is to strike a right balance between all relevant
interests involved, to minimise the conflicts of interest and to guard that the interests
of the firm (whatever they may be) are fostered.
4.2.2 Defining strategic choices and political priorities

Defining possible differentiation criteria is however only one part of the puzzle
facing the Diversity School. We developed the hypothesis that corporate governance
structures and systems matter for the realisation of corporate strategies. Since
strategies are micro-decisions whereas the corporate governance structures largely
depend on the macro-environment, reaching an optimal fit between the
macro/national corporate governance environment and a micro (corporate) strategy
becomes very important. Whereas global firms have more degrees of freedom to
choose, and even to influence their macro governance environment, this is not the
case for more 'local players'. Countries can create a competitive advantage for their
firms by facilitating the corporate governance structures needed for their
development. Some governance structures may limit strategic choices or even
prevent the realisation of specific (growth) strategies. As we have seen, the degree to
which the governance environment stimulates growth and innovation differs quite
substantially from one system to another. The governance environment becomes a
crucial element in the global competition. All countries will therefore have to reflect
upon their competitive position on the spectrum of governance models. A very
important question for the political scenery is what type of industries and what type
of business policies they want to support or even to stimulate. As long as these
questions are not univocally answered, European convergence, let alone global
convergence, will not be possible.
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5. CONVERGENCE OR DIVERGENCE: EVIDENCE FROM A STATISTICAL
PERSPECTIVE

5.1 Role of the capital market in corporate finance

The empirical evidence in Chapter 3 suggests that capital markets are becoming
increasingly important vehicles for corporate funding. It was striking to observe that
quite a number of Continental European countries are at least as market-oriented as
the U.S. and the U.K.
Moreover the consolidation and integration of stock exchanges and trading
platforms is forcing a gradual convergence of corporate governance standards. Stock
exchanges play an essential role in ensuring that investors have access to transparent
financial information about companies and in promoting basic standards of
corporate governance. The integration of stock market organisers will increase
competition on corporate governance standards. These developments occur at the
same time and force companies, which seek capital, to comply with international
standards regarding disclosure and governance. This evolution is enhanced by
multiple listings of large corporations.
Notwithstanding these rapid and market driven evolutions, complete
harmonisation of laws, regulatory structures, auditing principles, etc. is still lacking.
This process of globalisation is hampered by the national organisation of regulators,
law regimes, … Still, more than 30 stock markets are operating in Europe, all having
different supervisory authorities. A Committee of Wise man was set up in 2000 to
analyse these problems and to formulate possible solutions. This initiative could
foster the convergence of European legislation of the financial market organisation.
5.2 Different types of shareholders

From an international perspective, there is a striking difference in shareholder
structures. The major differences being between the so-called (continental
European) insider system versus the (Anglo-American) market-oriented or outsider
system. But even within the European Union diversity rules.
Major shifts occurred during the last decade in shareholder structure, especially
in countries like France and Spain and to a lesser degree also in Germany. Instead of
a convergence within Europe, the ownership structure seems to be diverging further.
However, this divergence could also be interpreted as signalling a quite different
speed at which the Continental European listed companies adhere to the AngloAmerican style of capitalism. As such this would again mean a global convergence,
but leading to further divergence within Europe.
We showed that the non-financial sector is by far the most important shareholder
of corporations in Italy (even increasing its importance since 1990) and Belgium.
The non-financial sector remains the primary investor -although to a decreasing
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degree- in Germany, Japan and Spain. In the 1990s, the German financial sector
significantly raised its importance as a shareholder of German corporations. Foreign
investors are still the main category of shareholders in the Netherlands (although
decreasing in relative importance) and have become the most important shareholder
category of large French and Spanish corporations. This contrasts significantly with
the U.S., where foreign influence is the lowest.
One of the most striking results is the substantial difference we observed within
the so-called 'Anglo-American' model. The most prevalent difference lies in the role
played by private individuals as shareholders (representing nearly 42% in the U.S.
versus only 15% in the U.K.). Although the financial sector plays a prominent role
in both countries, a thorough analysis revealed that their role is quite different. In the
U.K. the financial sector is by far the most important shareholder. Although the
financial sector is also a major force in the U.S. individual ownership is of
extraordinary importance. However, the comparable importance of the financial
sector in both countries is misleading. Indeed, important differences exist as to what
types of financial institutions play a role as shareholders. Whereas the most
important investors in the U.K. are insurance companies (and pension funds), U.S.
insurers are far less important investors. In the U.S., investment funds have a higher
impact. As is the case in Continental European countries, the foreign influence is far
more important in the U.K. than in the U.S.

5.3 Concentration of shareholding

As already highlighted, the "insider system" is characterised by a large degree of
ownership concentration, while the "outsider system" is characterised by widely
dispersed ownership. Moreover, ownership dispersion is seen as a pre-requisite for
liquid stock markets.
Some studies indicate that "the traditional system of concentrated ownership is,
at least marginally weakening across Europe". Converging ownership structures can
indeed become an important driver towards convergence of corporate governance
systems.
5.3.1 Differences from a geographic perspective

Listed companies are often controlled by their largest shareholder in countries
like Germany, Belgium, Italy and Austria. In Dutch, Swedish and Spanish
companies the largest shareholder has a significant influence and probably the
controlling power at general meetings. Control is concentrated in Continental
Europe not only because of the predominant influence of the largest shareholder, but
also because other significant blockholdings are lacking. However, there is a marked
variation within Europe, ranging from a 'private control bias' in Germany to a
modest 'management control bias' in the Anglo-American variety in the Netherlands
and Spain.
In the U.K. and the U.S. listed companies have a dispersed shareholdership and
can therefore be defined as true "Berle & Means" firms. However, there is still a
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considerable difference between the American and the British structure of corporate
control. Numerous U.K. companies are possibly controlled by a coalition of relative
equal shareholders. The potential for coalition is significantly larger in the U.K. than
in the U.S., because a typical block in the U.K. is twice as large as in the U.S. (10%
versus 5%).
5.3.2 Differences from a firm perspective

Firm scale is probably an important factor in explaining why different
governance models reign. Research has shown that the concentration patterns differ
across different company scales. The larger the competitively viable size, the larger
the firm’s capital resources needed. The higher value of such an ownership fraction
reduces the degree to which ownership is concentrated. The main shareholder has,
on average, a smaller voting block in the largest corporations. In all other size
classes, the main shareholder has a significantly larger voting block. This hypothesis
was confirmed by American as well as European research. Nevertheless the average
voting block of the largest shareholder substantially differs between different
countries. The differences between Continental European countries and the U.K. are
large for each size type.
5.3.3 Concentrated ownership goes hand in hand with lower free float and lower
trading in shares

Notwithstanding the growing dependence of European companies on capital
market financing, there remains an important difference with the companies in the
outsider system in respect to shareholder behaviour and attitude. The AngloAmerican markets can be characterised as being very liquid, whereas the "insider
system" leads to far less liquidity of stock markets. A first explanation is the smaller
percentage of free float. The second factor is the longer-term perspective of
shareholding. This is especially the case with the blockholders or reference
shareholders. However also the average owner of listed shares has a relative longterm perspective as a shareholder. This is not the case in countries like the U.S. Here
liquidity is far higher with day traders playing a very important role, while also
mutual funds and the like are important investors that have a relative short-term
investment horizon. Indeed, shareHOLDER seems to be a very relative term.
This difference creates a disadvantageous position for listed companies of the
insider system, because the rules of the capital markets are based on the dominant
firm logic of the outsider system with liquidity as one of the main characteristics.

5.4 The link between corporate finance and shareholder rights and protection of
financiers

The quality of the legal environment has a significant effect on the ability of
firms to raise external finance. Better legal protections enable the financiers to offer
entrepreneurs money at better terms. Moreover, the legal environment matters for
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the size and extent of a country's capital markets. Countries with better legal
protections have more external finance in the form of both higher valued and
broader capital markets. On the contrary, countries with poorer investor protections,
have smaller and narrower capital markets (equity as well as debt markets). Since
faster growing economies have higher capitalisation stock markets, it is important to
consider the quality of shareholder rights and protection of financiers.
According to different academic publications, common law countries provide
companies with better access to equity finance than civil law countries. Relative to
the rest of the world, common-law countries have a package of laws most protective
of shareholders. No common-law countries in the sample studied required
shareholders to deposit their shares prior to a general shareholder meeting. In Civillaw countries, the picture is far more heterogeneous. French-civil-law countries
offer the worst legal protection to shareholders. Further analysis revealed that the
quality of law enforcement did not substitute for the poor quality of French laws.
Stronger minority shareholder rights are associated with larger and broader equity
markets. Common law countries have by far the highest minority shareholder rights
(while being the lowest in French civil law countries). Consequently common law
countries have far more listed firms and more IPOs per inhabitant. Countries with
poor investor protections have more highly concentrated ownership of shares.
One striking difference that has not gained much attention in this analysis, is the
principle of 'one share-one vote'. Whereas the outsider system is often the
benchmark in corporate governance discussions, this is certainly not the case for the
equal rights of shareholders. In fact, researchers came to the conclusion that the
common law countries score very poorly in this respect, whereas the German as well
as the French law systems have a better score.
Two hypotheses on further convergence were studied. The first is the emergence
of international rules and recommendations on shareholder rights and protection.
The second was shareholder activism. Shareholder activism has become a
remarkable trend in corporate control and manifests itself in countries that fall under
different legal corporate governance systems.
5.4.1 Hypothesis on the future development of shareholder rights (legislation)
Two competing hypotheses address the dynamics of legislation affecting
shareholder rights. These hypotheses are largely comparable to the concepts
underlying the Standard School and the Diversity School.
The first hypothesis, comparable to the Diversity School, states that (corporate)
law evolves in a path dependent way and is resistant to change. Law and regulation
is incremental and shaped by pre-existing conditions. In particular, national
corporate law systems have witnessed few substantial changes so that convergence
could not be clearly observed. Controlling shareholders generally do not appear to
support legal reform that would enhance minority rights. On the contrary, they
typically lobby against it. Improvement of minority protections, or protection of any
shareholder group whatsoever inherently means a transfer of control away from the
majority shareholder to the minority shareholders. Even if the corporate laws were
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harmonised across countries, other legal rules and institutional constraints (tax laws,
codetermination legislation, etc.) would stand in the way of convergence.
The second hypothesis, in accordance with the Standard School, is that
convergence will take place not at the level of national law, but at different supranational level. Of special importance are the supranational initiatives of the OECD,
the EU harmonisation efforts (e.g. accounting standards, disclosure, transparency,
mergers and acquisitions), the regulatory role of stock exchanges and the growing
impact of institutional investors and shareholder activism. The OECD principles of
corporate governance are designed to help member and non-member governments in
their efforts to evaluate and improve the legal, institutional and regulatory
framework. They should also provide guidance and suggestions for stock exchanges,
investors, corporations, and other parties that have a role in the process of
developing good corporate governance, in particular, shareholder protection.
However, these principles are non-binding in nature. Their direct impact may
therefore be less prominent, but coupled with other converging trends, like
shareholder activism, the OECD framework could well become the reference base
for minimal global convergence, at least for listed companies.
Numerous factors hamper a harmonised European corporate governance
environment, such as the absence of harmonised regulation on crucial corporate
governance dimensions, the inconsistent implementation of the European Union
directives due to diverging interpretations, different options and implementation
periods. Also the existence of different tax systems and cultural differences are
considerable barriers towards European convergence of corporate governance.
Nevertheless, different actions point to an increasing drive to reach a true European
market. Illustrative in this respect are the support for the new regulation of European
Securities Markets proposed by the Lamfalussy Group of Wise Men, the creation of
a true European company and the EU working group to relaunch the EU take-over
directive.
5.4.2 Shareholder activism and institutional investors as a source of converging
corporate governance practices

The growing impact of institutional investors has been instrumental for the
increased attention for good practices in corporate governance. For a long time, the
shareholder activism was mainly a characteristic of the so-called "outsider system".
There is a clear belief that shareholder activism is globalising. Due to the
globalisation of the economy and the de-regulation of investment rules for
institutional investors, these investors more and more spread their portfolio
internationally. It can be expected that this trend will enhance corporate governance
activism outside the U.K. and the U.S. To some extent, these observations are
confirmed by our analysis of the shareholder structures. However, it seems that the
shareholder activism approach is different (less aggressive) in Continental Europe.
First, there is qualitative information that many institutional investors prefer one-toone meetings with management. There is also (indirect) empirical evidence that
institutional investors are less directly involved in the annual general shareholders'
meetings. The more their shareholding is internationalising, the more their presence
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at annual general meetings is decreasing. Notwithstanding these observations,
concrete examples of the globalisation effect of shareholder activism can be found in
the increased focus in many Continental European countries on disclosure in general
and disclosure of directors' remuneration more specifically.

5.5 Market for corporate control and (anti-)take-over mechanisms

In the U.S. and U.K., take-overs are an important instrument for corporate
restructuring. In the non-Anglo-American countries less take-over activity through
stock markets can be observed.
In the case of hostile take-overs the management of the target company opposes
the take-over. The occurrence of hostile take-overs is very much located in the U.S.
and U.K. Compared to the U.S. and U.K., no other country matches these take-over
activities. Moreover, the data do not suggest that convergence of take-over practices
took place.
Defence mechanisms against hostile take-overs have been the subject of many
discussions. Throughout the world numerous types of anti-take-over or defence
mechanism continue to flourish. Anti-take-over mechanisms in European countries
are quite different from those in the U.S. At the EU level, the European Commission
proposed measures to harmonise corporate take-over procedures in order to protect
investors. After years of efforts, national (anti-)take-over provisions are still in place
and differ substantially. This may obstruct the growth of a true European single
market, because of the absence of an equal level of protection for shareholders
throughout the European Union, in the event of a transfer of corporate control. The
objective of the Commission is to harmonise national rules for take-overs to create a
level playing field for cross-border bids, while ensuring a high level of protection for
minority shareholders and ensuring that they are treated the same as large
(institutional) investors. It is however not only a question of rules, implementation
also needs further attention.

5.6 The board of directors

5.6.1 The board structure

There are significant differences in organising board governance. In principle a
distinction has to be made between a one-tier board and a two-tier board structure.
In the first case executive directors as well as non-executives convene together,
forming one board, also referred to as the unitary or monistic board. In such a
system, the executives perform a double function: as directors they are involved in
board matters, as executives they are responsible for the operations and the daily
execution of board decisions. In the two-tier board system, the 'highest' board is
formed with non-executive or outside directors only. Their main duty lies in
supervision and control at the one hand and (strategic) advice at the other hand.
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Although different terms are used, this board can be referred to as the 'supervisory
board'. The second tier, who is responsible for execution, is the board of (executive)
directors, the executive or management board. Here the terminology can be more
confusing, e.g. the Dutch second tier is referred to as the board of directors, a term
commonly used for the unitary board of executive and non-executive directors.
From an international perspective there seems to be a correlation between the
different roles attached to the firm in society and board structuring. Persons that
believe in a stakeholder model are convinced that a two-tier model is the only
guarantee for a balanced respect for the interests of the different types of
stakeholders involved.
In practice however, these legal differences become blurred. In fact, the two
systems tend to converge at both ends of the spectrum of firms. Smaller companies
mostly use a one-tier board, even in those countries where a two-tier regime is the
rule for the larger corporations. On the other end of the spectrum, many larger
companies in countries with a unitary board structure delegate a substantial amount
of their governance to a chief executive officer, eventually forming an executive
board or and executive committee with other directors and managers.
This analysis points to a complex trend: growing convergence for the larger
(global) firms with an outspoken differentiation internationally as well as nationally
according to the type of the firm.
5.6.2 Number of directors

Research indicates that the legally different board structures throughout Europe
tend to converge. However it does not seem to be a convergence into one standard
board structure, but on the contrary into the direction of a differentiating structure
according to the type of the firm, its scale and its business culture. The size of the
board correlates with the size of the company. However for a large number of listed
companies it is found that board sizes are reduced to the internationally prescribed
levels.
5.6.3 Board independence

Since the introduction of the Cadbury-Code, many companies in the U.K. have
now a majority of outside or non-executive board members. Gradually, European
countries have witnessed similar practices.
Almost all corporate governance reports emphasise a sufficient number of
outsiders (non-executives) and genuine independent directors who are not involved
in day-to-day operations and corporate management, and independent from
(reference-)shareholders.
Independence is seen as an adequate remedy against the most important types of
governance diseases, i.e. conflicts of interests and abuses of powerful positions.
Independence should be defined according to the control and power structures that
differ across nations and companies: a different disease needs a different type of
medicine. The choice of the board structure is endogenous to the company.
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5.6.4 Board committees

Within the board of directors, committees are established to focus on several
specific board tasks. Recently, companies across Europe have adopted this practice
from companies in Anglo-American countries. In general, the three most important
committees are the audit, remuneration and nomination committee.
5.6.5 Directors' remuneration

A substantial difference in opinion exists as to the determination of the
remuneration 'package' and its link with corporate performance. Also the culture to
disclose individual remuneration packages substantially differs across European
countries. The Anglo-American governance model offers by far the highest degree
of transparency.

5.7 Disclosure rules

Across countries, disclosure systems and practices range from a purely liberal
attitude over best practices and prescriptive recommendations to regulatory and
legislative requirements. Most countries seem to opt for a minimal system of soft
law.
Disclosure regimes and practices are embedded in securities markets, legal
systems of shareholder rights, securities, corporate and bankruptcy laws, anticorruption laws, protections against fraud on investors, sophisticated courts and
regulators, as well as enforcement mechanisms and an experienced accounting and
auditing sector. In addition, transparency and disclosure are stimulated by private
sector institutions such as institutional investors, professional associations of
directors, corporate secretaries and managers, rating agencies, securities analysts and
a sophisticated financial press.
It is often stated that disclosure practices in Europe lag behind the U.S. and U.K.
These countries are seen as the most modern and complete format of disclosure.
However two remarks need to be made. At the one hand the move towards U.S.
listings is encouraging continental European companies to be more transparent.
There is a tendency in Europe for more disclosure especially of board practices. In a
number of Continental European countries the legislator started to tackle the
incomplete disclosure and implemented or prepares new rules and regulations. Also
on the issue of directors' shareholdings further initiatives are under way. These will
certainly decrease the gap between the 'outsider' and the 'insider' model.
At the other hand we may not forget that the 'Volume' of disclosure is no
guarantee for a sincere attitude of good corporate governance. The extreme case of
Enron entailed much discussion on the supremacy of the American disclosure and
accounting rules.
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5.8 Accounting standards

Even though the core concepts of accounting are comparable internationally,
differences in rules and their application remain important. In the U.S. GAAP (cf.
U.S. and U.K.) and the IAS framework, financial reporting provides information
primarily for participants in capital markets, esp. the shareholders. In Continental
European countries, this function is not always the prime objective.
Moreover, U.S. accounting practices use more of a 'cook book' approach,
whereas the Europeans are more in favour of a 'substance' approach.
The use of a set of global accounting principles facilitate internal and external
communication because they promote uniform disclosure and comparability. These
considerations have motivated the EU commission to make all EU companies listed
on a regulated market adopt (consolidated) accounts in accordance with
International Accounting Standards (IAS) by 2005. To ensure that improved
financial reporting guarantees better investor protection, the Commission is
developing a stronger enforcement infrastructure. True global convergence of
accounting and disclosure are still hampered by the disagreement between the U.S.
and European players. A more flexible and open willingness to reach a true 'hybrid'
convergence would probably be welcomed by non-American players.

5.9 Accountability and the role of the firm

The degree of reliance on the market instead of the internal organisation sets the
boundaries of the enterprise. The external route is preferred when the market is more
efficient. Whereas the 'market model' relies on market forces and focuses on
shareholders, the "insider system" is more oriented towards the long-term
partnership with internal production factors.
Concerns are expressed about the pure market driven model to deliver
sustainable growth. Increasingly, society is claiming attention for the downside
effects of pure economic optimisation. Multinational companies are forced to take
the indirect effects of growth into consideration. Corporate social responsibility
creates a conscious direction of business activities towards respecting the so-called
triple bottom line, i.e. to balance the interests of shareholders and other stakeholders.
These international recommendations on corporate social responsibility help
decrease the gap between the shareholder and stakeholder perspective. Although
they remain totally voluntarily, there are indications that both systems cross-fertilise
each other. For example, globally listed German companies take over a more
shareholder driven philosophy, while U.K. companies become more stakeholder
minded. To some extent, this proves the convergence towards the so-called 'hybrid'
governance model.
But fundamental differences still remain between the outsider and insider system
remain: corporations that follow the (Anglo-American) rules of the capital market
continue to give priority to shareholder value while European companies are more
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likely to integrate corporate social responsibilities in their governance structures and
processes.

6. EUROPEAN CONVERGENCE OR DIVERGENCE: AN EVALUATION BY
PRACTITIONERS AND ACADEMICS

An inquiry with corporate governance practitioners and academics at the first
European Corporate Governance Conference sheds new insights in the opinions on
convergence of corporate governance within Europe. Although attention is mostly
limited to setting standards for listed companies, the inquiry explicitly differentiated
between listed and non-listed companies. Governance of private companies cannot
be neglected. These companies that form the backbone of the (continental) European
economy need appropriate governance structures and processes to contribute to the
company's success.

6.1 Possible future outlook of European corporate governance models

The future corporate governance model for European listed companies.
Notwithstanding the fact that the attractiveness of listing is quite different from one
company to another, empirical evidence in Chapter 3 showed that the AngloAmerican (stock) markets can no longer be seen as the only examples of 'marketoriented countries'. Quite a number of Continental European countries are at least as
market-oriented as the former ones. As a consequence, an EU level playing field for
listed companies has become very important for capital market funding and
corporate efficiency. The inquiry presented in Chapter 4 confirms the belief that
different opinions persist on the future direction for corporate governance in Europe.
When discussing the future corporate governance model for European listed
companies, the inquiry showed that no outspoken governance model is favoured. In
addition, it is not a question of the 'Brits' against the 'continent' because Continental
Europeans do not have a univocal approach as to the future model for European
corporate governance. Notwithstanding the different views in relation to the
'reference model', the majority of the participants agree on a further convergence of
the governance model for listed companies.
The future corporate governance model for European non-listed companies.
Comparing the future outlook of corporate governance in listed and non-listed firms,
quite substantial differences were observed. First, listed companies and non-listed
companies will evolve in different directions. Second, a majority thinks that
different (national) models will persist as far as non-listed companies are concerned.
And finally, even participants from the U.K. do not believe that non-listed European
companies will evolve towards an Anglo-American corporate governance model.
This means that the 'diversity model' reigns as far as non-listed firms are concerned.
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Moreover these observations indicate that the European governance scenery should
be differentiated according to the type of company.

6.2 How important is cross-reference for reaching a European solution?

As hybrid corporate governance patterns will emerge, the majority of
participants agree on the possibility to transfer parts of a system to another
governance system without breaking the equilibrium. The majority of the
participants do not think this cross-reference policy will have severe distorting side
effects. The academic group is however more reluctant to accept transferability or
adaptability of governance models.
Such transferability enhances possibilities for policy makers. As participants
believe that different governance structures serve different economic and political
purposes, policy makers can create an optimal environment by implementing new
features of corporate governance to enhance economic efficiency.
The global debate on the optimal fit between the governance system and its
economic and political purposes focuses increasingly on the shareholder versus
stakeholder emphasis. This debate is especially vivid in Europe. The governance
structure of a corporation reflects the attitude of the political environment towards
the objectives of the firm. Different governance structures serve different economic
and political purposes. Almost three out of four of the respondents support the thesis
that governance structures support and facilitate economic and political purposes.

6.3 The European Commission can take different routes to reach a playing field for
corporate governance.

Possible options or scenarios vary from total reliance on pure market
convergence, over actions to foster convergence, to (partial) harmonisation.
The theory of optimal regulation believes that a regulatory system adapts to the
need of the market. In fact, it is the ultimate belief in cross-reference and flexibility
of corporate governance systems.
The theory of mutual recognition accepts that all existing systems at EU level are
equivalent and no need for an EU-wide solution.
The theory of regulatory competition believes in the need for a true European (or
even global) solution but leaves it to the regulatory bodies and their regulations to
compete with each other in attracting business firms in their legal territory. This
'Darwinian' struggle between regulatory systems with a 'winner takes it all' outcome
could take the form of a competition for corporate charters or of regulatory
arbitrage. Opting for partial harmonisation entails the need for identifying the main
issues that need to be harmonised on a European level, while leaving the remaining
governance elements diversified and national. As such, a partial harmonisation can
be the start of gradual convergence.

162

CHAPTER 6

Most of the participants encourage the European Union to partially harmonise
the corporate governance structures. However, respondents disagree on the content
of such harmonisation program. Respondents of Continental European countries
(especially those with a one-tier board structure) urge the European Union to focus
not only on the protection of minority shareholders rights but to include other topics
like the possibility of issuing non-voting shares. Only one out of three participants
agree to limit harmonisation to the enhancement of a better protection of minority
shareholders.
Although the magnitude of harmonisation is not clear yet, some lines for
discussion can be drawn. Partial harmonisation will have to focus on the failures of
the current systems, certainly in the light of improving the attractiveness of the
European capital markets. Harmonisation measures could also be developed at the
level of corporate governance recommendations. Measures at the level of company
law could encompass more than the European company directive; we could
alternatively think of a two- or three-tier company law, based on a relevant typology
of firms. Last but not least attempts to reach an agreement on a single set of
accounting standards should be stimulated more actively.

6.4 The route of a European corporate governance code

The implementation of a European-wide corporate governance code can be seen
as a first necessary step to reach one European capital market. Moreover this would
be a pro-active policy towards greater accountability of multinational enterprises.
The movement towards a global capital market will be possible only with some kind
of an agreement on corporate governance.
The survey results indicate that corporate governance guidelines must, first and
foremost, be directed towards publicly listed companies, disregarding the ownership
structure of those companies.
Most self-regulation in corporate governance (via codes and recommendations)
focuses or is even limited to listed (or public) companies. Indeed, the pressure for
good corporate governance first occurs on a level where external shareholders or
outsiders intervene, i.e. at the level of companies listed on the stock exchange. By
virtue of globalising capital markets, the discussion on convergence consequently is
mainly of relevance for listed companies.
There are however a number of reasons why corporate governance is equally
relevant for non-listed companies. In Europe, the non-listed companies are still very
important (see Chapter 5). These relatively closed companies face different types of
corporate governance challenges and potential problems. Since they lack the
scrutiny of powerful and well-informed market parties as well as the critical eye of
market watchers, our research of governance practices shows the necessity that nonlisted companies are also in great need of good corporate governance structures,
practices and processes.
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Moreover, governance recommendations for listed companies are often used as
benchmarks for non-listed enterprises and self-regulation often directly or indirectly
leads to legal rules (migration path). Such rules can become applicable to all types
of corporations, whether listed or not. Also from this perspective, we think that it is
not allowed to ignore private companies, when studying the future outlook of
corporate governance.
Minimal recommendations to safeguard good corporate governance.
Notwithstanding the need for flexibility and diversity to cope with the specific needs
of different types of firms (see Chapter 5), a minimal harmonisation will be
necessary to agree upon the specific requirements that must guarantee good
corporate governance. The inquiry showed that accountability, transparency and
ethical behaviour of the board of directors are the central themes, a corporate
governance code must contain. This is confirmed by almost three out of four
participants. Especially the business community seems to be in favour of limiting
corporate governance guidelines to these minimal recommendations.
To enforce good corporate governance, some urge the development of a
European Securities and Exchange Commission, while others rely on the free market
as the best monitoring authority. Not surprisingly, the business community supports
a market enforcement regime whereas academics believe a further development of a
system with national authorities and mutual recognition should be encouraged.

7. DIVERGENCE WITHIN A CONVERGING TREND: A TENTATIVE
FRAMEWORK FOR FURTHER ANALYSIS AND DISCUSSION

7.1 From financial corporate governance to socially responsible corporate
governance

We suggested that the growing attention for corporate governance can be
explained by three driving forces: positive drivers (e.g. shareholder activism
fostering shareholder rights), negative drivers (e.g. financial distress and business
scandals), and commercial drivers (e.g. firms servicing the business world with
corporate governance support functions, e.g. shareholder services, audit and legal
services). These drivers explain to a large extent why the emphasis of the traditional
corporate governance debate is essentially on corporate financial governance.
The agenda of corporate boards has changed drastically the last couple of years.
If the 1990's were the decade of the shareholder, it is possible that the first decade of
the 21st century will broaden the claims on corporate governance to include the
other stakeholders. Hence, we propose to integrate the different corporate
governance approaches into the Governance Pyramid: corporate financial
governance, with a performance as well as a conformance component,
complemented with a dimension of socially responsible corporate governance.
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Corporate financial governance focuses on the structures and processes
necessary to pursue shareholder value where the firm and its directors are
instrumental to shareholder value maximisation. Traditionally, governance attention
focussed on conformance issues. To avoid 'box ticking' with some 'superficial' or
'cosmetic' adaptations, emphasis should equally be placed on performance issues.
The challenge for corporate governance in general and board members more
specifically is to balance the interests of all stakeholders involved. In an information
and knowledge society a firm's reputation, its intellectual capital and its license to
operate become largely dependent on the respect for the complex balance of
stakeholders' interests. As a consequence, the content of corporate governance
should be broadened to 'socially responsible corporate governance'. Socially
responsible corporate governance considers the firm as a long-term partnership of
shareholders and other stakeholders. The firm optimises the long-term return to
shareholders whilst satisfying the legitimate expectations of stakeholders.
7.2 From convergence in geographic terms to convergence in corporate terms

The dominant configuration of governance structures, also called the dominant
firm logic, forms the reference frame for the development of national laws,
regulations and self-regulatory recommendations. This dominant firm logic explains
to a large extent why the global capital markets, headed by Anglo-American
countries, opt for the "Berle & Means" model of the listed company with a dispersed
shareholding as the dominant firm logic. On the contrary, the Continental European
countries have each their dominant firm logic. Consequently, no 'single European
market' exists for corporate governance, company law and capital market
regulations.
The internationalisation of business and finance makes the discussion on
corporate governance more necessary than it already is. Since an increasing number
of firms operate at an international level, it becomes difficult to rely solely on the
national reference framework for corporate governance. The more business groups
compete for capital, labour and market share on the global market place, the more
they will have to adopt the rules of the global market game. The more their local
environment differs from this global business environment, the more difficult it will
become to cope with these diverse rules and regulations.
Applied to the corporate governance debate, a basic set of corporate governance
principles are universal making global convergence at this level desirable while at
the level of the firm, the fundamental role of the firm is defined quite different from
one political and economical party to another. As long as these differences exist,
variability will reign at the level of corporate responsibilities. Notwithstanding these
different approaches, corporate financial governance should be expanded toward
socially responsible corporate governance to answer to the modern needs and
expectations of society at large.
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7.3 Firm taxonomy of corporate governance models

To account for the differences across firms in terms of corporate governance, we
introduced a firm taxonomy based on a set of potential corporate governance
problems and potential remedies. The traditional firm types include the private
family-owned business, firms with concentrated ownership of controlling
blockholders (i.e. public or private shareholders) and the autonomous firm (i.e. the
"Berle & Means" type of dispersed shareholders or autonomy based on a non-voting
share system).
Besides these traditional types, new formats deserve academic and business
attention. Institutional Investor Governance copes with agency problems within
institutional investors. The Silicon Valley Model may suffer from the lack of armslength financing, interlocking governance roles and behaviour as blockholder. And
finally, the concept of the network organisation does not start from the 'legal'
concept of a 'company', but from the strategic concept of the value chain. In fact, it
focuses more on the strategic and stewardship perspective of corporate governance.
As such it is no longer only about 'corporate' governance, but also about 'system'
governance.

7.4 From corporate governance to societal governance

Surprisingly, 'non-business' organisations seem to escape from the global trend
to impose tougher corporate governance principles on the business world. It is
striking that institutional investors, supra-national organisations, non-governmental
organisations, state-owned enterprises and other governmental organisations do not
face or practice hard governance rules. Potential agency conflicts and control bias,
if any, can exist because they escape market disciplinary measures and tough rules
of control, accountability and disclosure. The more these 'non-market' organisations
become important, the more they will need harder governance rules and monitoring,
hereby enlarging the spectrum of governance from corporate to societal governance.
7.5 Monitoring corporate governance

Corporate governance experts and working groups have mainly focused on best
practices and corporate governance principles and recommendations. The study of
corporate governance monitoring did not receive the attention it should, especially if
self-regulation or soft law is considered the preferred route to better corporate
governance.
The numerous suggestions cite the securities markets and the institutional
investors as effective monitors. However, institutional investor monitoring is not
sufficient to reach the goal of a balanced attention for all shareholders and
stakeholders. In this respect an independent board and independent auditors get a
very crucial role to play. Also, the monitoring role of the owner-entrepreneur is
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often overlooked because research is often based on the "Berle & Means"-type of
firms.
Given the lack of disciplinary market mechanisms, the monitoring of noncommercial organisations will be a though task. May be that the media can play an
important role in scrutinising these organisations and fostering good governance
practices. The media indeed have proven to be vigilant watchers of corporate
governance practices.
When discussing optimal monitoring one also needs to look into the approach
used. We already warned for a pure box ticking approach. The issues, corporate
governance has to tackle, are so important, but at the same time so complex, that a
pure formal system can never reach the necessary changes in practice. It is clear that
substance must prevail over form. It is without any doubt that emphasis should be
placed on changing the attitude and behaviour of business leaders.

7.6 From shareholder activism to shareholder monitoring: rehabilitation of the
role of the owner-entrepreneur

In the corporate governance literature, the concept of shareholder activism is
associated with the growing interference of institutional investors in the governance
of firms. This certainly is correct, in as far as the macro impact and public impact of
shareholder activism is concerned. However, looking at the micro- and private level
of the individual company, it may not be ignored that, over time, the most active
shareholders always have been the 'reference shareholders', the 'blockholders' or the
'owners' of the company. More active monitoring by institutional investors is
becoming a hot issue in today's corporate governance discussions. Institutional
shareholders, especially the larger ones, who were at the origin of shareholder
activism, are 'turning up the heat'. More and more, institutional investors realise that
shareholder activism through active participation in shareholder meetings, or
through one-to-one meetings with management is no guarantee for efficient and
effective monitoring. They become interested in more active ways of monitoring,
such as taking on responsibilities as non-executive directors. In doing so, they
indirectly subscribe to the benefits of the blockholding model. Indeed, this model is
typically characterised by a very active monitoring by the reference shareholder(s).
The question remains to what extent this return to the roots of the owner-monitor
rings in the end of the autonomous publicly traded company. However, doubts can
be raised to what extent institutional shareholder activism is really able to replicate
the blockholding-based governance systems and thereby fill the void in corporate
monitoring.

CHAPTER 7

CONCLUDING REMARKS AND SUGGESTIONS FOR
FURTHER REFLECTION AND RESEARCH

Based on the broad set of literature, statistical and field expertise, we can
conclude that a serious tension is growing between the capital markets, which are
gradually globalising, and the economic and legal environments (like the company
models involved, the governance recommendations and legal rules) that are still
quite divergent. This gap creates pressure on firms that want to enter the capital
market with structures and governance environments that are not up to the global
standards of the capital markets. Clear evidence of this tension can be found in the
challenges and problems, 'small- and mid-caps' face today. In the next points we will
explain how this gap has emerged. In section 3 we will try to look at creative and
innovative ways to bridge that gap.

1. IS GLOBALISATION LEADING TO CONVERGENCE OF CORPORATE
GOVERNANCE MODELS?

1.1 A gradual convergence of the role of capital markets leads to more diversity
within Europe

Empirical evidence on the role of the capital market in corporate finance shows
that the Anglo-American (stock) markets can no longer be seen as the only 'marketoriented' examples. Quite a number of Continental European countries are at least as
market-oriented as the former ones. So for these European countries, a growing
convergence with the outsider system can be observed. Given the different speed at
which European countries are going into that direction, this global convergence is
leading to an increasing divergence within the European Union! This creates a
paradox of convergence leading to further divergence.
Further consolidation and integration of stock exchanges and trading platforms is
another force in the gradual convergence of corporate governance standards. The
integration of stock market organisers will at least lead to increased competition on
corporate governance standards, if not convergence.
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Many believe that the globalisation of shareholder activism will enforce
convergence in corporate governance standards. It seems that institutional investors
have some fundamental similarities to endorse boards with control and strategic
skills, independence, mandatory disclosure of director compensation and some other
critical corporate governance aspects.
These developments all occur at the same time and force companies, which seek
capital, to comply with international standards regarding disclosure and governance.
This evolution is further enhanced by multiple listings of large corporations.

1.2 However, diversity remains as far as ownership structures are concerned

Studying the type of shareholders, we found that convergence is not
materialising for the time being. We observed a striking difference in shareholder
profiles within so-called insider system countries as well as between these insider
and Anglo-American countries. Even within the European Union diversity rules.
But also the Anglo-American outsider system is far from homogeneous. Instead of a
convergence within Europe, the ownership structure seems to be diverging further.
However, this divergence could also be interpreted as signalling a quite different
speed at which the Continental European listed companies adapt to the AngloAmerican style of capitalism. As such this would again mean a global convergence,
leading to further divergence within Europe.
Whether ownership structures are converging was also studied from the
perspective of ownership concentration. The empirical evidence shows that global
convergence does not exist as far as shareholder concentration is concerned. In many
Continental European countries companies continued to have a concentrated
ownership structure. Control is concentrated in Continental Europe not only because
of the predominant influence of the largest shareholder, but also because of the
absence of significant blockholdings by other shareholders. Only companies in the
U.K. and the U.S. have a "Berle & Means" structure of dispersed control. However,
there is still considerable difference between the American and the British structure
of corporate control. Numerous U.K. companies are possibly controlled by a
coalition of relative equal shareholders. The potential for coalition is significantly
larger in the U.K. than in the U.S., because a typical block in the U.K. is twice as
large as in the U.S. (10% versus 5%).
Other research has shown that the concentration patterns not only differ from a
geographical perspective but from a company perspective as well. The larger the
firm's scale the lower the degree to which ownership is concentrated. However, the
differences between Continental European countries and the U.K. remain large for
each size type. Nevertheless, we think that firm scale is probably an important factor
in explaining the different governance models that reign.
We can indeed conclude that diversity remains as far as ownership structures are
concerned. Such diversity in shareholder structures seems to be embedded in
historically legally and culturally dispersed environments.
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1.3 Although formal legal differences remain important, board governance
practices are slowly converging

From an international as well as a firm-type perspective, there remain significant
legal differences in organising board governance. Notwithstanding the legally quite
disperse board structures throughout Europe, the board practice tends to point to a
converging trend. However it does not seem to be a convergence into one standard
board structure, but instead in the direction of a differentiating structure according to
the type of the firm, its scale and its business culture. Our analysis of board
structures revealed a complex trend of growing convergence for the larger (global)
firms with an outspoken differentiation internationally as well as nationally
according to the type of the firm.
Although there is global emphasis on a truly independent board, important
differences continue to exist as to how such independence has to be interpreted. The
independence of the board in the "insider system" is seen to be instrumental in
protecting the firms' interest in general and the interests of minority shareholders
(and other stakeholders) in particular. Therefore defining the true meaning of
'independence' will be different than in the outsider system, where independence in
relation to management gets the highest priority. Independence stands for creating a
true countervailing power and control against the most powerful stakeholder.
Within the board of directors, a number of board committees are established in
order to focus on several specific board tasks. This trend was first developed in
Anglo-American countries but it is now rapidly spreading throughout all European
states.

1.4 The legal environments are probably the best proof of path-dependency
diversity

Although some recent converging tendencies are visible, the relevant legal
systems, in which corporations have to compete, are truly embedded in local
environments. Therefore they are rather different, even for firms that compete on a
global base. The most relevant aspects of the legal environment include shareholder
rights, protection of financiers in general and minority shareholders more
specifically, the market for corporate control and take-over regulations as well as
disclosure rules and accounting principles. Research results point to quite substantial
differences between so-called common law-countries versus civil law-countries.
More striking however was the revelation that the American model is certainly not
proving to be the best practice or benchmark on each of these relevant issues.
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1.5 Shareholder versus stakeholder value: the extreme example of diversity or the
road to convergence?

Whereas the 'market model', by definition, relies more on market forces, the
"insider system" is more oriented towards the long-term partnership with internal
production factors. This also influences the importance of the capital market as a
provider of capital funding, as well as the attitude towards labour forces. Indeed, the
Anglo-American market model places the shareholder in the prominent place as the
'principal' of the firm. This model gives priority to the realisation of shareholder
value being the final goal of the firm as well as the final duty of a company director.
The 'insider' model attaches more importance to the long-term collaboration with
shareholders and employees while the market model operates with more flexible and
shorter term relationships (e.g. labour contracts, management terms, volatile
shareholder structures, etc.).
The question is to what extent the global critique on the pure liberal market will
force global convergence to a hybrid version of the stakeholder model. Also
institutional investors increasingly opt for a policy of 'Corporate Social
Responsibility'. Is the U.K. not taking the lead in this respect?

2. THE CHOICE OF A CORPORATE GOVERNANCE MODEL MATTERS A
GREAT DEAL

Corporate governance structures and systems matter for the realisation of
corporate strategies and consequently for the creation of economic wealth and
prosperity. An important political question is what type of industries and what type
of business policies, a government wants to support or even to stimulate. Countries
can create a competitive advantage for their firms by facilitating the corporate
governance structures needed for their development. Indeed, some governance
structures may limit strategic choices or even prevent the realisation of specific
(growth) strategies. As such the governance environment becomes a crucial element
in the global competition. On the other hand, governance structures also reflect the
attitude of the political environment towards the objectives of the firm. Different
governance structures serve different economic and political purposes.
All countries will therefore have to reflect upon their (competitive) position on
the spectrum of governance models. The question 'which corporate governance
model will reign' is especially relevant for Europe. Europe is the territory with the
largest diversity in corporate governance models in the world. However, the
discussion on globalisation and convergence towards a single governance model is
of relevance to all countries, whether developed or emerging markets. Indeed, in the
struggle for competitive leadership, the governance model entails a very important
position.
Given the serious gap between the globalising rules of capital markets and the
substantial differences in company models and legal environments, more in-depth
reflection is necessary on ways to bridge that gap. Today most players in the capital
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market choose for one set of rules, being those of the largest players in that market,
like the NYSE and LSE. On the base of the 'path dependency theory', it can be
proven that these rules of the game have been developed to fit a 'dominant firm
logic'. These markets work with companies that have a large and dispersed
shareholder base and offer high liquidity, not in the least thanks to numerous share'traders' and short-term shareholders (like mutual funds). Moreover, an important
part of the market organisers' income depends on the volume of transactions these
market players generate. Continental European markets on the contrary work with
companies that rely on long-term shareholders, like reference shareholders or
blockholders. Consequently their liquidity is far beyond that of their 'AngloAmerican' colleagues. The smaller their size, the more their free float and
transaction volume becomes problematic since they are judged with the criteria of
their 'Anglo-American' peers. Solving this problem by forcing them to transform
themselves into "Berle & Means" firms is probably the most straight forward
solution, but may not be the best one for their success (or even their sheer survival).
Far more research is necessary to provide useful solutions to the important
challenges, numerous European (and comparable) companies are faced with. We
will attempt to set out some guidelines for further reflection and study.

3. COMBINING CONVERGENCE AND DIVERSITY: TOWARDS A THREETIER CORPORATE GOVERNANCE MODEL?

The underlying principle of our proposal is that the 'best' governance model does
not exist in absolute terms. On the contrary, a corporate governance model must fit
with the specific challenges and corporate governance problems posed by different
types of shareholder structure. A first hypothesis is that there is no one dominant
system because different types of ownership and control are suited to different types
of strategies and activities. Another hypothesis is that a firm needs different
corporate governance structures and processes according to the phase of its life or
development cycle and its ambitions. Fine-tuning corporate governance models with
firm taxonomy is therefore the first step. This creates an important challenge for
shareholder activism in general and institutional investors more specifically. Today,
their reference scheme is mainly the "Berle & Means" firm with management
autonomy and dispersed shareholding. Their recommendations as well as their rating
systems are insufficiently diversified to take the necessary dimensions of firm
taxonomy into consideration.
Given the specific construct of different governance models, each faces specific
governance challenges and problems. Most of these problems relate to potential
conflicts of interests. Therefore good corporate governance should offer specific
solutions, like monitoring and disciplinary mechanisms, in order to cope with the
potential problems and challenges. It is important to keep those differences in mind,
when discussing the issue of convergence.
National legislation and corporate governance recommendations are developed
within the basic reference framework of the local 'dominant firm type'. The concept
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of dominant firm logic fits perfectly in the broader concept of the path-dependency
theory. This path-dependency theory warns to be cautious in transplanting corporate
governance rules and recommendations from one (national) governance context to
another. As long as firm types differ worldwide, the dominant firm logic explains
why a true global standardisation of corporate governance recommendations is not
feasible.
Our analysis showed that in order to be effective and efficient, such governance
recommendations should differentiate by type of firm. In fact, each type of firm
possesses its own corporate governance challenges and potential conflicts of
interests that need tailored solutions:
In the 'managerial capitalism model' with weak owners and strong managers,
the managers have overwhelming influence on corporate governance structures
and business decisions. The recommendations should therefore look for
countervailing powers, independent control and supervision, critical evaluation
of executives' contracts and remuneration, etc.
In the 'reference shareholder model' recommendations should focus on
protecting minority shareholders and preventing conflicts of interest between
blockholders and other stakeholders. Stimulating that the strategy is developed
with reference to the firm as a whole also entails preventing that strategic
opportunities are missed in favour of reference shareholders.
To conclude one can say that corporate governance rules and regulations need to
be flexible, because they have to answer to far different business circumstances and
needs. Since the challenges and diseases are far different from one type of firm to
another, the recipes and medicines should also be different. By implication all global
and standard approaches will be condemned to stay at a rather general level of basic
principles. The more detailed provisions and recommendations must be tailored with
a high degree of flexibility. The devil is in the details!
Our proposed typology combines elements of convergence in terms of a global
capital market model with important distinctions according to the typology of the
firm. Identifying corporate governance models per type of firm will ultimately lead
to convergence as well as divergence: convergence in respect of 'global' types of
firms, while further divergence from this 'standard' approach in respect of all other
types of firms and organisations.
After careful analysis of the academic theories and confronting them with
empirical evidence, we propose a three-tier track for developing the corporate
governance model of the future (see Figure 34). For the 'autonomous' firm we
propose the route of convergence into the direction of the market-oriented model.
For listed firms with controlling blockowners we opt for the development of a
separate governance and capital market model, referred to as a 'true hybrid system'.
This boils down to suggesting that global divergence is necessary, away from the
one-size-fits-all standard for listed companies. For all other types of firms and
organisations we propose to follow the principles of the Diversity School but apply
them on a 'firm type' base, rather than a 'geographic' base (alone).
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3.1 Following the route of a slightly corrected market-oriented model for
'autonomous' firms

An autonomous firm has a management control-bias, either because of a wide
and dispersed ownership or due to the lack of shareholder rights. Under the pressure
of shareholder activism this last category of firms will probably be forced to evolve
into the direction of a true "Berle & Means" firm. As such, we believe that the
market-oriented school will, to a large extent, become the worldwide reference for
truly 'anonymous' companies. As far as autonomous listed companies are concerned,
converging capital markets as well as global investors will tear down the barriers
posed by the path-dependency of the existing national legislation and governance
models. Put differently, if companies want to operate in the open capital markets and
benefit from the flexibility and efficiency of these markets, they will need to adhere
to the rules and fashions of these markets. National authorities that do not allow
companies to compete in that international environment will undoubtedly put these
companies in a disadvantageous position. If Europe really wants to become a (more)
important player in the global economy, they will have to increase the attractiveness
and efficiency of their capital markets. This is all the more important since many
European companies are following the route of global capital markets. The single
European market creates a far larger "home market" for European companies.
Consequently, those companies that want to play an important role in this enlarged
market will strive for a far larger scale. Global capital markets will, therefore,
become all the more relevant for European companies. Could the European
Company (Societas Europeae) not be a route to construct that first-tier model for
European listed 'outsider' firms?
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Pleading for a hybrid version of the market-oriented model looks defensible from
several perspectives. As was clearly shown, there does not exist one AngloAmerican market model. As a consequence, different aspects of a global marketoriented model are still open for discussion. Moreover, our statistical analysis shows
that the Anglo-American (stock) markets can no longer be seen as the only examples
of 'market-oriented countries'. Quite a number of Continental European countries
are at least as market-oriented as the former ones. Hence, the European 'dominant
firm logic' should at least be taken into consideration when discussing issues of
convergence. A third element is that, contrary to overwhelming belief, American
capitalism is not always the best model from a corporate governance perspective.
Important in building the global market-oriented model is of course the quality
of the legal environment and of its governance recommendations. These have a
significant effect on the ability of firms to raise external finance. Components to
build such a market model are shareholder rights and protection of the rights of all
types of financiers, independent boards, and last but not least, disclosure and
transparency. Due to economic globalisation, cross-border mergers and acquisitions,
highly different national accounting rules are increasingly regarded as impairing
effective communication. The use of a set of global accounting principles would
facilitate internal and external communication because they promote uniform
disclosure enabling comparability, and assist investors and analysts in comparing
corporate performance. The missing link for a global convergence with respect to
accounting and disclosure remains the disagreement between the U.S. and the SEC
at the one hand, and European players at the other hand. A more flexible and open
willingness to reach a 'hybrid' convergence would probably be welcomed. Another
possible route is mutual recognition, e.g. accepting each other's model as being
equally valuable, but this is sub-optimal in as far as it hampers international
comparability.

3.2 Towards a truly hybrid system for listed (European) 'insider'firms

For listed 'insider' firms we propose to follow the route of the Hybrid Standard
School. Building a truly hybrid system implies that cross-reference is made between
different governance models. To reach the most suitable model for a given type of
firm, one must identify the competitive advantages of the different models and
mould them into a hybrid format.
A firm that relies on a blockholder or reference shareholder has been classified
as an 'insider firm'. The 'insider' model has the advantage of more stable longer-term
commitment by the shareholders, better monitoring of management and more
attention for entrepreneurship and stewardship. However, they also face specific
governance problems, induced by the 'strong owner-weak manager' phenomenon.
Therefore these types of firm do need to import a number of governance recipes
from the market-oriented model, like respect for minority shareholders' rights,
transparency through disclosure and flexible funding facilities.
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Given the importance of the 'insider' model for European firms, more careful
analysis is needed to discuss the governance model, but especially the capital
markets that these firms need. Instead of forcing these companies to transform
themselves in a 'clone' of the "Berle & Means" company, we would like to propose
some alternative routes.
Today many European organisations are developing numerous mechanisms to
help 'insider' firms overcome their relative unattractiveness as listed firms. Most of
these mechanisms are copied from the best practices of the outsider or marketoriented system. By devoting more attention to better investor relations these firms
hope to improve their visibility and attractiveness, especially towards the larger
institutional investors. How important this solution may be, it will not cure their real
problems. It is a relative expensive exercise for the small- and mid-caps while it
does not really solve the problem of low liquidity. Therefore these firms are more
and more pushed to increase their absolute market capitalisation and the liquidity of
their listed shares. Such a strategy can take many forms, but always boils down to
achieving a larger free float. The market push creates the danger of stretching the
company over the limits of its natural evolution. This growth mania can force them
into extreme merger and acquisition waves. Moreover the importance these firms
attach to control and monitoring of the firm will oblige them to make complex
constructs to keep control over their firms or foster extra protection mechanisms
(like deviating from the 'one-share-one-vote' principle by multiple voting rights,
certification, etc.). Such mechanisms indeed allow owners to let their firms grow
exponentially and stretch to the limits in order to reach the necessary market
capitalisation, without fearing that external funding would jeopardise their control
over the firm227. However these 'defence mechanisms' receive much critique from
the global capital market players, because they completely contravene their basic
aim of shareholder activism. Moreover, such solutions can not directly influence the
important difference in shareholder attitude in European versus American capital
markets. Whatever their size, it is clear that the long-term relationship so typical for
the "insider system" complicates the disadvantage listed 'insider' firms have.
Therefore other types of mechanisms have been developed to increase the volume of
capital market transactions, e.g. installing liquidity makers, market makers and even
stimulating transactions to improve the liquidity of their stock.
We would like to propose a reconsideration of this strategy. This reconsideration
starts from the point of view that the gap between business practice and global
capital market rules is so large that it is not feasible for numerous players to
transform themselves overnight into a clone of the true autonomous firm. Instead,
another capital market structure should be developed with other rules of the game,
that would allow these firms to further develop and prosper without being forced
into an oversized jacket that does not fit them at all. It is not only a question of the
absolute and relative percentage of the free float. Also attitudes like shareholding
versus sharetrading are so fundamentally different in outsider versus insider
227

Instructive in this respect is the growth potential Dutch firms have been able to realise with the help of
a sophisticated set of accompanying 'defence' mechanisms. For more detail see Van den Berghe
(1997).
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systems. A differentiation of the basic rules therefore needs more in-depth
reflection. All market players should be involved to develop such a new system.

3.3 Following the route of the diversity school to develop tailored corporate
governance models for all other types of firms

3.3.1 The corporate world is more than 'listed' companies

Although most corporate governance recommendations have been developed for
listed companies, these types of firms are not the only ones in need of corporate
governance and monitoring. The more firms are closed, the less the market will
enforce the respect for basic corporate governance principles. Since they lack the
scrutiny of powerful and well-informed market parties as well as the critical eye of
market watchers, it is our firm belief that such companies need more, not less,
attention with respect to their corporate governance structures and processes.
Governance of private companies can therefore not be neglected.
The importance of non-listed companies is not the same in all countries.
However, private companies still form a substantial part of the (continental)
European economy. Although listing has gained substantially more appeal, many
companies are still reluctant to list or are even planning to de-list in a climate of
tougher stock markets. These private companies are in great need of correct
governance structures and processes, not only in order to grow and prosper, but even
to survive.
3.3.2 The diversity school as reference framework for private companies

Our analysis showed that the Diversity School finds large support as the
framework for developing the best governance model for private companies. In
contrast with both Standard Schools, the main hypothesis of the Diversity School is
that instead of standardisation, differentiation is necessary. Although some authors
focus only at geographical or industry differences, linking all relevant differentiation
criteria can increase the richness of this school of thinking. We think, that up till
now, such a synthesis is lacking. Basic determinants of such a differentiation are the
types of agency problems, the types of firms and the strategies shareholders want to
realise. Selecting the right differentiation criteria essentially boils down to defining
the diversity of solutions to cope with a great variety of possible governance
problems and specific conflicts of interest. In fact, all constellations of ownership
structure involve costs and benefits. Corporate governance codes and
recommendations, as well as company and capital markets law, should direct the
corporate governance system to its optimal format and prevent abuses. In a modern
society, the art of corporate governance is to strike a right balance between all
relevant interests involved, to minimise the conflicts of interest and to guard the
interests of the firm (whatever they may be).
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3.3.3 A specific set of governance recommendations for family businesses

Private family-owned firms mainly suffer from agency conflicts between family
and non-family members and among family members. Moreover succession as well
as ambitious growth can put extra pressure on these firms. On the positive side,
entrepreneurship and close monitoring are possible. Therefore, this type of firm
needs a tailored set of governance structures and tools to make optimal use of its
strengths but at the same time to cope and overcome the numerous challenges it
faces.
3.3.4 New formats of business organisations deserve more attention

Most governance recommendations and models start from the legal corporation
as the entity of reference. The more corporations are organised in group structures or
in more open networks, the more there will be a need for 'system' and 'internal'
governance as well as attention for 'external' governance. Today corporate
governance attention often stops at the top layer (referred to as 'external'
governance) without sufficient attention being paid to the governance at lower levels
of subsidiaries, branches etc. (internal governance) or between different parts of
groups and networks of firms (system governance).

4. HOW TO REACH THE ULTIMATE GOAL OF 'GOOD' CORPORATE
GOVERNANCE?

4.1 Minimal recommendations to safeguard good corporate governance: defining
the Olympic minimum

Global agreement is growing on a minimal set of principles that must guarantee
good corporate governance. This Olympic minimum relates to requirements of
accountability, transparency and ethical business behaviour.
These minimum principles form the main ingredients of the numerous corporate
governance guidelines that have been developed in the last years. Notwithstanding
this global convergence on principles, their implementation in practice needs to
respect a sufficient level of flexibility and diversity in order to tailor them to the
specific needs of different types of firms.

4.2 Opting for self-regulation combined with tough monitoring

Self-regulation is probably more efficient in as far as it is more market-driven
and more flexible to respond to the fast changing business environment. If the route
of more strict regulations and legislation is chosen, one must be vigilant that these
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rules offer sufficient flexibility and options in order to master the divergent
governance challenges of business firms throughout the world.
In order to be effective, self-regulation necessitates a number of accompanying
monitoring devices. Most attention of corporate governance experts and governance
working groups has gone to defining best practices and setting corporate governance
principles and recommendations. Monitoring has attracted far less attention. Even
though it is crucial, especially if self-regulation or soft law are to remain the
preferred route to better corporate governance. We should also be aware that selfregulation must be based on a democratic process, because the migration path easily
leads to a more generalised application and to even stricter rules and legislation.

4.3 Transparency

Disclosure is one of the cornerstones of sound governance, particularly in a selfregulatory or soft law system. We are convinced that transparency is a crucial
element. Indeed, as is often said "sunshine can be the best of all disinfectants".
Disclosure rules are certainly not yet global. Main stream thinking is that
disclosure in Europe lags behind the U.S. Numerous examples can be given where
the market-oriented models are indeed taking the lead and forcing other countries to
follow in their footsteps. The disclosure on directors' remuneration is a good
example in this respect. However, the recent upheaval around Enron has attracted
worldwide attention to the fact that the volume of disclosure is in no way a
guarantee for sound corporate governance. These discussions are further fuelling the
(fierce) fight over global standards in disclosure and accounting rules. Greater
convergence in accounting and disclosure standards could indeed be a very
important step towards the creation of a global respect for the Olympic minimum of
corporate governance principles.

4.4 Partial harmonisation to create a level European playing field

The 'optimal regulation hypothesis' presumes that European markets will further
integrate thanks to the positive stimulus of converging capital markets. This market
stimulus will however not be sufficiently strong and broad enough to reach the goal
of a true 'European market' in short term. On the contrary, this will be a slow process
that is mainly of relevance for truly open companies. As was highlighted in our
previous analysis, the gradual convergence of capital markets will – at least
temporarily – lead to a further divergence of corporate governance models within
Europe. If the European Commission really wants to reach the goal of a true
'European market', extra efforts will be necessary. A minimal set of partial
harmonisations looks essential to capture the potential benefits of an enlarged
common market. However, from an historical perspective, lots of energy have
already been devoted to reaching that goal. It proved to be a tough job, not in the
least because of the reluctance to give up 'national' models, or because of the

CHAPTER 7

179

resistance to changes that go far beyond the prevailing dominant firm logic. Let us
hope that a diversified set of models can help to overcome these barriers to change.
Different routes are possible in this respect. In fact, partial harmonisation could
mainly be based on the principle of cross-reference that is the heart of building a
'hybrid' model. Priority could be given to the construction of a truly hybrid system
for European listed 'insider' firms, while accepting a more diversified portfolio of
governance models for other types of firms. Leaving firms the option to choose the
best model is probably better than forcing some standard model on each type of
firm. In how far this differentiation should respect the national frontiers is still open
for discussion. But even in defining 'national' options, cross-reference could be made
to governance features of other EU-countries (e.g. one-tier versus two-tier board
models, different types of voting rights228, etc.). To some extent this resembles a
'mutual recognition' of existing governance models. The establishment of a
European corporate governance code could already be a first 'soft law' step into the
direction of creating a true European corporate governance practice.

5. CORPORATE GOVERNANCE IS MORE THAN COMPLIANCE WITH
GUIDELINES AND RULES OF CONTROL AND SUPERVISION

The numerous corporate governance codes traditionally focussed on
conformance issues. Living up to the formal standards or benchmarks became the
reference point to judge the quality of corporate governance. Many of these
recommendations can easily lead to a kind of 'box ticking' exercise with some
'superficial' or 'cosmetic' adaptations. The great challenge, however, is to change the
fundamentals, which have more to do with the correct governance attitude and
behaviour of (business) leaders and directors. Only then will substance reign over
form.
The disproportionate emphasis on conformance has distracted attention from the
complimentary issue of performance. Corporate governance is not an aim in itself,
but a set of mechanisms, structures and processes that allow companies to realise
their ambitions and goals and to create welfare and economic well-being. The
pursuit of (shareholder) value is certainly hampered if the emphasis in processes and
board structures is univocally oriented towards control and supervision. Attention
must be given to the establishment of the necessary structures and processes to
realise a firm's strategic ambitions. Entrepreneurship and stewardship are
instrumental ingredients to foster business prosperity. An important consequence of
the focus on conformance lies in the overwhelming role attached to independent
directors. Independence is necessary to guarantee a sufficient countervailing power
and independent oversight. Independence is indeed an important condition to
8

Our inquiry revealed that many urge the European Commission not to focus uniquely on the
protection of minority shareholders rights but to include other topics, like the possibility of issuing
non-voting shares (see Chapter 4).
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remedy the most important types of governance diseases, like conflicts of interests
and abuses of power. However, a board also has the important duty of strategic
guidance and support for entrepreneurship and innovation. Therefore a more
balanced respect for both types of functions and responsibilities will probably lead
to a reconsideration of the professional capacities needed by a board.

6. SOCIALLY RESPONSIBLE CORPORATE GOVERNANCE: IS THERE
ANOTHER CHOICE POSSIBLE?

Comparing the content of the traditional corporate governance debate with the
multitude of challenges a corporate board faces, it becomes necessary to broaden the
corporate governance debate. The different drivers behind the governance
movement explain to a large extent why the emphasis of the traditional corporate
governance debate has been on 'financial' corporate governance. But the agenda of
corporate boards has changed drastically the last couple of years. If the 1990s were
the decade of the shareholder, it is possible that the first decade of the
century
will broaden the claims on corporate governance to include other stakeholders. In
the past decade the 'shareholder' has been in the driver seat, with shareholder value
promoted as the ultimate goal of all listed companies and shareholders' rights as the
best recipe to reach that goal.
A first important force towards socially responsible corporate governance is to
be found in the increasing respect for these principles with large institutional
investors in general and their interest in socially responsible investment more
specifically. By combining these two elements, they enforce the integration of
socially responsible governance principles into the mainstream financial systems
and frameworks. Hereby they implicitly are at the origin of the so-called 'hybrid'
model.
Numerous other stakeholders are pushing for more accountability of corporations
and their directors. The 'loudest' groups are certainly unions and NGOs. More subtle
ways of gaining influence are found with knowledge workers as well as creditors.
This last category of financiers is forcing themselves into a more powerful position.
In the 1990's shareholder activism forced better protection of risk capital and
stronger shareholder rights. In the wake of a credit crunch and new solvency
regulations, banks are pressurising for better creditor rights while requiring at the
same time better insight in business risks and risk management, hereby indirectly
fostering better corporate governance. The new BIS-2 regulations could indeed force
banks to become indirect monitors of good risk management. Moreover, the recent
escalation of failing companies has awaked the risk perception of many financiers. It
is no longer shareholder capital alone that is at risk.
The challenge for corporate governance in general, and board members more
specifically, is to include the duty of balancing the interests of all stakeholders. In an
information and knowledge society a firm's reputation, its intellectual capital, and
finally its license to operate, become largely dependent on the respect for this
complex balance of interests. This means broadening the context of (financial)
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corporate governance to 'socially responsible corporate governance'. Financial
corporate governance defines the firm as the instrument of the shareholders and
considers that the role of the firm and its directors' duties are simply shareholder
value maximisation. In contrast, socially responsible corporate governance defines
the firm as a long-term partnership of shareholders and other stakeholders.
Corporate governance should therefore aim at optimising the (long-term) return to
shareholders whilst satisfying the legitimate expectations of stakeholders.
Understanding the issue of socially responsible corporate governance now lies at the
heart of corporate governance discussions. It is essential for establishing a corporate
brand, so frustrating this broader scope of corporate governance could prove to be
commercial suicide. It is interesting to observe that the U.K. is taking the lead in this
new trend in corporate governance.
In order to foster socially responsible corporate governance, the need for selfregulation is probably even more important than is the case for financial corporate
governance. In fact, a firm's priorities can vary substantially and there are huge
differences in the degree companies rely on external markets versus internal
production factors. Therefore it is better to let market forces and firm stakeholders
decide the responsibilities for which they will hold firms accountable. The more
stakeholders other than the shareholder become active monitors, the more
corporations will be forced to adhere to the basic principles of socially responsible
corporate governance.

7. FROM 'CORPORATE' TO 'SOCIETAL' GOVERNANCE

Considering the global trend to impose tougher corporate governance principles
on the business world, it is surprising to observe that the same focus on governance
principles is (almost) lacking in many other organisations. The list of organisations
that need further attention from a governance perspective is unfortunately very long.
Potential agency conflicts and control bias can exist because most of these
organisations are not subject to market disciplinary measures, nor are they under
though rules of control, accountability and disclosure.

8. WHO MONITORS THE MONITORS?

Institutional investors are crucial drivers behind the recent changes in corporate
governance recommendations and rules. However, they themselves are not immune
to conflicts of interest and control bias problems. To remedy these potential
problems, corporate governance rules for institutional investors should be developed
or/and institutional investors will need to monitor their own corporate governance
programs. The same holds for the numerous rule setting bodies or the semi-public
institutions that perform a supervisory or monitoring function.
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APPENDICES

1. METHODOLOGY USED TO ANALYSE SHAREHOLDER STRUCTURES

The lack of international databases on shareholder structures has obliged us to
collect statistical data form very heterogeneous sources, using quite different
methodologies. These statistics are assembled in Table 3 of chapter 3. For the
analysis and interpretation of such a heterogeneous set of statistical sources and
methodologies great care is necessary. The following main points of difference have
to be taken into consideration:
The number of companies, included in the sample, is considerably different
from one country to another. For example, British data are based on the
analysis of 200 listed companies, of which all the shareholdings held via the
CREST system are included. Overall, 80% of shares are held via the CREST
system229. French data for 1998 are based on a large number of listed and nonlisted companies230.
Homogeneity of the samples is not guaranteed: as indicated above, the British
data start from a sample of listed companies whereas French data include nonlisted companies.
The total financial structure of companies is not studied. Focusing only on the
structure of the 'own funds', without consideration for the specific capital needs,
could lead to incorrect conclusions: as the sample of companies differs, the number
of corporations active in different activity classes differs. These different types
might use different assets for which the optimal financing structure is significantly
different.
Homogeneity of the variables is not guaranteed: the data do not always indicate
whether voting rights or capital rights are used, or whether the nominal value or the
market value are included to calculate the portfolios.
Moreover these data are not always complete. Information of the participations
of companies can be found in the annual reports. However, only information has to
be given on the name and registered office of each of the institutions in which those
229
230

For a detailed analysis of the British figures, see Office For National Statistics (2000).
The figures stem from an analysis of the Banque Nationale de France: Chocron et al. (May 1999).
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participations represent at least 20% of the capital (article 43 of the Fourth Company
Directive). Smaller stakes must not be disclosed.
The Seventh Company Directive states in article 34,
and
that the names
and the registered offices of the undertakings included in the consolidation or
associated with an undertaking and the proportion of the capital held in the
undertakings must be disclosed.

2. METHODOLOGY USED TO ANALYSE CONCENTRATION PATTERNS
The collection of data in Table 7 was possible because of the existence of The
European Council Directive 88/357/EEC regarding the information to be published
when a major shareholding in a listed company is acquired or disposed of231.
The implementation of this Directive in the different member states took several
years. Reliable and international comparative information based on the disclosure of
major shareholdings is not available before approximately 1995. Even after 1995,
terminology differs between the different jurisdictions and between the different
studies.
The Directive only offers a general framework. The countries can decide how to
implement this general framework and eventually use more stringent rules. For
instance, the Directive leaves it open to the member states to decide how the total
number of voting rights are to be disclosed to the public. This denominator differs
throughout the different states. In some countries the percentage is calculated based
on the total number of actual voting rights (e.g. the Netherlands - WMZ), while in
other countries both information on the number of actual voting rights and potential
voting rights are published (Belgium).
Article 7 provides several mechanisms to attribute voting rights. However, the
disclosure of this attribution is incomplete and insufficient. In a number of states,
like Germany, the disclosed information contains, due to this insufficiency, multiple
disclosures of the same voting rights.
Studies used the disclosed information on large shareholdings in different
ways232. Some of them use only direct voting blocks, while others include the direct
as well as indirect voting blocks (indirect, meaning the voting rights of other
shareholders that are under the control of the direct shareholder). In some cases also
the blocks of other shareholders with which one has agreed a voting pact are
included. The Directive only obliges to disclose voting agreements when they are
"written". The interpretation and implementation of this principle differs in practice.
International comparison of the disclosed information cannot guarantee that all the
voting agreements are included in the figures.
Finally the Directive only applies to companies listed on an official stock
exchange situated or operating within one or more member states. Disclosure of the

231
232

The Council of the European Communities (1988).
Becht en Roell (1999).

APPENDICES

199

voting structure in other companies depends on national legislation. In general no
information is publicly available.

3. SHAREHOLDER RIGHTS AND PROTECTION AROUND THE WORLD

In their study, La Porta et al. (1997) collect an extensive database on three
different groups of shareholder rights.
The first group of shareholder rights includes the voting powers attached to
shares. The distinction between countries is based on the principle of 'one-share-onevote', meaning that one share entitles the shareholder to one vote only. In this case
the voting rights are closely linked to the cash flow rights (dividend) of the
investors. The law supports also the one-share-one-vote principle when it prohibits
the existence of both multiple-voting and non-voting ordinary shares and does not
allow firms to set a maximum number of votes per shareholder irrespective of the
number of shares owned. Differentiation in shareholders rights can take many forms:
non-voting shares (or certificates), shares with higher or lower voting rights than
one-to-one, special founders' shares (special voting rights, golden shares or higher
voting rights), increasing voting rights if shares are held longer, limiting the number
of votes per shareholder irrespective of his share ownership, etc.
The second set of shareholder rights groups all mechanisms that effectively
support exercising shareholder rights in practice (like proxy voting and the system of
record date).
Proxy voting through mail allows shareholders to mail their proxy to the firm,
without the need for being physically present in order to be able to vote at the
shareholders' meeting. In an era of international shareholding structures, such a
physical presence becomes all the more difficult, hereby increasing the value of
proxy voting.
To be able to vote, shareholders are often obliged to 'register' the shares they
own, by blocking them before the shareholders' meeting. Blocking shares makes
them illiquid for a number of days. Many investors, especially the large institutional
investors, do not like such periods of non-liquidity because this limits their trading
flexibility. To cope with this inconvenience, the alternative of a 'record date' has
been developed. In the system of 'record date' the voting rights are fixed at a certain
moment in time before the shareholders' meeting, called the record date. In such a
system there is no obligation for blocking the shares, and consequently there is no
limit to the transferability over a period of days.
A more direct way of influencing corporate decisions is by having the right to
nominate directors. Possible ways for minority shareholders can be proportional
representation and cumulative voting. Proportional representation in the board
allows minority shareholders to name a proportional number of directors to the
board. Cumulative voting by shareholders relates to the possibility of casting all
votes for one candidate standing for election to the board of directors.
The oppressed minorities mechanism gives minority shareholders the means to
challenge management decisions or to object to certain fundamental changes like
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mergers and acquisitions, asset dispositions and changes in the articles of
incorporation. In such system, class action suits become possible.
Pre-emptive rights grant shareholders the first opportunity to buy new issues of
stock, and this right can be ignored only by shareholders' vote.
The lower the minimum percentage of ownership of share capital that entitles a
shareholder to call for an extraordinary shareholders' meeting, the more the rights of
minority shareholders can be protected.
And the third set relates to the right to a mandatory dividend may be a remedial
right. It may be seen as a legal substitute for the weakness of other protections of
minority shareholders against managers and dominant shareholders.

APPENDICES

201

202

APPENDICES

4. EXCERPT FROM THE "OECD PRINCIPLES OF CORPORATE
GOVERNANCE"

4.1 The rights of shareholders

The corporate governance framework should protect shareholders’ rights.
A. Basic shareholder rights include the right to:
1. secure methods of ownership registration;
2. convey or transfer shares;
3. obtain relevant information on the corporation on a timely and regular basis;
4. participate and vote in general shareholder meetings;
5. elect members of the board; and
6. share in the profits of the corporation.
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B. Shareholders have the right to participate in, and to be sufficiently informed on,
decisions concerning fundamental corporate changes such as:
1. amendments to the statutes, or articles of incorporation or similar governing
documents of the company;
2. the authorisation of additional shares; and
3. extraordinary transactions that in effect result in the sale of the company.
C. Shareholders should have the opportunity to participate effectively and vote in
general shareholder meetings and should be informed of the rules, including
voting procedures, that govern general shareholder meetings:
1. Shareholders should be furnished with sufficient and timely information
concerning the date, location and agenda of general meetings, as well as full
and timely information regarding the issues to be decided at the meeting.
2. Opportunity should be provided for shareholders to ask questions of the
board and to place items on the agenda at general meetings, subject to
reasonable limitations.
3. Shareholders should be able to vote in person or in absentia, and equal effect
should be given to votes whether cast in person or in absentia.
D. Capital structures and arrangements that enable certain shareholders to obtain a
degree of control disproportionate to their equity ownership should be disclosed.
E. Markets for corporate control should be allowed to function in an efficient and
transparent manner.
1. The rules and procedures governing the acquisition of corporate control in the
capital markets, and extraordinary transactions such as mergers, and sales of
substantial portions of corporate assets, should be clearly articulated and
disclosed so that investors understand their rights and recourse. Transactions
should occur at transparent prices and under fair conditions that protect the
rights of all shareholders according to their class.
2. Anti-take-over devices should not be used to shield management from
accountability.
F. Shareholders, including institutional investors, should consider the costs and
benefits of exercising their voting rights. SG/CG(99)5

4.2 The equitable treatment of shareholders

The corporate governance framework should ensure the equitable treatment of all
shareholders, including minority and foreign shareholders. All shareholders should
have the opportunity to obtain effective redress for violation of their rights.
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A. All shareholders of the same class should be treated equally.
1. Within any class, all shareholders should have the same voting rights. All
investors should be able to obtain information about the voting rights
attached to all classes of shares before they purchase. Any changes in voting
rights should be subject to shareholder vote.
2. Votes should be cast by custodians or nominees in a manner agreed upon
with the beneficial owner of the shares.
3. Processes and procedures for general shareholder meetings should allow for
equitable treatment of all shareholders. Company procedures should not
make it unduly difficult or expensive to cast votes.
B. Insider trading and abusive self-dealing should be prohibited.
C. Members of the board and managers should be required to disclose any material
interests in transactions or matters affecting the corporation.

5. THE COMMITTEE OF WISE MEN ON THE REGULATION OF EUROPEAN
SECURITIES MARKETS233

The Committee of Wise Men on the Regulation of European Securities Markets
was mandated by the European Council (Ministers of Finance). The mandate was
not to give advice on what should or should not be regulated on European securities
markets, neither was it to give advice on the role of self regulation versus regulation
nor giving specific advice on the content of regulations. The establishment of the
Committee was motivated by the concern of the governments that the legislation
mechanisms in Europe are not functioning well. It was decided to establish a
committee of 7 independent people of various professional backgrounds; Alexandre
Lamfalussy was asked to chair the committee. A preliminary report appeared in
November 2000, the final report on the
of February 2001. 95% of these
recommendations were accepted at the Stockholm Summit.

5.1 What is wrong with the functioning of legislation authorities in Europe and why
is this the case?

The present legislation system is very simple: for any European legislative act,
whether it is a directive or a regulation there is one general system. The European
Commission has the exclusive right to propose drafts (right of initiative); there are
two legislators that can amend, both have to approve the whole legislative act,
namely the European Council and the European Parliament (co-legislative process).

233

Report of the Meeting with Mr. Lamfalussy at the Belgian Directors' Institute, De Ridder (2001).
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European law ignores the distinction between basic legislation (principles) and
implementation legislation. The result is not very efficient. The present functioning
of the European legislative system cannot meet the challenge of regulating modern
financial markets. The main problems are:
the legislative system is very slow: it takes 3 to 4 years to submit a draft,
which as a consequence is usually taken over by events; a rather exceptional
example is the cross border take-over directive conceived in ’89 and still not
implemented (other examples are the statute of the European company (took
30 years) and the approval of the first capital standards of Basel (took more
than 4 years));
to re-adjust a directive, one has to start the legislation process all over again;
consequently, the legislation can never catch- up with actuality;
directives and other legislation in the field of financial/securities markets
under-perform in quality terms; either the principles are rather vain or they are
too detailed on some points (member states have lobbied for specific issues);
in both cases the formulation is often ambiguous; as a consequence there is a
wide range of interpretation when member states transpose the legislation in
national rules.
5.2 What can be done from a European perspective to improve the functioning of
the securities markets within a broader financial market industry?

Since the mandate included explicitly the restriction not to change the actual EU
institutional power balances, the easiest alternative, the establishment of one single
European financial authority was not a valid solution. Besides that, the solution of
one single regulator would need a new treaty because it does not fit in the existing
system what is a process that would take minimum 3 years (cf. Maastricht Treaty).
Moreover, the profile of such a regulator should be developed from a long-term
perspective what implies a substantial work (regulator, sanctions).
The Lamfalussy report proposes to redesign the financial regulating framework
at four levels.
Level 1: The Lamfalussy report recommends to separate primary legislation
(core principles in the Anglo-Saxon legal sense) from implementation
legislation. For example: the stipulation of who should have the final decision
concerning a cross border take-over is a core principle. For the primary
legislation, the political decision making power of the European Council and
the European Parliament remains unchanged.
Level 2: Implementation legislation includes the areas of application and
keeps an eye on compliance. The report proposes the establishment of a new
Securities Committee that has the power to establish the concrete financial
rules, within the given political framework.
Level 3: The report proposes that the Securities Committee should be backed
by the advice of a committee of national securities regulators. The latter
should consist of very high level persons that are just below ministers, the de-
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facto political masters of national politics. This commission should also look
after a uniform interpretation of European rules by national regulators. The
national regulators must help to transpose the rules into the national systems.
Level 4: The report asks for enough means for the European authorities to
monitor the enforcement of the European rules.

5.3 What guarantees that the proposition will work?

The objection could be made that this system will not function better: although
the structures are changed, they are staffed by the same people. However, what
matters is the difference in approach: a bottom-up or evidence based legislation
process instead of a top-down one. Over time, financial structures and practices will
converge; there are already many examples of convergence. But one has to be aware
of the fact that quite some aspects in the area are different per member-state and will
remain so for a time. This is why the bottom-up approach is so important. This is a
different approach in the governance of the European Union. Many other sectors
already made clear that they are in favour of the same process as proposed for the
financial markets.
The strong points of the Lamfalussy report can be summarised as follows:
The recommendations insist very heavily on compulsory consultation of
practitioners at all three levels (investors, intermediaries, issuers). Consultation
should start at the beginning of the process and continue through the whole
legislation process.
The recommendations stress the need for transparency of the legislation
process so that the public opinion is aware and can organise herself
(information on the evolution of the legislation process on the Internet).
Consultation without transparency has no sense.
The recommendations insist on the absolute necessity of deadlines for each
stage of the legislation process.
The recommendations stress the importance of a monitoring process that
follows the directive or regulation (for example to check who is blocking
what).
The Lamfalussy recommendations do not change the division of power between
the European Union and the national level. Yet, the Lamfalussy plan, with the
creation of a new Securities Commission, implies that the decisional power shifts
further to the European level. The establishment of this commission is a new fact in
the European history.
Alexandre Lamfalussy feels that the step towards a single European legislator is
one bridge too far at this stage, saying it would not be feasible without much greater
harmonisation of legal systems. It might even not be necessary at the short term on
the condition that all powers in the European financial landscape co-operate
voluntarily in the implementation of his plan. The recommendations are in the stage
of implementation. Alexandre Lamfalussy strongly hopes that they will receive the
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support that they deserve: "If all these recommendations together don’t work, I don’t
know what will help".

6. THE ORIGIN OF FOREIGN DIRECT INVESTMENT BY TYPE OF HOMECOUNTRY CORPORATE LEGAL TRADITION, 1980 AND 1997
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7. DEFENCE MECHANISMS IN THE U.S.234

Anti-greenmail: the agreement between a large shareholder and a company in
which the shareholder agrees to sell his stock back to the company, usually at a
premium, in exchange for the promise not to seek control of the company for a
specified period of time.
Blank check preferred stock: preferred stock over which the board of directors
has broad authority to determine voting, dividend, conversion, and other rights.
Business Combination laws: laws that impose a moratorium on certain
transactions (e.g., asset sales, mergers) between a large shareholder and the firm for
a period usually ranging between three and five years after the shareholder's stake
passes a pre-specified (minority) threshold.
Bylaw and Charter amendment limitations: these provisions limit shareholders'
ability to amend the bylaws, or the ability of directors beyond the provisions of state
law to amend the bylaws without shareholder approval.
Classified board: a classified board is one in which the directors are placed into
different classes and serve overlapping terms.
Compensation plans with changes in control provisions: these plans allow
participants in incentive bonus plans, to cash-out options or to accelerate the payout
of bonuses should there be a change in control.
Director indemnification contracts: these are contracts between the company and
particular officers and directors indemnifying them from certain legal expenses and
judgments resulting from lawsuits pertaining to their conduct.
234

Gompers and Ishii (2001).
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Control-share cash-out laws: laws that enable shareholders to sell their stake to a
"controlling" shareholder at a price based on the highest price of recently acquired
shares.
Cumulative voting: cumulative voting allows a shareholder to allocate his total
votes in any manner desired, where the total number of votes is the product of the
number of shares owned and the number of directors to be elected.
Directors' duties: allow directors to consider constituencies other than
shareholders when considering a merger. These constituencies may include, e.g.,
employees, host communities, or suppliers.
Fair-price requirements: these provisions limit the range of prices a bidder can
pay in two-tier offers.
Golden parachutes: these are severance agreements, which provide cash and
non-cash compensation to senior executives, upon a triggering event such as
termination, demotion, or resignation following a change in control.
Director indemnification: this provision uses the bylaws and/or charter to
indemnify officers and directors from certain legal expenses and judgements
resulting from lawsuits pertaining to their conduct.
Limitations on director liability: these charter amendments limit directors'
personal liability to the extent allowed by state law.
Pension parachute: this provision prevents an acquirer from using surplus cash
in the pension fund of the target in order to finance an acquisition.
Poison pills: these securities provide their holders with special rights in the case
of a triggering event such as a hostile take-over bid.
Secret ballot: under secret ballot (also called confidential voting), either an
independent third party or employees sworn to secrecy are used to count proxy
votes, and the management usually agrees not to look at individual proxy cards.
Executive severance agreements: these agreements assure high-level executives
of their positions or some compensation and are not contingent upon a change in
control (unlike golden or silver parachutes).
Silver parachutes: these are similar to golden parachutes in that they provide
severance payments upon a change in corporate control, but unlike golden
parachutes, a larger number of a firm's employees are eligible for these benefits.
Special meeting requirements: these provisions either increase the level of
shareholder support required to call a special meeting beyond that specified by state
law or eliminate the ability to call one entirely.
Supermajority requirements for approval of mergers: these charter provisions
establish voting requirements for mergers or other business combinations that are
higher than the threshold requirements of state law.
Unequal voting rights: these provisions limit the voting rights of some
shareholders and expand those of others.
Limitation on action by written consent: these limitations can take the form of
the establishment of majority thresholds beyond the level of state law, the
requirement of unanimous consent, or the elimination of the right to take action by
written consent.
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8. ANNOUNCED HOSTILE CORPORATE TAKE-OVERS
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9. OECD GENERAL POLICIES FOR MULTINATIONAL ENTERPRISES

Enterprises should take fully into account established policies in the countries in
which they operate, and consider the views of other stakeholders. In this regard,
enterprises should:
1. Contribute to economic, social and environmental progress with a view to
achieving sustainable development.
2. Respect the human rights of those affected by their activities consistent with the
host government’s international obligations and commitments.
3. Encourage local capacity building through close co-operation with the local
community. This includes business interests, as well as developing the
enterprise’s activities in domestic and foreign markets. All this have to be
consistent with the need for sound commercial practice.
4. Encourage human capital formation, in particular by creating employment
opportunities and facilitating training opportunities for employees.
5. Refrain from seeking or accepting exemptions not contemplated in the statutory
or regulatory framework related to environmental, health, safety, labour,
taxation, financial incentives, or other issues.
6. Support and uphold good corporate governance principles and develop and
apply good corporate governance practices.
7. Develop and apply effective self-regulatory practices and management systems
that foster a relationship of confidence and mutual trust between enterprises and
the societies in which they operate.
8. Promote employee awareness of, and compliance with, company policies
through appropriate dissemination of these policies, including through training
programs.
9. Refrain from discriminatory or disciplinary action against employees who make
bona fide reports to management or, as appropriate, to the competent public
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authorities, on practices that contravene the law, the Guidelines or the
enterprise’s policies.
10. Encourage, where practicable, business partners, including suppliers and subcontractors, to apply principles of corporate conduct compatible with the
Guidelines.
11. Abstain from any improper involvement in local political activities.
The OECD further recommends rules of conduct with respect to eight subjects:
Disclosure: timely, regular, reliable and relevant information regarding the
activities, structure, financial situation and performance of the enterprise.
Employment and industrial relations: enterprises should, among other things,
respect the right of employees to be represented by trade unions and other bona
fide representatives of employees, contribute to the effective abolition of child
labour and to the elimination of all forms of forced labour, provide information
and facilities to employee representatives and take adequate steps to ensure
occupational health and safety in their operations.
Environment: taking due account of the need to protect the environment and to
conduct their activities in a manner contributing to sustainable development,
enterprises should, among other things, establish and maintain a system of
environmental management, provide the public and employees with adequate
and timely information on the potential environment, health and safety impacts
of its activities, and continually seek to improve corporate environmental
performance.
Combating Bribery: enterprises should not, directly or indirectly, offer
promise, give, or demand a bribe or other undue advantage to obtain or retain
business or other improper advantage.
Consumer Interests: enterprises should act in accordance with fair business,
marketing and advertising practices and should take all reasonable steps to
ensure the safety and quality of the goods and services they provide.
Science and Technology: enterprises should, among other things, endeavour to
ensure that their activities are compatible with the science and technology
policies and plans of host countries and as appropriate contribute to the
development of local and national innovative capacity.
Competition: enterprises should, within the framework of applicable laws and
regulations, conduct their activities in a competitive manner (e.g. by refraining
from entering into or carrying out anti-competitive agreements among
competitors).
Taxation: it is important that enterprises contribute to the public finances of
host countries by making timely payment of their tax liabilities.
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10.INQUIRY INTO FUTURE DEVELOPMENTS OF CORPORATE
GOVERNANCE SYSTEMS: ANALYSIS OF THE REFERENCE BASE

At the first European Corporate Governance Forum’s conference organised by
the Belgian Directors’ Institute in Brussels on the
and
of November 2000,
part of the participants co-operated by voting on a questionnaire regarding several
topics of corporate governance. The responses enable to sketch the differences
between countries and systems, as well as between academic and business people.
82 participants from 17 countries filled in the questionnaire. Not only academics
participated, also business people and people active in other organisations, like not
for profit entities and government regulators. However not all participants answered
all questions. The small number of answers for each individual question and group
of people necessitates regrouping the answers and evaluating in each case whether
significance can be attached on the notified differences235.

10.1Plenary session - questionnaire

Question 1: Which country or region are you from?
a. Belgium
b. United Kingdom
c. The Netherlands
d. France
e. Germany
f. Denmark
g. Italy
h. Spain
i. Other EU country
j. Non-EU country
Question 2: What company or organisation do you work for?
a. Business - public (listed) company
b. Business - private (non-listed) company
c. Institutional investors - organisation servicing shareholders
d. Audit, legal and fiscal services
e. Academic institution
f. Government - governmental organisation
g. Non-profit organisation
h. Others
235

This study is to a large extent of a descriptive nature. The statistical approach is based on crosstabulation. These tabulations offer basic tables for a correspondance analysis. This kind of analysis
uses one of the most basic statistical concepts, chi-square, to standardize the number of participants
and form the basis for associations. Chi-square is a standardized measure of actual frequencies
compared to expected cell frequencies. Most tabulations are presented in a multiple matrix form,
known as multiple correspondence analysis.
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Question 3: In which direction do you think the corporate governance systems of
public (listed) companies will evolve in the future?
a. Anglo-Saxon model
b. Hybrid corporate governance model
c. Different system per type of firm
Question 4: In which direction do you think the corporate governance systems of
private (non-listed) companies will evolve in the future?
a. Anglo-Saxon model
b. Hybrid corporate governance model
c. Different system per type of firm
Question 5: Each national governance system is a system with interdependencies
and significant barriers to cross-reference.
a. I fully agree
b. I agree
c. I disagree
d. I fully disagree
e. No opinion
Question 6: Different governance structures serve different economic and political
purposes.
a. I fully agree
b. I agree
c. I disagree
d. I fully disagree
e. No opinion
Question 7: Corporate governance recommendations should focus on:
a. Stock listed companies with dispersed ownership
b. Stock listed companies with concentrated ownership (controlling block
owners)
c. Private owned businesses
d. Non-profit organisations
Question 8: With respect to corporate governance, what do you suggest the
European Commission should do? Order in priority those types of organisations that
need corporate governance recommendations.
a. no action needs to be taken: market forces will cope with the different
corporate governance systems
b. no action needs to be taken: let competition decide on the most optimal
regulatory system
c. create an environment for full recognition: all governance models can be
applied in all member states
d. partially harmonise certain aspects of the corporate governance system
e. fully harmonise the governance system(s)
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Question 9: Suppose the European Commission takes action, the Commission
should not only focus on the protection of minority shareholders but also take other
governance related topics, such as allowing the issue non-voting stock, in
consideration when discussing partial harmonisation?
a. I fully agree
b. I agree
c. I disagree
d. I fully disagree
e. No opinion
Question 10: The enforcement of corporate governance issues will be a matter of
a. a European version of the Securities and Exchange Commission
b. a supra national securities markets (e.g. Euronext system)
c. a national authorities with mutual recognition
d. a national authorities without mutual recognition
e. market enforcement (shareholder action by institutional investors, …)
f. no opinion
Question 11: Corporate governance recommendations can be summarised into the
following 3 minimal aspects:
basic principles of accountability and fiduciary duties of directors,
minimal level of disclosure and transparency,
integrity and ethical behaviour?
a. I fully agree
b. I agree
c. I disagree
d. I fully disagree
e. No opinion

10.2Origin of the participants

As mentioned, the participants came from 17 countries. The questionnaire
divided the respondents into 10 groups. Participants came from Australia, Austria,
Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Poland,
Portugal, Spain, Sweden, Switzerland, The Netherlands, and United Kingdom.
Some countries only had a small number of representatives participating in the
questionnaire. As a consequence, the respondents were regrouped into three groups:
United Kingdom
Countries within the European Union with a one-tier board structure236
Countries within the European Union with a two-tier board structure
236

Including those countries in which the legal system offers the one and two-tier board structure, but
where only a limited amount of companies have opted for the two-tier board structure. This is the case
in France.
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This classification enables to create larger samples for which differences can be
more accurately measured. The number of participants coming from outside the
European Union were limited in number and belong to different corporate
governance systems. Therefore, we excluded them from the analysis. The
descriptive figures of the numbers are given in Table 20. The majority of the
participants come from a Continental European country in which a public limited
company has a one-tier board structure. One in five has a U.K. background. Ten
participants either come from Germany or the Netherlands.

The major disadvantage of this classification stems from the preconditional
interpretation of the facts. By classifying people in those three systems we already
expect that differences could occur between those groups.

10.3Activity of the participants

The second classification is based on the major activity of the participants.
Again, the participants could choose between a large number of classes (Table 21):
1: Business - public (listed) company
2: Business - private (non-listed) company
3: Institutional investors and organisations serving shareholder groups
4: Audit, legal and fiscal services
5: Academic institution
6: Government
7: Non-profit organisation
8: Other
Those classes were reduced to three major groups, i.e. business community
(classes 1-4), academic community (class 5), government institutions and others
(classes 6-8). About 50% of the participants are active in a business community.
Less than 30% of the participants work in an academic environment while the other
participants are working for government regulators, not for profit organisations, ...
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A first approach to analyse possible differentiation criteria is by referring to the
diversity in monitoring instruments.
Object of monitoring and disciplining. As will be discussed further on, all
constellations of ownership structure involve costs and benefits237.
Legislation: according to Gugler (2001) the task of prudential company
legislation is to secure the benefits of large shareholders as effective monitors
of management and -at the same time- to prevent them from consuming
excessive private benefits from control to induce small and minority
shareholders to invest, two policy options have to be combined :
to (restrictedly) allow the issuance of non-voting stock: is both a low cost
method of remaining in control and raising needed outside equity capital as
well as a separation device that potentially implies diluted incentives and
shareholder expropriation; therefore this policy has to be complemented with
protecting minority shareholders and impose high disclosure and accounting
standards: this could provide the necessary transparency for small
shareholders; disclosure requirements for pyramidal groups, for the structure
of ownership and voting rights should be mandatory and enforcement should
be strict. Disclosure and transparency regulation as well as minority
shareholder rights in Continental Europe are far behind Anglo-Saxon
regulation; accordingly dispersed shareholders do not feel comfortable
investing in equity markets;
Self-regulation and monitoring
all codes of corporate governance
comply or explain principle used by stock exchanges
'black list'of Calpers
the monitoring commission (e.g. the Netherlands, Spain, Greece, ...)
Scorecard of Deminor, German Scorecard
Market discipline: overview of different types of disciplinary mechanisms:
direct monitoring by large blockholders, management ownership238, take-overs
and the market for corporate control, management remuneration, managerial
labour market, debt pressure, product competition.

237
238

Gugler (2001).
Managerial ownership above a certain level will allow managers to become entrenched and
expropriate the wealth of minority shareholders.
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Mix of regulation, self-regulation and market discipline on an institutional
framework for corporate goverance.

11 .TOP-60 ECONOMIC POWERS
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12.CORPORATE GOVERNANCE ECONOMIC THEORIES

The principal-agent literature is concerned with how the principal (the owner of
the firm) can design a compensation system (a contract) which motivates his agent
(the manager) to act in the principal's interest. A principal-agent problem arises
when there is asymmetric information either concerning what action the agent has
undertaken or what he should undertake. Agency costs are the total costs of
structuring, administering and enforcing contracts written in a principal-agent
setting.
Prior to the emergence of the principal-agent literature, managerialist theories of
the firm directly questioned the profits maximisation assumption: Baumol (1959)
hypothesised that managers maximised sales; Williamson (1963) added staff and
emoluments to the managers' objective function, Marris (1963, 1964) postulated
growth maximisation by managers.
The basic free-rider problem of monitoring arises because a monitoring
shareholder would exert a positive externality on other (non-monitoring)
shareholders. Therefore, as the full costs of monitoring are borne but only a fraction
of the total benefits are appropriated, less than an optimal monitoring level is
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attained, and possibilities for managerial discretion result. As the principal agent
theory is not explaining some differences new research emerged.
Becht and Mayer (2001) developed a very interesting new theory, which they
called the 'irrelevance theory'. They state that ownership structure is irrelevant in the
face of dominant management control. They are convinced that there is a high
degree of management entrenchment in all countries: "There is an alternative to the
conclusions of private control bias on the continent and management control bias in
the U.K. and the U.S. There is a high degree of management entrenchment in all
countries, either through lock-in variables on the continent or through anti-take-over
mechanisms in the U.S. and the U.K. Market control or control by a blockholder
who has the best interests of all shareholders in mind are rare..." Voting power
dispersion overestimates the importance of external control in countries such as the
U.S. and the U.K., which may have a management, not a market-control bias. The
primary distinction is not between market and private control but between
management and private control. Even in countries with dominant shareholders, a
variety of mechanisms exists that management can employ to protect itself from
external investor interference... The "Berle & Means" view of strong
managers/weak owners may therefore be applicable even in the presence of
dominant blockholders and the distinction between patterns of control may be of
little relevance in the face of a class of largely unaccountable management'.
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