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Foreword

Ten years ago I started to offer annual doctoral seminars in corporate gov-
ernance and seminars for chairmen and members of boards at the Univer-
sity of St.Gallen. In 1995 I published an “Integrated Board-Management”
concept and suggested that the board has to be developed as a team re-
sponsible for directing and controlling an organization.

Strategic Direction Board

Orientation
A
Entrepreneurial Board Directing and Controlling Board
/3]4)\
12/
Administrative Board Supervisory Board

Controlling Board Orientation

Fig. F-1. Development levels of boards

Since then the subject of corporate governance has become highly topi-
cal world-wide because of the many corporate crises that have occurred -
in both countries that promote shareholder-value governance approaches'

I See Rappaport (1986) and Stewart (1991).
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(such as the USA or Australia), and countries that strive for stakeholder-
value governance approaches? (such as Germany or Japan).

Depending on the value system prevailing in a particular country or con-
text, corporate governance has been seen to deal with “... the protection of
shareholders rights or... the rights of all, or at least a part of the stake-
holders,..”.3

In research as well as in practice, the common assumption is that there
are just “two basic models of corporate governance systems: the first
model is the Anglo-American ‘market based’ model which emphasizes the
maximization of shareholder value, while the second model is the ‘rela-
tionship-based” model, which emphasizes the interests of a broader group
of stakeholders™.*

In this book, however, I introduce a third way - “New Corporate Gov-
ernance” - that integrates the strengths of both approaches. I thereby avoid
the traditional question of which approach should be used as a basis for
corporate governance: the widely used Anglo-American shareholder-value
approach or the stakeholder-value approach, which is found in a variety of
forms.

I propose a “glocal, both-and” approach. In other words, I adopt both
the global relevance of aspects of the Anglo-American board best-practice
(exemplified in Canada, New Zealand and Great Britain, and adopted
sometimes with little or no critical analysis in developing nations?®), and the
local governance best-practices evident in the approaches adopted by many
international firms operating in countries around the world. Companies
only generate enduring success if they add value in all their activities for
shareholders, customers, employees and society. Thus it is important for
each board to determine the manner in which stakeholders share in firm
success, according to that firm’s requirements. For example,

2 See Freeman (1984:31), wherein stakeholders are defined as: “those groups
without whose support the organization would cease to exist”.

3 Wentges (2002: 74)

4 Tabalujan in Hasan (2002: 488). See also the definition of corporate govern-
ance proposed by Shleifer and Vishny (1997:737) for an example of a pure
shareholder model, and Preston and Donaldson (1995) for a discussion of
stakeholder orientations.

> See Ahunwan (2003).
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— 50% shareholder value added (based on EVA)®
— 20% employee value added

— 20% customer value added

— and 10% public value added.

In each case, the requirements, the satisfaction and the voluntary loyalty
of these stakeholder groups could be measured periodically, using an inte-
grated feedback toolkit, for example’.

Board
Performance

Dimension
A

Glocal:

Share- &
Stakeholder Approach
(“Coopetition” Model)

Global:
Shareholder Approach
(Competition Model)

Local:
Stakeholder Approach
(Cooperation Model)

Board Relationship Dimension

Fig. F-2. Models of corporate governance

In response to the growing interest in corporate governance I founded
the IFPM-HSG Center for Corporate Governance, in order to focus my re-
search, teaching and consulting activities, in a targeted way, on this inte-
grated approach.

I then started work on this book, and in this regard, I would like to thank
all the people who made contributions to its completion. Firstly, I thank
the chairmen who have given me the mandate to implement new board

6 See Stewart (1991).
7 Such as that developed by Hilb (2003).



X Foreword

concepts and carry out board evaluations on their behalf. Secondly, I thank
the numerous participants on our board management seminars, board net-
work workshops and annual doctoral seminars on corporate governance at
the University of St. Gallen, for the many valuable contributions.

Special thanks go to the following academics and associates of our Insti-
tute: Professor Roman Lombriser for his valuable remarks, Ursula Knorr
for critically checking and professionally styling the original version of
this book, Tudor Maxwell for competently shaping the English version,
and Jean-Claude Gonzalez for the professional translation and preparation
of the French version of this book.

Last but not least I would like to thank Dr. Werner A. Miiller of
Springer Publishers for his valuable support with the simultaneous publica-
tion of both the English and German versions of this book.

St. Gallen, March 31st 2004
Martin Hilb






Part O: Introduction 3

0.1 Background

In recent years the topic of corporate governance has gained prominence as
a result of the large number of attention grabbing corporate scandals at the
board level. What was formerly a topic of interest to academics has be-
come a burning issue worldwide, for researchers and practitioners alike.

e In practice, there seem to be four reasons that account for the public
crisis of confidence - about the economy in general, and about
chairmen and CEOs in particular®.

Technological
Sphere:

The Dot.com
Bubble bursting

Social
Sphere:

Economic
Sphere:

Primary Causes
of the Crisis in
Corporate

Governance

Irresponsible Top
Management

The Stock Market
Crash

Ecological
Sphere:

High Risk
Strategies

Fig. 0-1. Primary causes of the crisis in corporate governance

8 Taylor (2003: 1)



Background

In the technological sphere, the main driver of the corporate gov-
ernance crisis was the bursting of the dot.com bubble. The specula-
tion in high-tech companies on stock markets throughout the world
led, according to Alan Greenspan, to “irrational exuberance”. Al-
though the internet undoubtedly resulted in a technological break-
through, it was assumed that the internet invented a new business
model, “... which it didn’t. It is a tool that companies can use to
build their business, if they can combine it with distinctive products
(and or services) but nothing more than that’.

2. In the economic sphere, the many corporate governance scandals in
the USA, for example Enron, Worldcom, Global Crossing, and Ar-
thur Anderson, led to the greatest stock market collapse in US his-
tory. According to a Gallup survey, the public level of confidence in
the US economy and its key officials, reached its lowest level since
1981'°. The positions of board members in the USA could be de-
scribed as follows: “Highly important corporate positions with ulti-
mate legal responsibility for the company, high liability and reputa-
tional risk, meager pay, too little time, support, or information to do
the job,... and the job doesn’t even earn much respect nowadays™!!.

3. In the risk management and ecological spheres numerous corpo-
rate collapses (such as Swissair), or strategic mistakes (such as
Vivendi-Universal or AOL Time Warner), have shown that boards
had approved strategies that were too risky. There was a blatant lack
of professional risk management at the board level, as demonstrated
by audits of numerous boards of companies in different sectors.
There also appears to have been an increasing separation of the
economy and society, and an increasingly short-term financial-
performance orientation'2.

4. In the social sphere there has been a striking lack of integrity ex-
hibited by those responsible for directing and controlling corpora-
tions. In a doctoral seminar in the summer of 2003, we required doc-
toral students from eighteen different countries to present cases of
board mismanagement from their home countries. At the end of the
presentations, we asked what all those case studies had in common.
The answer was unanimous: lack of integrity, whether at the board-,
CEO-, auditor- or CFO- level. The irresponsible and one-sided use
of stock options was one particular feature of the board misman-

Taylor (2003: 3)

Business Week (September 23, 2002:14)
Ward (2003: 224)

Gladwin et al. (1995)
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agement cases presented. Indeed Henry Mintzberg described this use
of stock options as “legitimized corruption” in some large listed
companies in North America and Europe.

According to Sir David Tweedie, Chairman of the International Ac-
counting Standards Board:

“Executive boards failed, non-executives were kept in the dark, audit
committees failed, auditors fell asleep at the wheel, or let problems
go, credit rating agents did none too well, analysts missed it, the SEC
failed to regulate, and the investment banks and lawyers (and consult-
ants) were part of the problem, helping companies with their ques-
tionable deals.... It wasn’t just one little piece gone wrong. The whole
system was collapsing” 3.

In research, the above mentioned “mis-developments” made it in-
creasingly clear that underlying theories were used in an undifferen-
tiated and uni-dimensional way. For example, the oft applied agency
theory' has the following failings in corporate governance research:

“Much of agency theory ... unrealistically assumes that earnings
and stock prices cannot be manipulated”.'s

— “Traditional agency theory builds primarily or exclusively, on
extrinsic motivation.”

— Only the needs of top executives and shareholders (and in the
worst case only the needs of top executives) were taken into ac-
count, but not the justifiable needs of employees, customers, or
the environment (the public realm, the natural environment or
the heritage of future generations).

— Finally, agency theory could not “... account for key differences
across countries”!”.

Newing (2003: 6)

See Berle and Means (1932), Jensen and Meckling (1976), Eisenhardt (1989)
and Aguilera and Jackson (2003: 448ff).

Implying that some of the incentive systems in common use do not generate
the alignment between principals and agents for which they were supposedly
designed (Brecht et al, 2002: 47).

Frey (2003: 4)

Aquilera and Jackson (2003:448)
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It has become evident that the role of the board should be handled in
a more differentiated and holistic way. Corporate governance re-
search should take into account the diverse roles that boards play's.
For example:

Resource dependency theory suggests that board members can play
valuable roles in making resources available to, and in coaching the
CEO. Thus the art of board leadership could be “... to build and
maintain trust in [directors’] relationships with executives, but also
to maintain some distance so that effective monitoring can be
achieved.”"

Stewardship theory® suggests that top managers can act in the best
interests of the company even when financial incentives and moni-
toring systems are not in place to ensure that this is the case. Under
such circumstances, the role of the board shifts from monitoring to
support in strategy formulation and implementation at a high level.

And, institutional theory*' attempts to understand corporate govern-
ance in the context of social and cultural constraints imposed on or-
ganizations.

In the past, most research has addressed corporate governance from
a single perspective. In the future it will be increasingly important to
approach corporate governance from an integrated and “multi-
theoretic” point of view. In this regard, Hung presents a valuable re-
search-typology??; one that can serve as a compass to orient users of
the model presented in this book (see Figure 0.3).

In theory and teaching, a limitation of corporate governance can be
described as follows?: “One short-coming has been the tendency of
textbooks in the area to make prescriptions about the ‘best practice’

. without providing a credible analytical framework for the stu-
dents or the practitioners.”> There is a severe deficit of integrative
corporate governance concepts. An analysis of the development

See Hung (1998: 105).

Daily and Canella (2003: 376)

See Davis et al (1997).

See Aoki (2001).

Hung (1998: 105)

These limitations apply equally to human resource management (HRM).
Boxall (1992: 60)



