PAGE  
9

Globalisation and Corporate Governance 

By A. V.Vedpuriswar

Introduction 

Over the years, in different countries, unique governance styles have evolved, shaped by local cultural factors and historical circumstances. Globalisation is bringing about a convergence in governance styles across the world. Businesses across the world are learning from each other and embracing shareholder capitalism and strong disclosure norms. This article looks at the changing governance practices in the US, continental Europe and Japan, and attempts to understand how these practices seem to be converging. 

Understanding the key issues
We can describe governance in simple terms as the set of mechanisms by means of which the interests of shareholders/investors in a firm are protected. The people who put money in a firm have to leave it to managers to take care of the day-to-day operations. So safeguards are needed to ensure that the capital supplied is properly used and adequate returns generated. This is called the agency problem in management literature.
In a public company, there are a large number of small owners, who are not in a position to exercise control over the firm. They delegate control to the board which in turn delegates it to management. In a widely cited paper, Berle and Means (1933)
 have referred to this as the separation between ownership and control. Because of this separation, there is a danger that managers may pursue goals which are divergent from those of owners. For example, managers may make imprudent investments that may expand their empire but not create value for the firm. So appropriate checks and balances are needed. These include monitoring by independent directors, the threat of proxy fights, takeovers and appropriate financial structure. 

Debate continues on what is the most appropriate form of corporate governance.
 Does the solution to better governance lie in strengthening the board of directors? Or does it lie in attracting particular types of investors who are more likely to challenge managers when they seem to be taking wrong decisions?  Is bank finance, i.e., debt more likely to ensure better managerial decisions than a large number of small equity investors?  What kind of contract should exist between managers and shareholders? What kind of incentives should be built into these contracts to align managerial actions with investor interests? What are the legal mechanisms that can improve governance?  
Historical factors

Historical factors have played a significant role in shaping governance styles in different countries. A few examples will illustrate the point. The American political system in its early years systematically discouraged large investors. Banks, insurance companies, mutual funds and pension funds, were prevented from becoming too influential in corporate affairs. Professional managers began to enjoy a lot of powers. A related development was the highly sophisticated legal system for protecting the interests of small shareholders. This was probably driven by the strong American desire for democracy and fairplay. 
In contrast, Japan shaped its system of powerful banks at the end of the 19th century, during a period of rapid economic growth and with the active involvement of the state. In the early part of the 20th century, large diversified companies called Zaibatsu came to dominate Japanese industry. Much more diversified than big businesses in the US and Britain, the Zaibatsus consisted of manufacturing ventures, a bank to finance them and a trading company to sell the products overseas. In the years before World War I, eight major Zaibatsus were formed, from which Mitsui, Mitsubishi, Sumitomo and Yasuda emerged as the “Big four” by 1920. By the early 1920s, the Zaibatsus controlled much of the mining, shipbuilding, banking, foreign trade and industry in Japan.

To increase competition, the Americans while occupying Japan (1946-1949) after the war, broke up the Zaibatsu. But they soon backtracked after cold war concerns started dominating. The Americans realized the need to position Japan as a pro western bastion in Asia. In line with the needs of geopolitics, the Americans allowed the Zaibatsus to make a comeback. 
Meanwhile in Germany, the powerful banks did not support the introduction of disclosure rules, ban on insider trading and other measures that might have helped to protect the interests of minority shareholders. Banks enjoyed wide ranging powers as they voted significant blocks of shares, held board positions, lent money to the firm and operated in a legal environment favourable to creditors. 
For a long time after independence, this was the scenario in India as well. Banks and financial institutions, under the influence of the government controlled the supply of capital to firms. Consequently, they had a major say in the governance of firms, with a strong representation on the board. To complicate matters further, because the financial system itself was heavily controlled by the state, political interference was taken as a given.  No wonder, many existing managements continued despite the underperformance of the companies involved. 
Cultural factors
Cultural factors too have shaped the governance styles across the world.  Dutch researcher Geert Hofstede has identified four dimensions that are useful while interpreting and understanding management styles. The first of these dimensions is power distance - the extent to which people at lower levels of the organization feel that power is not distributed uniformly, but is concentrated at the top. Organizations in low power distance cultures will generally be less hierarchical and more decentralised with fewer layers in the organisation structure. A second dimension, uncertainty avoidance refers to the extent to which people feel threatened by ambiguity and hence try to avoid uncertain situations as much as possible. Where uncertainty avoidance is low, there will be fewer written rules and more risk taking by managers, who are also likely to be more ambitious. The third factor cited by Hofstede is individualism, the extent to which people are self- centered. Where individualism is high, managers are likely to work hard and show plenty of initiative. They can look forward to promotion on the basis of capability rather than seniority. The last factor identified by Hofstede is masculinity, which refers to the importance attached by society to material success. Where masculinity is high, the workplace may be more demanding, stressful and less employee friendly. Americans, traditionally, have tended to be high on individualism, low on power distance, moderate on masculinity and moderate on uncertainty avoidance. Japanese managers have tended to be high on uncertainty avoidance, low on power distance, moderate on individualism and moderate on masculinity.  
These dominant cultural traits have significantly influenced the evolution of different management styles in different regions. For example, in the US, CEOs have traditionally enjoyed vast powers but also have a high degree of accountability. They are under constant pressure to reward shareholders. It has not been uncommon for American CEOs to enjoy unquestioned authority for years, but to be dumped unceremoniously when there is a decline in profits or growth during a quarter or two. American disclosure norms are also pretty stringent. The cultural trait of individualism has presumably shaped American corporate governance.  
In contrast, the Germans and the Japanese rank relatively low on individualism. As a result, CEOs enjoy fewer powers. Moreover, the powers are distributed among managers rather than being concentrated in one manager. In Germany, workers have a big say in governance. Germany follows the system of codetermination evolved with two boards, a Supervisory board and a Management board. The Supervisory board, which oversees the activities of management, has a large number of worker representatives, resulting in a consensus oriented system. 
Winds of Change
Thanks to globalisation, governance practices across the world are converging. The trend in Europe and Japan seems to be towards better disclosures, more accountability and greater sensitivity to the interests of shareholders.  Japan seems to be embracing a new hybrid model of capitalism that brings together aspects of the old Japanese model, with carefully chosen elements of western capitalism. At the same time, the enormous powers enjoyed by American CEOs have been challenged and various safeguards are being put in place. The Sarbanes Oxley Act, SOX is a good example. Extravagant compensation paid to CEOs and the indiscriminate grant of stock options are also being attacked in the US.  Similarly, the rise of private equity in the US suggests that the virtues of debt are being recognized in a country which has traditionally sworn by equity.  We now briefly examine how governance practices are changing in some specific countries/regions. 
The United States
The Americans pioneered professional management in the post war years. As companies diversified and entered overseas markets, management of operations became more complex, posing new challenges. Decentralised, multidivisional management systems became common. According to Mansel G Blackford
, by 1970, some 86% of the 500 largest industrial companies in the US were diversified to the extent that they had at least three divisions. So owners had no option but to appoint professional managers with the necessary expertise to manage day-to-day operations.
But there were structural problems in the US style of governance. The separation of ownership from management meant that executives had less of a personal stake in the long term success of their companies than in earlier times. Managers focused on raising short term profits and share prices to stake their claims for career advancement. Because of America’s more efficient market for corporate control, hostile takeover bids were common. But rather than focusing on the basics, management time began to be diverted to resist these takeover bids and in some cases to putting in place ‘poison bills” and other anti takeover strategies. As a result, key areas that determined the long term health of an enterprise, capital investments and R&D were ignored. The large compensation differentials between management and workers, the concentration of powers in the hands of management and the short term profit orientation also contributed to labour-management tensions. 

In recent years, the Americans have started to realize that excessive concentration of powers in the hands of the executive management may not be desirable. Which is why the trend is towards more independent directors. The dubious practices adopted by CEOs to achieve their quarterly targets, including the manipulation of accounting earnings, have been heavily criticized. CEO compensation is also being monitored carefully by watchdogs. At the same time, workers are being more closely involved in management. And in many traditional industries, workers themselves are realizing the need for harmonious relations with the management to sustain long term industrial competitiveness. 
Japan 

As mentioned earlier, shareholder capitalism has been traditionally less dominant in Japan.  Japanese companies, have used more debt than equity, and traditionally enjoyed a cosy relationship with the banks and the government.  Till recently, large cross holdings as well as shareholdings by major banks were the norm. Disclosure norms and corporate governance standards  have lagged behind those in the US.  But thanks to globalization, Japan has changed considerably in the past 15 years.  Takeover bids have become easier even as using poison pills has become more difficult. The government has also revamped the commercial code and made it easier for foreign firms to take over local companies.
The government has been encouraging foreigners to enter the country and reform companies and restructure inefficient industries. Carlos Ghosn of Renault has successfully restructured Nissan while the arrival of coffee chain Starbucks has made a significant impact on the local coffee chains.
Meanwhile, the influence of banks on the financial system has been declining, with many companies going directly to capital markets to access funds. Consequently, the ability of banks to extend patronage to business groups with whom they have a strong relationship has been undermined.  This is a significant departure from the past when firms were often highly leveraged. 

As mentioned earlier, the market for corporate control in Japan has become more vibrant. Recently, Steel Partners, an American investment fund launched a takeover bid for Bull Dog Sauce, a Japanese condiment manufacturer. Bull Dog opposed the bid, decided to use a poison pill and when taken to the court, averted the legal challenge.  This deal resembled American style corporate takeovers even if it ultimately failed. 
A change in ownership pattern is making hostile bids easier. While in 1992, 46% of all listed shares were held as cross-shareholdings by related companies (and only 6% by foreign investors) in 2004, cross shareholding fell to 24% (while foreign ownership rose to 22%). Today there are many funds and partnerships in Japan, willing to challenge existing managements and act as intermediaries in M&A deals. Shareholder activist funds, private equity and foreign investment funds are playing an increasingly active role. 

In the past, restructuring was not easy for Japanese companies. Firms could not easily sell divisions and subsidiaries because of a rule that required an appraisal of all the division’s assets by a court appointed inspector. In 2000, this rule was removed for small underperforming divisions.  Since then, trading in underperforming assets has become easier. 

Till the late 1990s, Japanese accounting rules allowed companies to hide their problems by not consolidating the finances of partly owned subsidiaries with the parent.  Financial losses could also be circumvented by using off balance sheet loan guarantees. The big bang reforms of 1998 established a new regulatory body, the Financial Services Agency to supervise financial institutions and accounting practices. In 2000, the basis for consolidation of subsidiaries was defined more precisely. Building and construction companies, which routinely created affiliates to hide losses, and car companies, which had loss-making dealerships, had to change their disclosures. Today, more and more companies are valuing their investments at market price rather than face value. Many Japanese companies are today less likely to hold on to their equity stakes in poorly performing companies, for purely sentimental reasons. 
Traditionally, Japanese companies have maintained large reserves of cash and liquid securities, mainly because dividends were taxed but not capital gains. The change in rules as well as greater equity stakes held by foreign investors, are increasing the pressure on companies to use excess cash to buy back shares or pay higher dividends. Japan’s Pension Fund Association has announced that it will press firms to pay higher dividends and vote against directors of companies generating inadequate returns for shareholders. 
At the board level too, things are happening in Japan. Japanese companies have traditionally had large insider dominated, unwieldy and inefficient boards. Many of them are now restructuring their boards on the lines of their US counterparts. Boards are getting smaller and being filled with more competent people. Sony, Hitachi, Toshiba and Nomura are some of the companies that have moved on to an American style of corporate governance with a large number of independent directors in charge of the key audit, remuneration and nomination committees. While the Japanese interpretation of “independent” is somewhat hazy, companies like Sony seem to have appointed genuinely independent directors on their boards. 

Meanwhile, the increasing pressure from shareholders is making board members in Japan act more responsibly. In February 2007, the Japanese investment fund, Ichigo rejected the merger of steel companies, Tokyo Kohatsu and Osaka Steel, even though the merger had been approved by the two boards. Sparx, another Japanese investment fund reinstated the ousted president of Pentax, a camera maker and ensured that the merger of Pentax with optical glass maker, Hoya went ahead. Sparx made this move after the Pentax board had blocked the merger. The Pentax board had to resign. 
Japan, however, has still to address some major issues. The country’s accounting systems are still far from transparent, bankruptcy laws need to be strengthened and the judicial process must be speedened up. Much of the political wrangling in Japan today is about how much the country should change, i.e., how much of American style of corporate governance can be introduced in the country. Many Japanese sincerely believe that their companies are social institutions discharging roles that in other countries are performed by the state. But at the end of the day, Japan’s attitude has been aptly summed up by an investment banker
 “Japan sees a new thing and says: Hold on we don’t do that. Then it says Oh it’s not so bad but let’s do it in a Japanese way.” 
Continental Europe
During the 1970s and 1980s, European shareholders were generally ignored as  governments maintained pressure on industries to protect jobs, in an  environment characterised by heavy unemployment.  Governments also meddled in the market for corporate control and protected weak  managements for political reasons.
Another reason for weaker corporate of governance standards in Europe has been the phenomenon of cross shareholdings. Cross holdings are a major deterrent to sound corporate governance as small groups of people can hold power, without having made a proportionate investment. A study conducted in the late 1990s, revealed that in Italy, Belgium, Germany, and Austria, more than half of the listed companies studied, had a single shareholder or a known group of allies with more than 50% of the voting rights. In Italy, banks and holding companies owned networks of firms through complicated webs of cross holdings. Many German companies have the practice even today of issuing preferred stock with special voting rights. Many European companies routinely issue non-voting shares to ensure that new money can be raised without losing control. Holding companies like investor of Sweden exercise far greater control than their small equity stakes would seem to suggest. 

But things have certainly changed in the past 10 years or so. The introduction of the Euro on January 1, 1999 has been a major influencing factor. Thanks to a single currency, investors find it easy to buy shares across borders and compare the returns offered by different companies in a given industry. As trade and investment barriers have fallen and cross border mergers increased, the pressure on corporates to restructure and improve governance has also gone up.
The arrival of private equity, a largely American influence, has also had a significant impact on the management style. Private equity has increased pressure for better governance, upgraded the management talent and created greater expectations for quick results, in true American style.  Private equity firms have a buy-to-sell philosophy. They tend to be impatient for results. They pay what it takes to get the right management talent and establish strong linkages between management performance and compensation. In some cases private equity funds ask the CEOs they appoint to take stakes in their companies to ensure even closer alignment of management and stakeholder interests. In 2005, some 57 billion Euros were spent on buyouts in Europe.

Germany 

In Germany, large commercial banks through proxy voting arrangements have traditionally controlled over a quarter of the votes in major companies and also have smaller but significant cash flow stakes as direct shareholders or creditors. Large shareholders and banks together have controlled the affairs of corporations with small investors having little say. 
Meanwhile, in many smaller German companies, pyramidal forms of control have been exercised. For example, the owner can control a majority equity stake of a company which in turn can the majority equity stake of another company and so on.  Pyramidal structures enable businessmen to control large amounts of corporate assets with minimal amount of capital.

To complicate matters, the German preference for consensus based management has shaped a philosophy called co-determination.  Companies have a Board of Management and a separate Supervisory board. On the Supervisory board, half the seats are reserved for union members. The two tier structure has often proved unwieldy and slowed down decision making.
Thanks to globalization, there are signs that things are changing. German unions, on their part, are realising that their time is running out. Many are accepting productivity linked pay and pay cuts during downturns. Workers in Volkswagen (VW), Germany’s largest car maker, afraid of losing their jobs, have accepted pay cuts by agreeing to work longer hours for the same money. And at Opel, the German subsidiary of General Motors, German workers have sacrificed their pay and agreed to increase their productivity to protect jobs.
Regulators too are getting involved. To take an example, the European Court of Justice has challenged the Volkswagen law of 1960.  Under the law, the voting rights of any single VW shareholder are limited to 20%. This effectively protects VW from being taken over. If this cap is lifted, Porsche which has a 31% shareholding will take control and workers’ say in the affairs of the company will be significantly diluted.  

Compensation is a key issue in corporate governance. A well designed compensation structure can align the interests of shareholders and top management. German compensation practices, which have traditionally been egalitarian, are changing. A good example is Siemens, the global conglomerate. Towards the end of his tenure, former Siemens CEO Von Pierer announced new initiatives that were enthusiastically received by the markets. About 60% of the pay of top managers was linked to return on capital. This was a radical move in a country, where traditionally, compensation  has been predictable, with little downside risk and few upside opportunities. 
Like in Japan, banks in Germany have started losing their influence. The old model helped German businesses to take a long term perspective and not worry about short term ups and down. But banks are now under pressure to improve their performance. In the wake of the increasing integration of European financial markets and the pressure from Basle II, German banks are paying greater attention to the quality of their loans. The scrapping of the state guarantees enjoyed by Germany’s state owned Landesbanken and Sparkasen, thanks to new European union laws, has also put pressure on banks to do business differently. 
In the past, German banks routinely blocked takeovers. As a result, many bank owned companies, turned complacent and failed to register a satisfactory performance. An important change in Germany's regulatory framework, the removal of capital gains tax on the difference between a share's book value and the market value is likely to encourage banks to divest their shareholdings in non-performing enterprises. As banks divest their holdings, German companies will see more aggressive and independent investors demanding greater returns on capital. 
Private equity is also expanding its presence in Germany. Eckhard Cords has made a hostile raid on the well known retail chain, Metro. Arcandor, another retailer has gone through a private equity style restructuring. The company took on a lot of debt and divested many assets to retire the debt. 

France 

In France, the influence of the state is more extensive than most other countries in Europe. The public sector plays a big role in the economy and state bureaucrats enjoy wide ranging powers. The general apathy towards liberalisation and globalization is shared by political parties across the spectrum. Strikes and protests are common whenever the government indicates plans to introduce any major reforms aimed at making the labour markets more flexible. In 2006, for example, students held countrywide strikes and protest marches to express their displeasure at a plan to make it easier to hire and fire people under the age of 26. 
French politicians have found it fashionable to attack American influence and the evils of globalization. Meanwhile, cross-ownership and “core” investors have been common in France. Protection of jobs has prevented drastic restructuring. At the same time, the market for corporate control has performed inefficiently thanks to the government’s widely articulated support for “national champions” and stiff opposition to take over bids on French companies by companies in other parts of Europe.   All this has affected France’s corporate sector and its approach to governance.
But there are signs of change, again due to globalization. Air France is a good example. About ten years ago, the state airline was struggling thanks to the bureaucracy and unionism. Plagued by strikes, Air France seemed to symbolize the inefficiency of the French public sector. Jean Cyril Spinetta, who took over as CEO in 1997, masterminded the company’s restructuring. Responding to shareholder pressure, after the company was partially privatized, Spinetta made bold moves such as the merger with the Dutch airline KLM and an ambitious expansion of routes. Spinetta dealt with the unions politely but firmly and challenged their basic assumption that airline deregulation and privatization would be bad for Air France. 

Many of the big global firms like Renault (cars), Michelin (tyres), Lafarge (cement), Danone (foods), L’Oreal (cosmetics), AXA (insurance), and LVMH (luxury goods) are slowly but surely revamping their governance practices. Some French
 companies are learning from their American counterparts and looking at looking at off shoring as a great opportunity. Wendel, the investment fund has announced various restructuring plans that would mean IPOs for some of its subsidiaries like Bureau Veritas (BV), a certification and assessment consultancy. Wendel’s strategy resembles that of an aggressive American private equity firm. 

Meanwhile, France has some key concerns to address. The country needs to revamp its company law thoroughly if it is serious about protecting shareholders’ interests. Currently, most French companies have the power to limit voting rights. The composition of the board is another area for improvement. Independent directors are still not accepted widely in France. 
Other Regions 
Globalisation has had its impact on the governance styles in other regions as well. In Korea, where conglomerates have traditionally aimed for growth at any cost, building up huge capacities and accumulating large amounts of debt in the process, business habits are changing. 
In India, family managed businesses have been traditionally characterized by tight control by the promoters and opaque corporate governance practices. Pyramidal structures, cross holdings and siphoning of funds have been common. The winds of change have, however, started blowing. Disclosure and corporate governance practices have improved significantly in the sectors most directly affected by globalization. The country’s software companies have led the change. For example, the corporate governance practices of Infosys the country’s most admired software company, are today among the best in the world. The pharma companies are not far behind. Private equity is gradually but surely emerging as a force to reckon with in the country. At senior levels, variable pay is becoming an increasingly significant part of total compensation. Stock options and restricted stock units are becoming common in many companies. Quarterly financial statements and constant attention from analysts are keeping the managements on their toes. Under clause 49 of the listing agreement, 50% of the directors must be independent (only 33% if there is a separate Executive chairman). The recent liberalisation of short selling rules will also help in improving corporate governance. In a land mark paper written a few years back after the collapse of Enron, one of our most serious scholars in Finance, Jayanth Verma of IIM Ahmedabad argued
 :  “This paper has been a long litany of failures by various parties (management, board, auditors, rating agencies, analysts, regulators and others) to provide warnings about Enron and other similar failures. There is however one category of people who come out in flying colours in all these scandals – the short seller. In almost all the cases, the short seller was the only person warning of problems. In many cases, it is the short seller who alerts the media, and it is the media that alerts the SEC (regulatory authority). Most importantly, the short-seller puts his money where his mouth is.” The imminent entry of pension funds in Indian capital markets will also help in improving corporate governance in the country.
Conclusion 

As globalisation gathers momentum, companies in different parts of the world are making efforts slowly but surely  to replicate the best governance practices found anywhere on the globe. Even as they move in this direction, political, cultural and historical factors continue to be formidable barriers. The successful companies in the coming years will be those which can deal with these barriers effectively and proactively embrace the best corporate governance practices in the world in order to maximize shareholder value. 
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