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Chapter 3

The Impact of Globalisation on Governance
“..the tone at the top is a necessary, but not sufficient, condition to prevent wrongdoing in a large company. Robust monitoring systems are a must. More important, a culture of always doing the right thing is essential. Finally, both managers and boards must understand the effects that incentive programs have on the company, all the way down to the lowest level.”
 Warren Batts, retired chairman of Tupperware
January/February 2008 The Corporate Board
Introduction 

Over the years, in different parts of the world, 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 now swearing by shareholder capitalism, high corporate governance standards and strong disclosure norms. And boards are under strong pressure to serve as effective watchdogs. At an operational level,  companies in the US, Europe and Asia are learning from each other and  implementing the best practices of the different regions. This chapter will look at the changing governance practices in the US, continental Europe and  Japan, and understand how these practices seems to be converging. The coverage is not exhaustive. The objective is to give a flavour of how governance styles and philosophy have evolved across the world and how they are changing due to the impact of globalization. 
Understanding the key issues

When we use the term governance here, we mean both governance at a very high level, (involving the board, top management and shareholders) which goes by the name of corporate governance and internal governance, i.e., how decision making happens inside the company. However, the focus here is on some high level issues. Specific day-to-day management functions like operations, treasury, R&D and branding are dealt with in subsequent chapters.
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. A firm’s investors usually 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. 
Corporate governance
, as a discipline has become important because of two reasons. The first as we just mentioned is the agency problem. There is a conflict of interest among the people who own the firm and those who run the firm. The second is that the most intricate governance problems cannot be dealt with through contracts. Governance  becomes a key issue when some actions have to be decided in the future, that have not been specified in the initial contract.  It may be too expensive to draft very comprehensive contracts and write plans to deal with all eventualities. Moreover, these plans will have to be arrived at by an elaborate process of negotiation and documented such that they can be legally enforced by a court. So contracts usually remain incomplete. That is where corporate governance comes in. In the most general terms, we can say that the governance structure allocates the rights to decide how assets should be used, given that a usage has not been specified in an initial contract.
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 their widely cited book, Berle and Means (1933)
 have referred to this as the separation between ownership and control. Because of the separation of ownership and control, there is a danger that managers may pursue goals which are divergent from those of owners. For examples, 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 directors, especially independent directors, the threat of proxy fights and takeovers and appropriate financial structure. 

In principle, the  board of directors has a very important role to play but in practice, it is often ineffective.  Non executive/independent directors, even if present in good numbers, may not do a good job of monitoring for several reasons. They may have little financial interest, weakening their incentive to monitor the affairs of the company. Being busy people, they may not have much time to invest in monitoring the company. Last but not the least, as they are often appointed by the management, independent directors may have a sense of loyalty towards them.  They may not really protest even if questionable decisions are taken by the management. 
Proxy fight is another way of imposing checks and balances on the management. A dissident shareholder may put up candidates to oppose the management’s candidates during elections for board positions. In practice, this may be difficult because of the free rider problem. Why invest so much of time and effort, when others can also enjoy the benefits, i.e, enjoy a free ride so to say? Moreover, even if a proxy fight is launched, shareholders may not have the incentive to invest enough time to think through who are the most appropriate candidates. So the voting  may fail to serve its purpose. 
Large shareholders can sometimes improve corporate governance. They have the resources and the incentive to monitor the actions of management. However, large shareholders may still not monitor managers effectively because they do not receive all the gains from monitoring. Also, large shareholders may try to improve their own position at the expense of other shareholders.
Hostile takeovers can be a powerful mechanism for imposing discipline on incumbent management. They allow the buyer to identify underperforming companies, buy them and turn them around to create value for shareholders. But in reality, hostile bids may not really be an effective mechanism for improving corporate governance. Some small shareholders may believe that their decisions are unlikely to affect the success of the bid. So instead of tendering to the raider, they may hold on and keep their pro rata share of the capital gain. This means the raider may have to increase the offer and in the extreme situation, offer the post acquisition value to existing shareholders.  That effectively would imply that the raider would not make any profit, making such takeovers less likely.

The raider may also face competition from other bidders. A bidding war may drive up the share price to the post acquisition value and in some cases beyond. Then the raider may end up making a loss instead of a profit, discouraging future raids in the process.  Sometimes the raider’s intention to buy may trigger responses from the incumbent management which may restructure or sell off some unviable divisions. So the bidder would be discouraged from continuing with the bid. In short, hostile takeovers may not be all that effective in driving up corporate governance standards, as theory would suggest.
The financial structure can also impose checks and balances on the management. For example, debt imposes discipline. Debt has to be serviced and repaid. So it ensures that management does not pursue reckless expansion or growth. Debt forces management to give up control if they cannot make predetermined payments. But for debt to really impose discipline, there should be a penalty for default. If the bankruptcy enforcement procedures are soft, it may reduce the incentive for the management to avoid default. For example, the Chapter 11 bankruptcy protection clause in the US keeps creditors at bay for a long period. 
The Chicago School, well known for its free market views, argues that markets can achieve efficient corporate governance without the need for government intervention or statutory governance rules. Statutory rules, they argue will be counterproductive, as they may limit the founder’s ability to tailor corporate governance to their individual circumstances. But there may be situations where the Chicago School’s argument may have less weight. Consider worker representatives on the board. Even if it is in the best interests of the company to have them, the management may not do so if they want to have the flexibility to sack workers during a downturn. At the same time, a statutory requirement that worker representatives should be taken on the board, may prevent entrepreneurs from establishing companies if they feel that it will be difficult to operate efficiently with such restrictions. Similarly, without a statutory requirement that the Chairman and CEO must be two separate individuals, many companies may choose to operate with one person combining the two roles. At the same time, there could be companies where the CEO may be quite competent and also conscientious enough to act prudently on behalf of shareholders. Creating a separate post for the chairman may not only increase bureaucracy but also add to expenses. So it may be better off to educate companies on what are the best practices of corporate governance but leave it to the companies to take the final decision. 
As Oliver Hart concludes
,  “in many cases, a market economy can achieve efficient corporate governance by itself.. the case for statutory rules is weak… There already exist mechanisms that help to ensure that companies are well managed – such as the takeover mechanisms.. it is important to ensure that existing mechanisms can operate freely to provide appropriate checks and balances on the managerial behaviour.” 
In short, there is no magic formula to resolve the issues relating to corporate governance. Indeed, 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 management when it seems to be taking wrong decisions?  In countries where workers have too many veto powers, does it mean giving back the powers to senior management? Is bank finance, i.e., debt more likely to ensure better managerial decisions than a large number of people who supply small amounts of capital in the form of equity?  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 ensure great governance? Even as different countries have experimented with different approaches to corporate governance, in a rapidly globalizing economy, they are also learning from each other and adjusting their governance style. We are now ready to examine how corporate governance has evolved in different parts of the world and how it has changed in recent years, due to globalization. 
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, Germany and Japan shaped their systems 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 reduce monopoly and increase competition, the US while occupying Japan  (1946-1949) after the war, broke up the Zaibatsus. But the Americans backtracked after the cold war started. It became important for the Americans to develop and position Japan as a pro western bastion in Asia. As part of moves to boost economic growth, the Zaibatsus were again allowed to form. 
Meanwhile in Germany, 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. Like in Germany, banks in Japan 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. 
Comparative labour relations - US, Japan, Europe

There are some basic differences among the labour practices of the US, Japan and Europe. 
Firms in continental Europe typically negotiate wage agreements at the national level, often with industry associations. These agreements sometimes form  the basis for further negotiations at the plant level. Compared  with their counterparts in the US, unions in Europe have more political power and  government backing and are often allied to political parties. Another peculiarity in  Europe is the tendency for even managers to form unions.  Since unions in Europe have been around much longer than those in the US, they are  well entrenched in society and hence less concerned about gaining approval from the  general public. Unlike the US, where a clear demarcation exists between labour and management, it is not uncommon to see worker representatives occupying board positions in Europe. The practice is referred to as codetermination in Germany. Many European countries have also put in place legal protection for employee rights. Such rights are typically negotiated through collective bargaining in the US. 
In Japan, unions are normally organized at the firm level, but some large firms do have national unions. Compared to their Western counterparts, Japanese unions are also far less militant. Their strident  postures after the second world war, gave way to unique management practices  such as lifetime employment and seniority based promotions. Since then, industrial relations have been characterized by a high degree of harmony and cooperation between management and workers.
In 1919, some 187 labour unions existed
 in Japan and 497 major labour disputes occurred. Big businesses started instituting the system of lifetime employment in the 1920s and 1930s to combat labour militancy. Lifetime employment and seniority based wages and promotions became even more firmly entrenched in the post war years, as both management and labour saw the benefits. However, one point not sufficiently understood is that the system of lifetime employment was mostly limited to male employees working on a permanent basis for big businesses.   Smaller companies, male workers on temporary assignments and women were outside the scope of this arrangement. 
A brief reference to our own country is in order here. For a long time after independence, banks and financial institutions 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. Only after Reliance, (which is today India’s largest private sector company), floated a major public issue, did the “equity cult” take off. 
These examples clearly demonstrate that history has shaped corporate governance in different parts of the world. 

Cultural factors
Cultural factors too have shaped governance styles across the world.  Dutch researcher Geert Hofstede, who conducted extensive research on the role of cultural factors in international business, has identified four dimensions of management  style. 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 low on power distance, moderate on  individualism, moderate on masculinity and high on uncertainty avoidance.  
These dominant cultural traits have significantly influenced the evolution of different top 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 sales growth during a quarter or two. A dip in quarterly earnings / dividends can lead to the exit of even well entrenched CEOs. American disclosure norms are also pretty stringent. The cultural trait of individualism has presumably shaped American corporate governance in Germany.  
In contrast, the Germans and the Japanese rank relatively low on individualism. As a result, CEOs enjoy less powers. Moreover, the powers are distributed between managers rather than being concentrated in one manager. Also, workers have a big say in governance. In Germany, 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. In short it is a consensus oriented system in Germany. 
Winds of Change
Thanks to globalisation, companies across the world are learning from each other and embracing the best practices in corporate governance. Consequently, management styles 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. Take the case of Japan.  As the Economist
 recently mentioned, “Japan has been developing a new hybrid model of capitalism that brings together aspects of the old Japanese model, which ran into trouble in the early 1990s with carefully chosen elements of the more dynamic American or Anglo Saxon variety of capitalism. The resulting hybrid model has been adopted by many firms and has already helped to transform Japan’s fortunes.” At the same time, the enormous powers enjoyed by American CEOs have been challenged and various safeguards are being put in place. The Sorbanes Oxley Act, SOX is a good example. Extravagant compensation paid to CEOs and the indiscriminate use of stock options are also being attacked in the US.  More recently, investment bankers have been heavily criticized for rewarding themselves huge bonuses. 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. American MNCs also established global management systems to coordinate their dispersed network of operations more efficiently. Many American management practices were adopted by Britain (decentralized management) and Japan (quality control). 
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 demonstrate that they were effective and thereby stake their claims for career advancement. Because of America’s more efficient market for corporate control, hostile takeover bids were common. On paper, this meant that managers would be kept on their toes. But in practice, 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. America’s consumer oriented society which emphasized instant gratification as opposed to saving for the future, also contributed to this trend. 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 workers themselves are realizing the need for harmonious industrial relations 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. With  relatively little pressure from shareholders, American style layoffs have been  unheard of till recently and lifetime employment
 has been the norm among the large corporations. 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.
Japan’s inward Foreign Direct Investment (FDI) doubled between 2000 and 2005, a  clear signal that companies in the West are now finding it easier to operate in  Japan. (But it is still only 2.4% of GDP compared to 15% for the US).   Japan is a capital surplus nation. So the main rationale behind attracting FDI is not so much to attract capital as good ideas. The government wants foreigners to enter the country and reform companies and restructure inefficient industries. Recent instances of foreign companies playing a crucial role in Japan vinidicate the government’s stance. Carlos Ghosn  of Renault has successfully restructured and turned around Nissan while the arrival of coffee chain Starbucks has put pressure on local coffee chains to improve. 
Meanwhile, the influence of banks on the financial systems has been declining. Many Japanese companies these days go 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 and depended heavily on banks for funding. 

As mentioned  earlier, the market for corporate control in Japan has become more vibrant in the past two years. In 2005, Livedoor, an internet portal made a hostile bid for the media group, Fujisankei communications. Yumeshin Holdings, a construction design firm, launched a hostile tender offer for Japan Engineering Consultants. Sumitomo-Mistsui Financial Group, one of Japan’s largest banks, intervened in a friendly merger deal between mega banks, Mitsubishi – Tokyo Financial Group and UFJ Holdings. More recently, Steel Partners, an American investment fund launched a takeover bid for Bull Dog Sauce, a Japanese condiment manufacturer. Bull Dog opposed the bid and decided to use a poison pill. When dragged to the court, Bull Dog averted the legal challenge but at a significant cost.  These deals resembled American style corporate takeovers even if some of them ultimately failed. While pursuing these deals, companies did not hesitate to approach courts to settle disputes, a practice traditionally looked down upon in consensus driven Japan. Finally on December 13th, 2007, Japan saw the first major hostile takeover of a company listed on the Tokyo Stock Exchange. The deal involved the takeover of Solid group, a network of second hand car dealers by investment firm, Ken Enterprise. 
A change in ownership pattern is also 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) by 2004, cross shareholding had fallen to 24% (while foreign ownership rose to 22%).  Cross holdings are a major deterrent to  sound corporate governance as small groups of people can hold power, without having made a proportionate investment.
Today there are also 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. 

Japanese companies are also coming under pressure to reform themselves due to important changes in the country's accounting regulations. 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 so called big bang reforms of 1998 were not all that radical. But they did establish 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. This is doing away with the traditional Japanese corporate practice of shoring up declining profits by revaluing shareholdings. Many Japanese companies  are today less likely to hold on to their equity stakes in  poorly performing companies, for purely sentimental reasons. 

When it comes to disclosures, some Japanese companies have been more proactive. Honda, has been a trend-setter in pursuing western style disclosure practices. The company, unlike many of its  counterparts in Japan, accepted stringent disclosure norms even when  there was no legal compulsion. Honda was bold enough to disclose its huge  pension liabilities at a time when many Japanese companies were trying to  hide them. Honda's proactive approach can be explained by its strong presence in the US, and consequent exposure to American management  practices. 
Traditionally, Japanese companies have maintained hoards of cash and liquid securities. One reason for this trend was that under the earlier laws, dividends were taxed but not capital gains. So Japanese investors began to prefer capital gains to dividends. 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 dividends. Institutional investors have also become more aggressive. 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 for example, cut its board strength from 38 to 10 in 1997 and announced that the  board would focus only on strategic decisions. Matsushita's board remains large but many of the important decisions are taken by a much smaller management committee which meets once a week. Mitsubishi has also moved to a management committee system, replacing several committees  which existed during the days of the consensus-driven management system. 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. These directors are 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 boards of the two companies. In one more interesting episode, 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. The Pentax board had to resign. 
Japan, however, has to address some major issues if corporate restructuring is to gather momentum. In spite of the recent amendments, the country’s accounting systems are still far from  transparent. The country’s bankruptcy laws need to be strengthened and the judicial process must be speedened up further. The value of M&A deals in Japan is still only 3% of the country’s GDP, compared with 10% in America and Europe. Japan is about 20 years behind USA when it comes to M&A. Much of the political wrangling in Japan today is about how much the country should change, i.e., how much of Anglo Saxon style of corporate governance can be introduced in the country. Many Japanese opinion leaders 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
Continental Europe has traditionally suffered from various market distortions due to government intervention. A generous welfare system and inflexible labour markets are key features of the region. The market for corporate control too has functioned weakly. During the 1970s and 1980s, European shareholders were generally ignored as  governments maintained pressure on industries to protect jobs, in an  era of heavy unemployment. 

One reason for the inefficiency of many of Europe's large conglomerates has been the phenomenon of cross shareholdings. 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. Non-voting shares ensure that new  money can be raised without losing control. Holding companies like Investor of Sweden have exercised far greater control than their small equity stakes would seem to suggest. 

But  a process of corporate transformation which started in the late  1980s  has picked up momentum in recent  years. The introduction of the Euro on January 1, 1999 has been a major influencing factor. Thanks to a single currency, investors are finding 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 and created greater expectations for quick results, in true American style.  Private equity firms have a buy-to-sell philosophy. Impatient for results, they pay what it takes to get the right management talent and establish strong linkages between management performance and compensation. In many cases, private equity funds ask the CEOs they appoint to take substantial 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.
But many Europeans still remain weary of US style capitalism. A poll conducted by Financial Times/Harris, a few months ago, revealed that despite revival in growth prospects in recent years, many Europeans are not convinced about more free market reforms. Some 78% of Germans, 73% of French and 58% of Spanish responded that Europe  should not move in the direction of the US. 
Germany 

The most direct way to protect the interests of shareholders is to have concentrated shareholdings, i.e., a few large investors with both the resources and expertise to monitor closely the actions of managers. Such shareholders have a strong incentive to get involved in governance. Moreover, they may also have voting rights to veto key decisions if they are against shareholder interests and in extreme cases even force a change of management. No country illustrates large concentrated shareholdings, better than Germany. Traditionally in Europe’s largest economy, large commercial banks through proxy voting arrangements have controlled over a quarter of the votes in major companies and also have smaller but significant cash flow stakes as direct shareholders or creditors. Creditors (suppliers of debt) have had strong rights, compared to shareholders. So large shareholders and banks control 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 51% of the equity stake of a company which in turn can control 51% of the equity stake of another company and so on.  Pyramidal structures enable businessmen to control corporate assets with minimal amount of capital.
The German  system of corporate governance has traditionally sworn by co-determination.  (See Box item). 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. They are beginning to accept that pay  should be linked to productivity and workers should be prepared for pay cuts  during downturns. In early 2000, workers in Philip Holzmann, the troubled  construction group, which had to be bailed out by the German Government,  took a cut in hourly pay. The management, on its part, agreed that when the  firm started making profits, the workers would share the gains.  Workers in Volkswagen, Germany’s largest car maker, afraid of losing their jobs, have also 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 increased their productivity to protect jobs.
Regulators too are getting involved in efforts to make the market for corporate control more vibrant. To take an example, in October 2007, the European court of Justice ordered the German government to abolish 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 if that happens, workers’ say in the affairs of the company will be significantly diluted.  

Meanwhile some German CEOs are embracing the best practices of US style corporate governance. During the period 1994-98, Hoechst Chairman Jurgen Dormann, despite facing stiff resistance from labour unions,  divested businesses worth $ 8 billion while acquiring units valued at $12  billion. Dorrman also did quite a bit of American style financial engineering, by spinning off some divisions. Thanks to these restructuring efforts, Hoechst has made a lot  of progress in repositioning itself as a high-tech life sciences company. Other  German companies are also restructuring themselves at a furious pace.  Deutsche Telecom is aggressively seeking business opportunities abroad.  The new found dynamism also seems to be spreading to the public sector. Sometime back, Germany's state railway appointed a  seasoned private sector professional to turn around its operations. 
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, probably Germany’s most global company. 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. 
Meanwhile, Germany has slowly but surely started to move from bank based capitalism to a market oriented system. The old model helped German businesses to take a long term perspective and not worry about short term ups and downs. 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. So banks have not only been forced to change their accounting practices but also the way they manage capital. 

A Note on Co-Determination

German industry has been traditionally famous for the practice of co-determination which encourages the participation of workers in management. This framework originated from the days of Bismarck  and was legally codified during the British occupation after World War II, when  Britain had a Labor government. The laws were enacted for the coal, iron, and steel industries  in 1951 and were then extended to all publicly traded companies  by the 1976 Act of codetermination. 

Under codetermination, each major company has a board of management and a  supervisory board, which includes owner and employee representatives. In a company of  20,000 employees or more, the supervisory board has 20 members. Smaller companies have 12  to 16 members. Coal and metal companies, governed by the earlier law, are required to have 16  to 20 members. 

The board of management is responsible for overseeing the day-to-day management of the company. Typically, there are under ten members, including a  chairman. Each has the responsibility for managing either a function or a business, or both.  No member of the board of management can serve on the supervisory board. 

Though a forceful chairman can develop significant personal authority and prestige,  the powers of the chairman are relatively limited, compared to American CEOs. Members of the management board treat the chairman as a colleague, not as a boss. Every member, including  the chairman, has one vote. However, the consensus approach is usually the norm, and collective decision making is the preferred style. 

The principal responsibility of the supervisory board is to oversee the activities of the Board of Management. By law, it has the sole power to appoint members of the management  board. The supervisory board gives senior executives sufficiently long contracts to develop and  implement strategic plans. At the end of the term, the supervisory board reviews the  performance of the managers and decides whether to renew their contracts or not. The supervisory board participates in decisions concerning  plant closures and other matters that significantly affect employment. The board thus approves foreign acquisitions and plans to set up foreign manufacturing operations. 
By law, half the members of the supervisory board are employee representatives, some  representing workers paid on hourly basis and others the salaried personnel. The national unions representing the employees select two or three members, depending on the company's  size. They also elect workers' councils at different levels - shop floor, plant and division. On any important matter affecting their constituents, it is necessary to consult these councils.  
The other supervisory board members represent the owners, who are elected in a  manner similar to board members in the United States. The major difference here is that  German banks can vote on the basis of the shares that they hold as custodians. As a result, the  German financial institutions have far more influence over companies than banks in the United  States. The supervisory board has a chairman who is always elected from the owners' side and  a vice-chairman elected from among the employee representatives. In addition to  legal duties, the chairman is expected to take action if the company's performance is consistently below expectations. In a crisis, the chairman can even ask the supervisory board to  replace members of the management board. 

In recent times, codetermination has come under attack for various reasons. Most German managers have found  it cumbersome to deal with representatives of the national unions, which are often influenced  by larger political objectives that have little to do with the interests of the company. A new structure, the Societas Europea (SE) has been adopted by Porsche. SE status allows a company to negotiate a reduction in the number of worker representatives or even do away with a supervisory board altogether. Insurance company, Allianz and medical company Fresenius Medical care have accepted this structure. The chemicals giant BASF is also expected to embrace SE shortly. 
In the past, German banks  routinely blocked takeovers. As a result, many  bank owned companies, turned complacent and under performed. 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 Cordes has made a hostile raid on the retailer chain, Metro. Arcandor, another retailer has gone through a private equity style restructuring. The company has taken on a lot of debt and divested many assets to pay it off. 

France 

“State capitalism,” is a more apt description for France than for most other countries in Europe. The public sector plays a big role in the economy and state bureaucrats enjoy several powers. The general apathy towards economic 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, in particular those 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. 
It would not be an exaggeration to say that the French economy has often looked out of place in the modern global economy where speed and innovation are critical factors. French politicians, instead of introspecting and communicating effectively to people about the need for change, have found it fashionable to find fault with American influence and globalization. All this has affected France’s corporate sector and its management philosophy. Meanwhile, cross-ownership has been widespread 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.   Protection of minority shareholders has not really been a priority.
But there are signs of change, again due to globalization. In recent years, many French companies have slowly but surely started to accept American style  management practices. The French foods giant Danone, for example,  saw some remarkable changes under  CEO Franck Riboud, who took charge in 1996. After divesting product lines  such as pasta, sauces, ready-to-serve dishes and candy, the French company  had only three lines of business – bottled mineral water, fresh dairy  products and biscuits. Riboud also set stiff financial targets for his  management team. To make the top management more accountable, he instituted a compensation system which paid managers bonuses ranging from  25% to 70% of their salaries based on Economic Value Added
.
Air France is another good example. About ten years ago, the state airline was struggling thanks to the bureaucracy and unionism. Plagued by strikes, Air France seemed to represent the worst 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 French firms are as global as their rivals in other parts of the world and in some industries are market leaders. They include Renault (cars), Michelin (tyres), Lafarge (cement), Danone (foods), L’Oreal (cosmetics), AXA (insurance), and LVMH (luxury goods). Some of these firms make as much as 80% of their profits outside France. Consequently, their governance practices are strongly influenced by those which exist in other parts of the world. Some French
 companies are looking at offshoring as a great opportunity. Renault has plans to build low cost cars in Morocco. Peugeot Citroen plans to focus on China. 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.  France’s new president Nicolas Sarkozy, despite his occasional populist rhetoric, seems to be far more pro change than Chirac. Sarkozy believes that contrary to popular perception, the French are willing to change. He has focused on explaining the need for reform in simple everyday language to win over public opinion and counter vested interests. There are clear indications that Sarkozy intends to move fast. His latest move is to introduce pension reforms in the state owned railway system. Despite facing resistance in the form of public protests, Sarkozy seems determined to go ahead with reforms. Press reports would seem to indicate that more changes in corporate governance in France can be expected in the coming years, under the new president’s leadership.  
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. Meanwhile, Sarkozy himself has not been fully convincing on corporate sector reform. When he was a minister in the government of Chirac,  he supported the rescue of engineering company, Alstom and protected the pharma company Aventis from a hostile foreign bid.  History reveals that even conservative French leaders after assuming power, have moved hesitantly with reforms. Jacques Chirac is a good example. In January 1995, shortly before becoming the president of France, he remarked: “When too many young people see nothing ahead but unemployment after they leave school, they end up rebelling. For a time the state can struggle to impose order and rely on welfare benefits to avoid worse. But how long can this last?” After coming to power, Chirac changed his stance remarkably. Instead of supporting labour market reforms, Chirac found it more convenient to attack the evils of Anglo Saxon market economies and liberalization! 
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. The pressure is increasing to make better use of capital and safeguard shareholders’ interests.
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 governance governance practices of Infosys the country’s most admired software company, are today among the best in the world. At senior levels, variable pay is becoming an increasingly significant part of total compensation. Stock options and restricted stock units are becoming common in most companies.
Conclusion 

As globalisation gathers momentum, companies are making all-out efforts to replicate the best governance practices found anywhere on the globe. Even as they move in this direction, 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 governance practices in the world. Governments have a big role to play in dismantling these barriers and creating enabling conditions for businesses to operate more efficiently.  The minimum they can do is to stop interfering in the smooth functioning of the labour markets and the markets for corporate control. If governments do not move fast, the pressure from activist investors will only increase. In short, thanks to globalization, we can expect a better deal for shareholders across the world, in the coming years.
� This part draws heavily from the article of Oliver Hart, “Corporate Governance: Some theory and implications,” The Economic Journal, May 1995.
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� A point often not appreciated is that lifetime employment in Japan applies mainly to large private firms and the public sector. People in small  enterprises do not have much job security. According to Nakato Hirakubo,  in 1999, only one in five Japanese workers enjoyed lifetime employment.  Read Hirakubo’s excellent article, details of which are given in the list of  references at the end of the chapter.
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� Economic Value Added (EVA) is the economic value generated by a company in excess of its cost of capital. It is calculated by subtracting capital charge from net  operating profits after taxes. Essentially EVA is based on the principle of residual income. The real income generated by a company is the residue that remains after the shareholders and creditors have been compensated.
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