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CHAPTER 10

Corporate Governance

Studying this chapter should provide you with the strategic
management knowledge needed to:

&

Define corporate governance and explain why it is used to monitor
and control managers’ strategic decisions.

- Explain why ownership has been largely separated from managerial

control in the corporation.

- Define an agency relationship and managerial opportunism and

describe their strategic implications.

- Explain how three internal governance mechanisms—ownership

concentration, the board of directors, and executive compensation—
are used to monitor and control managerial decisions.

- Discuss the types of compensation executives receive and their

effects on strategic decisions.

- Describe how the external corporate governance mechanism—

the market for corporate control—acts as a restraint on top-level
managers’ strategic decisions.

- Discuss the use of corporate governance in international settings,

especially in Germany, Japan, and China.

- Describe how corporate governance fosters ethical strategic

decisions and the importance of such behaviors on the part of top
level managers.
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In 2008, the ten most highly paid CEOs
earned a total of $472.2 million. Furthermore,
‘seven of these CEOs who worked at the
same companies in 2007 received an mcrease in pay of approximately 26 percent over the
previous year. Placing this in perspective, an average of $47.22 million was paid to these
CEOs in a year when most large firms—including theirs—lost significant market value, and
many experienced net losses. In 2008, we learned that the U.S. economy and, indeed, much
of the rest of the world, was in a deep recession. In fact, it is perhaps the worst since the
Great Depression in the 1930s. Many believe that this recession was largely caused by
irresponsible and greedy strategies followed by top-level managers in the financial services
and real estate industries. In addition, the corporate governance system failed to rein in these
managers, who took extreme risks causing billions of dollars in losses. Real estate values
plummeted in many parts of the country, there were a substantial number of mortgage
foreclosures, unemployment increased substantlaﬂy, and the stock market took a nosedive.
In this context, top executive pay
‘came under intense criticism. In recent
years, supposedly knowledgeable people
argued that top-level managers were
being paid for performance. If so, how
could they earn such high compensation
~ when their companies were performing
_ poorly? Many CEOs earn more than
100 times the amount received by their
firm's lowest-paid employee. Despite the
average increases for the highest-paid
CEOs, the median salary and bonuses
for CEOs of the largest 200 U.S. firms
decreased by 8.5 percent in 2008, but
their total direct compensation only fell
by 3.4 percent. The decline in the financial
services industry was much greater, as
could be expected. Still, the median
value of perks provided to CEOs in 2008
increased by about 7 percent. “Perks”
include many possible benefits, such as club memberships, free personal travel in company
 jets, bodyguards, and chauffeured cars. In fact, the CEO of Occidental Petroleum received
$400,000 worth of financial planning. This was a part of his compensation in 2008, which
totaled $30 million. While this benefit for financial planning is only 1.33 percent of his
total pay for the year, $400,000 is greater than the total annual household income for
most U.S. citizens.

“In a survey conducted by the Financial Ttmes respondents from France, Germany, Italy,
Spain, the United Kingdom, and the United States stated that they believed that business
leaders were paid too much. The lowest percentage believing that top-level managers
were overpaid was about 75 percent in France, while almost 90 percent in Germany
felt they were overpaid. When the feelings of the general public are combined with the
- poor performance of companies in a weak economy, pundits often blame an inadequate
system of corporate governance. This concern is amplified by reports of bad strategic
decisions of business leaders blamed for creating the economic crisis. Thus, governments
and others have begun to explore the governance mechanisms including compensatlun
systems, boards of directors, ownership, and disciplining from the markets. It is likely that
new regulations will be proposed and adopted to control what the pubhc perceives to be
irresponsibility and greed on the part of business leaders.
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Sources: V. Tong, 2009, As pay falls, CEOs get more perks, YAHOO! News, http://news.yahoo.com, May 1; 2009,
The pay at the top, The New York Times, http://www.nytimes.com, April 16; R. Milne, 2009, Sharp divide on
executive pay, Financial Times, http /fwww.ft.com, April 13; J. S. Lublin, 2009, CEO pay sinks along with profits,
Wall Street Journal, http://www.wsj.com, April 6; T. Carr, 2008, An ethical analysis of CEO compensation, Fast
Company, http://www.fastcompany.com, November 28; A. Cohen, 2008, CEO pay; outrageous—and bad for
MBA programs, Fast Company, http://www.fastcompany.com, April 6.
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{ Corporate governance is
the set of mechanisms

used to manage the

relationship among

stakeholders and to

determine and control

the strategic direction

and performance of

organizations.

As the Opening Case illustrates, governance mechanisms designed to ensure effective
leadership of firms to develop and implement strategies that create value for stakehold-
ers is challenging. However, corporate governance is critical to firms’ success and thus
has become an increasingly important part of the strategic management process.! If the
board makes the wrong decisions in selecting, governing, and compensating the firm’s
strategic leader (e.g., CEO), the shareholders and the firm suffer. When CEOs are moti-
vated to act in the best interests of the firm—in particular, the shareholders—the firm’s
value should increase.

As suggested in the Opening Case, many people now believe that CEOs in the United
States are paid too much; the hefty increases in their incentive compensation in recent
years ostensibly come from trying to link pay to their firms’ performance. However,
research also suggests that firms with a smaller pay gap between the CEO and other top
level managers perform better, especially when collaboration among top management
team members is more important.” The performance improvement in these cases is due
to better cooperation among the top management team members. Other research suggests
that CEOs receive excessive compensation when corporate governance is the weakest.?

Corporate governance is the set of mechanisms used to manage the relationship
among stakeholders and to determine and control the strategic direction and performance
of organizations.* At its core, corporate governance is concerned with identifying ways
to ensure that strategic decisions are made effectively.’ Governance can also be thought
of as a means to establish harmony between parties (the firm’s owners and its top-level
managers) whose interests may conflict. In modern corporations—especially those in the
United States and the United Kingdom—a primary objective of corporate governance
is to ensure that the interests of top-level managers are aligned with the interests of the
shareholders. Corporate governance involves oversight in areas where owners, managers,
and members of boards of directors may have conflicts of interest. These areas include the
election of directors, the general supervision of CEO pay and more focused supervision of
director pay, and the corporation’s overall structure and strategic direction.’®

Recent emphasis on corporate governance stems mainly from the failure of corpo-
rate governance mechanisms to adequately monitor and control top-level managers’
decisions. This situation results in changes in governance mechanisms in corporations
throughout the world, especially with respect to efforts intended to improve the per-
formance of boards of directors. A second and more positive reason for this interest
comes from evidence that a well-functioning corporate governance and control system
can create a competitive advantage for an individual firm.” Thus, in this chapter, we
describe actions designed to implement strategies that focus on monitoring and control-
ling mechanisms that are designed to ensure that top-level managerial actions contribute
to the firm’s strategic competitiveness and its ability to earn above-average returns.

Effective corporate governance is also of interest to nations.® Although corporate
governance reflects company standards, it also collectively reflects country societal stan-
dards.” As with these firms and their boards, nations that effectively govern their corpo-
rations may gain a competitive advantage over rival countries. In a range of countries,
but especially in the United States and the United Kingdom, the fundamental goal of
business organizations is to maximize shareholder value. ! Traditionally, shareholders
are treated as the firm’s key stakeholders, because they are the company’s legal owners.
The firm’s owners expect top-level managers and others influencing the corporation’s
actions (e.g., the board of directors) to make decisions that will maximize the company’s
value and, hence, the owners’ wealth.!! Research shows that national models of corporate
governance influence firms’ decisions to invest and operate in different countries.?

In the first section of this chapter, we describe the relationship that is the foundation
on which the modern corporation is built: the relationship between owners and managers.
The majority of this chapter is used to explain various mechanisms owners use to
govern managers and to ensure that they comply with their responsibility to maximize
shareholder value.



Three internal governance mechanisms and a single external one are used in the
modern corporation. The three internal governance mechanisms we describe in this
chapter are (1) ownership concentration, represented by types of shareholders and their
different incentives to monitor managers; (2) the board of directors; and (3) executive
compensation. We then consider the market for corporate control, an external corpo-
rate governance mechanism. Essentially, this market is a set of potential owners seeking
to acquire undervalued firms and earn above-average returns on their investments by
replacing ineffective top-level management teams."® The chapter’s focus then shifts to the
issue of international corporate governance. We briefly describe governance approaches
used in German, Japanese, and Chinese firms whose traditional governance structures
are being affected by the realities of global competition. In part, this discussion suggests
that the structures used to govern global companies in many different countries, includ-
ing Germany, Japan, the United Kingdom, and the United States, as well as emerging
economies such as China and India, are becoming more, rather than less, similar. Closing
our analysis of corporate governance is a consideration of the need for these control
mechanisms to encourage and support ethical behavior in organizations.

Importantly, the mechanisms discussed in this chapter can positively influence the
governance of the modern corporation, which has placed significant responsibility and
authority in the hands of top-level managers. With multiple governance mechanisms
operating simultaneously, however, it is also possible for some of the governance mecha-
nisms to be in conflict.'* Later, we review how these conflicts can occur.

Separation of Ownership and
Managerial Control

Historically, U.S. firms were managed by the founder-owners and their descendants.
In these cases, corporate ownership and control resided in the same persons. As firms
grew larger, “the managerial revolution led to a separation of ownership and control in
most large corporations, where control of the firm shifted from entrepreneurs to profes-
sional managers while ownership became dispersed among thousands of unorganized
stockholders who were removed from the day-to-day management of the firm.”"* These
changes created the modern public corporation, which is based on the efficient separation
of ownership and managerial control. Supporting the separation is a basic legal premise
suggesting that the primary objective of a firm’s activities is to increase the corporation’s
profit and, thereby, the financial gains of the owners (the shareholders).!®

The separation of ownership and managerial control allows shareholders to purchase
stock, which entitles them to income (residual returns) from the firm’s operations after
paying expenses. This right, however, requires that they also take a risk that the firm’s
expenses may exceed its revenues. In order to manage this investment risk, shareholders
maintain a diversified portfolio by investing in several companies to reduce their overall
risk."” The poor performance or failure of any one firm in which they invest has less over-
all effect on the value of the entire portfolio of investments. Thus, shareholders specialize
in managing their investment risk.

In small firms, managers often are high percentage owners, which means less sepa-
ration between ownership and managerial control. In fact, in a large number of family-
owned firms, ownership and managerial control are not separated. In the United States,
at least one-third of the S&P 500 firms have substantial family ownership, holding on
average about 18 percent of the outstanding equity. And family-owned firms perform
better when a member of the family is the CEO than when the CEO is an outsider.!®
In many countries outside the United States, such as in Latin America, Asia, and some
European countries, family-owned firms represent the dominant form.! The primary
purpose of most of these firms is to increase the family’s wealth, which explains why a
family CEO often is better than an outside CEO.
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An agency

relationship exists when
one or more persons (the
principal or principals) hire
another person or persons
(the agent or agents)

as decision-making
specialists to perform a
service.

Managerial
opportunism is the
seeking of self-interest
with guile (i.e., cunning or

deceit).

ot

Family-controlled firms face at least two critical issues. First, as they grow, they may
not have access to all of the skills needed to effectively manage the firm and maximize its
returns for the family. Thus, they may need outsiders. Also, as they grow, they may need
to seek outside capital and thus give up some of the ownership. In these cases, protection
of the minority owners’ rights becomes important.” To avoid these potential problems,
when these firms grow and become more complex, their owner-managers may con-
tract with managerial specialists. These managers make major decisions in the owners’
firm and are compensated on the basis of their decision-making skills. As such, recent
research suggests that firms in which families own enough equity to have influence with-
out major control tend to make the best strategic decisions.”!

Without owner (shareholder) specialization in risk bearing and management special-
ization in decision making, a firm may be limited by the abilities of its owners to manage
and make effective strategic decisions. Thus, the separation and specialization of owner-
ship (risk bearing) and managerial control (decision making) should produce the highest
returns for the firm’s owners.

Shareholder value is reflected by the price of the firm’s stock. As stated earlier, cor-
porate governance mechanisms, such as the board of directors, or compensation based
on the performance of a firm is the reason that CEOs show general concern about the
firm’s stock price.

Agency Relationships

The separation between owners and managers creates an agency relationship. An agency
relationship exists when one or more persons (the principal or principals) hire another
person or persons (the agent or agents) as decision-making specialists to perform a ser-
vice.”> Thus, an agency relationship exists when one party delegates decision-making
responsibility to a second party for compensation (see Figure 10.1).” In addition to
shareholders and top-level managers, other examples of agency relationships are con-
sultants and clients and insured and insurer. Moreover, within organizations, an agency
relationship exists between managers and their employees, as well as between top level
managers and the firm’s owners.”* However, in this chapter we focus on the agency
relationship between the firm’s owners (the principals) and top-level managers (the prin-
cipals’ agents) because these managers formulate and implement the firm’s strategies,
which have major effects on firm performance.”

The separation between ownership and managerial control can be problematic.
Research evidence documents a variety of agency problems in the modern corporation.*®
Problems can surface because the principal and the agent have different interests and
goals, or because shareholders lack direct control of large publicly traded corporations.
Problems also arise when an agent makes decisions that result in the pursuit of goals
that conflict with those of the principals. Thus, the separation of ownership and control
potentially allows divergent interests (between principals and agents) to surface, which
can lead to managerial opportunism.

Managerial opportunism is the seeking of self-interest with guile (i.e., cunning or
deceit).”” Opportunism is both an attitude (e.g., an inclination) and a set of behaviors
(i.e., specific acts of self-interest).” It is not possible for principals to know beforehand
which agents will or will not act opportunistically. The reputations of top level manag-
ers are an imperfect predictor, and opportunistic behavior cannot be observed until it
has occurred. Thus, principals establish governance and control mechanisms to pre-
vent agents from acting opportunistically, even though only a few are likely to do so.
Interestingly, research suggests that when CEOs feel constrained by governance mecha-
nisms, they are more likely to seek external advice that in turn helps them to make better
strategic decisions.”” Any time that principals delegate decision-making responsibilities
to agents, the opportunity for conflicts of interest exists. Top-level managers, for exam-
ple, may make strategic decisions that maximize their personal welfare and minimize



Figure 10.1 An Agency Relationship
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their personal risk.* Decisions such as these prevent the maximization of shareholder
wealth. Decisions regarding product diversification demonstrate this alternative.

Product Diversification as an Example
of an Agency Problem

As explained in Chapter 6, a corporate-level strategy to diversify the firm’s product lines
can enhance a firm’s strategic competitiveness and increase its returns, both of which
serve the interests of shareholders and the top-level managers. However, product diver-
sification can result in two benefits to managers that shareholders do not enjoy, so top
level managers may prefer product diversification more than shareholders do.*"

First, diversification usually increases the size of a firm, and size is positively related
to executive compensation. Also, diversification increases the complexity of managing
a firm and its network of businesses, possibly requiring more pay because of this com-
plexity.”> Thus, increased product diversification provides an opportunity for top-level
managers to increase their compensation.?

Second, product diversification and the resulting diversification of the firm’s
portfolio of businesses can reduce top-level managers’ employment risk. Managerial
employment risk is the risk of job loss, loss of compensation, and loss of managerial
reputation.* These risks are reduced with increased diversification, because a firm and
its upper-level managers are less vulnerable to the reduction in demand associated with
a single or limited number of product lines or businesses. For example, Kellogg Co.
was almost entirely focused on breakfast cereal in 2001 when it suffered its first-
ever market share leadership loss to perennial number two, General Mills, Inc. Upon
appointing Carlos Gutierrez, a longtime manager at Kellogg, to the CEO position, the
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Part 3: Strategic Actions: Strategy Implementation

The Kashi acquisition,
~one of many by Kellogg,
helped drive the
company’s net earnings
up during a recessionary

economy.

company embarked on a new strategy to over-
come its poor performance. A BusinessWeek
article outlined his strategy results as fol-
lows: “To drive sales, Gutierrez unveiled such
novel products as Special K snack bars, bought
cookie maker Keebler Co., and ramped up
Kellogg’s health-foods presence by snapping
up Worthington Foods Inc., a maker of soy
and vegetarian products, and cereal maker
Kashi. He pushed net earnings up 77 percent,
to $890.6 million, from 1998 to 2004, as sales
rose 42 percent, to $9.6 billion.”** Kellogg’s rev-
enues continued to increase to approximately
$13 billion a year in 2008, which was almost 8
percent higher than 2007.% This is a remarkable
accomplishment during a recessionary economy. Kellogg’s diversified scope increased,
yet it was accomplished in highly related businesses that provided synergy. Through this
strategy, the CEO’s risk of job loss was substantially reduced. Recent research shows that
this type of diversification can be profitable.’”

Another potential agency problem is a firm’s free cash flows over which top-level
managers have control. Free cash flows are resources remaining after the firm has
invested in all projects that have positive net present value within its current businesses.”
In anticipation of positive returns, managers may decide to invest these funds in products
that are not associated with the firm’s current lines of business to increase the firm’s level
of diversification. The managerial decision to use free cash flows to overdiversify the firm
is an example of self-serving and opportunistic managerial behavior. In contrast to man-
agers, shareholders may prefer that free cash flows be distributed to them as dividends,
so they can control how the cash is invested.”

AP Photo/M. Spencer Green

Figure 10.2 Manager and Shareholder Risk and Diversification
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Curve S in Figure 10.2 depicts the shareholders’ optimal level of diversification.
Owners seek the level of diversification that reduces the risk of the firm’s total failure
while simultaneously increasing the company’s value through the development of econ-
omies of scale and scope (see Chapter 6). Of the four corporate-level diversification
strategies shown in Figure 10.2, shareholders likely prefer the diversified position noted
by point A on curve S—a position that is located between the dominant business and
related-constrained diversification strategies. Of course, the optimum level of diversifica-
tion owners seek varies from firm to firm.* Factors that affect shareholders’ preferences
include the firm’s primary industry, the intensity of rivalry among competitors in that
industry, and the top management team’s experience with implementing diversification
strategies and its effects on other firm strategies, such as its entry into international
markets (see Chapter 8).4!

As do principals, top level managers—as agents—also seek an optimal level of diver-
sification. Declining performance resulting from too much product diversification
increases the probability that corporate control of the firm will be acquired in the market.
After a firm is acquired, the employment risk for the firm’s top-level managers increases
substantially. Furthermore, a manager’s employment opportunities in the external mana-
gerial labor market (discussed in Chapter 12) are affected negatively by a firm’s poor per-
formance. Therefore, top level managers prefer diversification, but not to a point that it
increases their employment risk and reduces their employment opportunities.”2 Curve M
in Figure 10.2 shows that top level managers prefer higher levels of product diversifica-
tion than do shareholders. Top-level managers might prefer the level of diversification
shown by point B on curve M.

In general, shareholders prefer riskier strategies and more focused diversification.
They reduce their risk through holding a diversified portfolio of equity investments.
Alternatively, managers cannot balance their employment risk by working for a diverse
portfolio of firms, and therefore, may prefer a level of diversification that maximizes firm
size and their compensation while also reducing their employment risk. Product diversi-
fication, therefore, is a potential agency problem that could result in principals incurring
costs to control their agents’ behaviors.

Agency Costs and Governance Mechanisms

The potential conflict illustrated by Figure 10.2, coupled with the fact that principals
cannot easily predict which managers might act opportunistically, demonstrates why
principals establish governance mechanisms. However, the firm incurs costs when it
uses one or more governance mechanisms. Agency costs are the sum of incentive costs,
monitoring costs, enforcement costs, and individual financial losses incurred by princi-
pals because governance mechanisms cannot guarantee total compliance by the agent.
If a firm is diversified, governance costs increase because it is more difficult to monitor
what is going on inside the firm.*

In general, managerial interests may prevail when governance mechanisms are weak;
this is exemplified in situations where managers have a significant amount of autonomy
to make strategic decisions. If, however, the board of directors controls managerial auton-
omy, or if other strong governance mechanisms are used, the firm’s strategies should bet-
ter reflect the interests of the shareholders. More recently, governance observers have been
concerned about more egregious behavior beyond inefficient corporate strategy.

Due to fraudulent behavior such as that found at Enron and WorldCom, concerns
regarding corporate governance continue to grow. In 2002, the U.S. Congress enacted
the Sarbanes-Oxley (SOX) Act, which increased the intensity of corporate governance
mechanisms.* Furthermore, the serious problems experienced in the financial ser-
vices industry are likely the result of poor governance and top-level managers making
very bad strategic decisions. In fact, the bonuses paid to Merrill Lynch executives after
extremely poor performance (described in the Opening Case) likely reflect managerial
opportunism.

Agency costs are
the sum of incentive
costs, monitoring
costs, enforcement
costs, and individual
financial losses
incurred by principals
because governance
mechanisms cannot
guarantee total
compliance by the
agent.
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Both the number of large-
block shareholders and
the total percentage of
shares they own define

Large-block
shareholders typically
own at least 5 percent
of a corporation’s issued

shares.

ownership concentration.

While the implementation of the Sarbanes-Oxley Act in 2002 has been controver-
sial to some, most believe that the results of it have been generally positive. Section 404
of SOX, which prescribes significant transparency improvement on internal controls
associated with accounting and auditing, has arguably improved the internal auditing
scrutiny and thereby trust in such financial reporting. A recent study indicated that inter-
nal controls associated with Section 404 increased shareholder value.* However, some
argue that the Act, especially Section 404, creates excessive costs for firms. In addition,
a decrease in foreign firms listing on U.S. stock exchanges occurred at the same time as
listing on foreign exchanges increased. In part, this shift may be due to the costs associ-
ated with listing on U.S. exchanges associated with requirements of SOX.

More intensive application of governance mechanisms may produce significant
changes in strategies. For example, because of more intense governance, firms may take
on fewer risky projects and thus decrease potential shareholder wealth. Next, we explain
the effects of different governance mechanisms on the decisions managers make about
the choice and the use of the firm’s strategies.

Ownership Concentration

Both the number of large-block shareholders and the total percentage of shares they
own define ownership concentration. Large-block shareholders typically own at least
5 percent of a corporation’s issued shares. Ownership concentration as a governance
mechanism has received considerable interest because large-block shareholders are
increasingly active in their demands that corporations adopt effective governance
mechanisms to control managerial decisions.*

In general, diffuse ownership (a large number of shareholders with small holdings
and few, if any, large-block shareholders) produces weak monitoring of managers’ deci-
sions. For example, diffuse ownership makes it difficult for owners to effectively coor-
dinate their actions. Diversification of the firm’s product lines beyond the shareholders’
optimum level can result from ineffective monitoring of managers’ decisions. Higher
levels of monitoring could encourage managers to avoid strategic decisions that harm
shareholder value. In fact, research evidence shows that ownership concentration is asso-
ciated with lower levels of firm product diversification.”” Thus, with high degrees of own-
ership concentration, the probability is greater that managers’ strategic decisions will be
designed to maximize shareholder value.*

As noted, such concentration of ownership has an influence on strategies and firm
value, mostly positive but perhaps not in all cases. For example, when large sharehold-
ers have a high degree of wealth, they have power relative to minority shareholders in
extracting wealth from the firm, especially when they are in managerial positions. The
importance of boards of directors in mitigating expropriation of minority shareholder
value has been found in firms with strong family ownership wherein family members
have incentive to appropriate shareholder wealth, especially in the second generation
after the founder has departed.*” Such expropriation is often found in countries such as
Korea where minority shareholder rights are not as protected as they are in the United
States.”® However, in the United States much of the ownership concentration has come
from increasing equity ownership by institutional investors.

The Growing Influence of Institutional Owners

A classic work published in the 1930s argued that the “modern” corporation was char-
acterized by a separation of ownership and control.”® The change occurred primarily
because growth prevented founders-owners from maintaining their dual positions in their
increasingly complex companies. More recently, another shift has occurred: Ownership
of many modern corporations is now concentrated in the hands of institutional investors
rather than individual shareholders.”



Institutional owners are financial institutions such as stock mutual funds and pen-
sion funds that control large-block shareholder positions. Because of their prominent
ownership positions, institutional owners, as large-block shareholders, are a powerful
governance mechanism. Institutions of these types now own more than 60 percent of
the stock in large U.S. corporations. Pension funds alone control at least one-half of
corporate equity.*

These ownership percentages suggest that as investors, institutional owners have
both the size and the incentive to discipline ineffective top-level managers and can sig-
nificantly influence a firm’s choice of strategies and overall strategic decisions.** Research
evidence indicates that institutional and other large-block shareholders are becoming
more active in their efforts to influence a corporation’s strategic decisions, unless they
have a business relationship with the firm. Initially, these shareholder activists and insti-
tutional investors concentrated on the performance and accountability of CEOs and
contributed to the dismissal of a number of them. They often target the actions of boards
more directly via proxy vote proposals that are intended to give shareholders more deci-
sion rights because they believe board processes have been ineffective. In fact, a new
rule recently proposed and approved by the U.S. Securities and Exchange Commission
allows large shareholders (owning 1 to 5 percent of a company’s stock) to nominate up
to 25 percent of a company’s board of directors.5

For example, CalPERS provides retirement and health coverage to more than 1.3
million current and retired public employees. At the end of 2008, it was the largest
public employee pension fund in the United States, but the economic crisis caused its
total assets to decrease by approximately 30 percent.” Still, CalPERS is respected and
even feared in some companies’ boardrooms. It is generally thought to act aggressively
to promote governance decisions and actions that it believes will enhance shareholder
value in companies in which it invests. For instance, CalPERS places five or so com-
panies on its “Focus List” each year. This type of public acknowledgement may influ-
ence the board of directors and top-level managers to take action, which in turn often
increases the firm’s shareholder value. For example, the CalPERS focus list for 2009 had
four firms on it led by Eli Lilly.® The largest institutional investor, TIAA-CREE, has
taken actions similar to those of CalPERS, but with a less publicly aggressive stance.
To date, research suggests that institutional activism may not have a strong effect on
firm performance, but that its influence may be indirect through its effects on impor-
tant strategic decisions, such as those concerned with international diversification and
innovation.” With the increased intensity of governance associated with the passage of
the SOX Act and the latest economic crisis largely created by poor strategic decisions
in the financial services industry, institutional investors and other groups have been
emboldened in their activism.

Board of Directors

Typically, shareholders monitor the managerial decisions and actions of a firm through
the board of directors. Shareholders elect members to their firm’s board. Those who are
elected are expected to oversee managers and to ensure that the corporation is oper-
ated in ways that will maximize its shareholders’ wealth. Even with large institutional
investors having major equity ownership in U.S. firms, diffuse ownership continues to
exist in most firms, which means that in large corporations, monitoring and control of
managers by individual shareholders is limited. Furthermore, large financial institutions,
such as banks, are prevented from directly owning stock in firms and from having rep-
resentatives on companies’ boards of directors, although this restriction is not the case
in Europe and elsewhere.” These conditions highlight the importance of the board of
directors for corporate governance. Unfortunately, over time, boards of directors have
not been highly effective in monitoring and controlling top management’s actions.*!

Institutional owners are
financial institutions such
as stock mutual funds and
pension funds that control
large-block shareholder
positions.
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he board of directors
is a group of elected
individuals whose primary
responsibility is to act
in the owners' interests
by formally monitoring
and controlling the

corporation'’s top-level

\ " managers.

Given the recent problems with top-level managers making less than ethical decisions,
boards are experiencing increasing pressure from shareholders, lawmakers, and regula-
tors to become more forceful in their oversight role to prevent inappropriate actions
by top-level managers. Furthermore, boards not only serve a monitoring role, but they
also provide resources to firms. These resources include their personal knowledge and
expertise as well as their access to resources of other firms through their external con-
tacts and relationships.®

The board of directors is a group of elected individuals whose primary responsi-
bility is to act in the owners’ best interests by formally monitoring and controlling the
corporation’s top-level managers.®® Boards have the power to direct the affairs of the
organization, punish and reward managers, and protect shareholders’ rights and inter-
ests. Thus, an appropriately structured and effective board of directors protects owners
from managerial opportunism such as that found at Enron and WorldCom and at finan-
cial services firms including AIG and Merrill Lynch, where shareholders and employees
encountered significant losses. Board members are seen as stewards of their company’s
resources, and the way they carry out these responsibilities affects the society in which
their firm operates. For instance, research suggests that better governance produces more
effective strategic decisions, which lead to higher firm performance.**

Generally, board members (often called directors) are classified into one of three
groups (see Table 10.1). Insiders are active top-level managers in the corporation who are
elected to the board because they are a source of information about the firm’s day-to-day
operations.®® Related outsiders have some relationship with the firm, contractual or oth-
erwise, that may create questions about their independence, but these individuals are
not involved with the corporation’s day-to-day activities. Outsiders provide independent
counsel to the firm and may hold top-level managerial positions in other companies or
may have been elected to the board prior to the beginning of the current CEO’s tenure.*

Historically, boards of directors were primarily dominated by inside managers. A
widely accepted view is that a board with a significant percentage of its membership
from the firm’s top-level managers provides relatively weak monitoring and control
of managerial decisions.”” Managers have sometimes used their power to select and
compensate directors and exploit their personal ties with them. In response to the SEC’s
proposal to require audit committees to be composed of outside directors, in 1984, the
New York Stock Exchange implemented a rule requiring outside directors to head the
audit committee. Subsequently, other rules required important committees such as the
compensation committee and the nomination committee to be headed by independent
outside directors.®® These other requirements were instituted after the Sarbanes-Oxley
Act was passed, and policies of the New York Stock Exchange now require companies
to maintain boards of directors that are composed of a majority of outside independent
directors and to maintain full independent audit committees. Thus, corporate governance
is becoming more intense especially with the oversight of the board of directors.

Table 10.1 Classifications of Board of Director Members

; Ihsiders - - ‘
* The firm's CEO and other top-level managers

~ Outsiders :
¢ Individuals who are independent of the firm in terms ofday-tyo-day operations and other
~ relationships '



Critics advocate reforms to ensure that independent outside directors represent
a significant majority of the total membership of a board, which research suggests has
been accomplished.” On the other hand, others argue that having outside directors is
not enough to resolve the problems; it depends on the power of the CEO. One proposal
to reduce the power of the CEO is to separate the chairperson’s role and the CEO’s role
on the board so that the same person does not hold both positions.” Yet, having a board
that actively monitors top executive decisions and actions does not ensure high perfor-
mance. The value that the directors bring to the company also influences the outcomes.
For example, boards with members having significant relevant experience and knowledge
are the most likely to help the firm formulate effective strategies and to implement them
successfully.”

Alternatively, having a large number of outside board members can also create
some problems. Outsiders do not have contact with the firm’s day-to-day operations
and typically do not have easy access to the level of information about managers and
their skills that is required to effectively evaluate managerial decisions and initiatives.”
Outsiders can, however, obtain valuable information through frequent interactions
with inside board members, during board meetings, and otherwise. Insiders possess
such information by virtue of their organizational positions. Thus, boards with a criti-
cal mass of insiders typically are better informed about intended strategic initiatives,
the reasons for the initiatives, and the outcomes expected from them.” Without this
type of information, outsider-dominated boards may emphasize the use of financial, as
opposed to strategic, controls to gather performance information to evaluate managers’
and business units’ performances. A virtually exclusive reliance on financial evalua-
tions shifts risk to top-level managers, who, in turn, may make decisions to maximize
their interests and reduce their employment risk. Reductions in R&D investments,
additional diversification of the firm, and the pursuit of greater levels of compensation
are some of the results of managers’ actions to achieve financial goals set by outsider-
dominated boards.” Additionally, boards can make mistakes in CEO succession deci-
sions because of the lack of important information about candidates as well as specific
needs of the firm. As you would expect, knowledgeable and balanced boards are likely
to be the most effective over time.”

Enhancing the Effectiveness of
the Board of Directors

As explained in the Strategic Focus, because of the importance of boards of directors in
corporate governance and as a result of increased scrutiny from shareholders—in par-
ticular, large institutional investors—the performances of individual board members and
of entire boards are being evaluated more formally and with greater intensity.”® Given
the demand for greater accountability and improved performance, many boards have
initiated voluntary changes (e.g., those described at Borders and Easy]Jet). Among these
changes are (1) increases in the diversity of the backgrounds of board members (e.g.,a
greater number of directors from public service, academic, and scientific settings; a greater
percentage of ethnic minorities and women; and members from different countries on
boards of U.S. firms), (2) the strengthening of internal management and accounting con-
trol systems, and (3) the establishment and consistent use of formal processes to evaluate
the board’s performance.”” Additional changes include (4) the creation of a “lead director”
role that has strong powers with regard to the board agenda and oversight of non-man-
agement board member activities, and (5) modification of the compensation of directors,
especially reducing or eliminating stock options as a part of the package.

Boards are increasingly involved in the strategic decision-making process, so they
must work collaboratively. Some argue that improving the processes used by boards to
make decisions and monitor managers and firm outcomes is important for board effec-
tiveness.” Moreover, because of the increased pressure from owners and the potential
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conflict among board members, procedures are necessary to help boards function effec-
tively in facilitating the strategic decision-making process.

Increasingly, outside directors are being required to own significant equity stakes as
a prerequisite to holding a board seat. In fact, some research suggests that firms perform
better if outside directors have such a stake; the trend is toward higher pay for directors
with more stock ownership, but with fewer stock options.” However, other research
suggests that too much ownership can lead to lower independence for board members.*
In addition, other research suggests that diverse boards help firms make more effective
strategic decisions and perform better over time.' Although questions remain about
whether more independent and diverse boards enhance board effectiveness, the trends
for greater independence and increasing diversity among board members are likely to
continue. Clearly, the corporate failures in the first decade of the 21st century suggest the
need for more effective boards.

Executive Compensation

As the Opening Case illustrates, the compensation of top-level managers, and especially
of CEOs, generates a great deal of interest and strongly held opinions. One reason for
this widespread interest can be traced to a natural curiosity about extremes and excesses.
For example, the Los Angeles Times reported that “CEO compensation tripled from 1990
to 2004, rising at more than three times the rate of corporate earnings. CEOs at 11 of
the largest U.S. companies received $865 million in a five-year period while presiding
over losses in shareholder value”® As stated in the Opening Case, the ten highest-paid
executives in 2008, during a strong recession, earned an average of $47.22 million. Some
consider this excessive pay, especially for those whose firms suffered net losses during
this year, because most firms lost market value in 2008. Another stems from a more
substantive view that CEO pay is tied in an indirect but tangible way to the fundamental
governance processes in large corporations. Some believe that while highly paid, CEOs
are not overpaid.” Others argue that not only are they highly paid, they are overpaid.
These critics are especially concerned that compensation is not as strongly related to
performance as some believe.®

Executive compensation is a governance mechanism that seeks to align the inter-
ests of managers and owners through salaries, bonuses, and long-term incentive com-
pensation, such as stock awards and options.* Long-term incentive plans have become
a critical part of compensation packages in U.S. firms. The use of longer-term pay theo-
retically helps firms cope with or avoid potential agency problems by linking managerial
wealth to the wealth of common shareholders.

Sometimes the use of a long-term incentive plan prevents major stockholders (e.g.,
institutional investors) from pressing for changes in the composition of the board of direc-
tors, because they assume the long-term incentives will ensure that top executives will
act in shareholders’ best interests. Alternatively, stockholders largely assume that top-
executive pay and the performance of a firm are more closely aligned when firms have
boards that are dominated by outside members. However, research shows that fraudulent
behavior can be associated with stock option incentives, such as earnings manipulation.®’

STRATEGY
RIGHT NOW

Read further

about the GM
bankruptcy and what
it means for its board
of directors moving
forward.

www.cengage.com/
management/hitt

Executive compensation
is a governance
mechanism that seeks

to align the interests of
managers and owners
through salaries, bonuses,
and long-term incentive
compensation, such as
stock awards and options.




Part 3: Strategic Actions: Strategy Implementation

Effectively using executive compensation as a governance mechanism is particularly
challenging to firms implementing international strategies. For example, the interests
of owners of multinational corporations may be best served by less uniformity among
the firm’s foreign subsidiaries’ compensation plans.*® Developing an array of unique
compensation plans requires additional monitoring and increases the firm’s potential
agency costs. Importantly, levels of pay vary by regions of the world. For example,
managerial pay is highest in the United States and much lower in Asia. Compensation
is lower in India partly because many of the largest firms have strong family ownership
and control.* As corporations acquire firms in other countries, the managerial compen-
sation puzzle for boards becomes more complex and may cause additional governance
problems.”

The Effectiveness of Executive Compensation

Executive compensation—especially long-term incentive compensation—is complicated
for several reasons. First, the strategic decisions made by top-level managers are typi-
cally complex and nonroutine, so direct supervision of executives is inappropriate for
judging the quality of their decisions. The result is a tendency to link the compensation
of top-level managers to measurable outcomes, such as the firm’s financial perfor-
mance. Second, an executive’s decision often affects a firm’s financial outcomes over
an extended period, making it difficult to assess the effect of current decisions on the
corporation’s performance. In fact, strategic decisions are more likely to have long-term,
rather than short-term, effects on a company’s strategic outcomes. Third, a number
of other factors affect a firms performance besides top-level managerial decisions and
behavior. Unpredictable economic, social, or legal changes (see Chapter 2) make it dif-
ficult to identify the effects of strategic decisions. Thus, although performance-based
compensation may provide incentives to top management teams to make decisions that
best serve shareholders’ interests, such compensation plans alone cannot fully control
managers. Still, incentive compensation represents a significant portion of many execu-
tives total pay.

Although incentive compensation plans may increase the value of a firm in line
with shareholder expectations, such plans are subject to managerial manipulation.!
Additionally, annual bonuses may provide incentives to pursue short-run objectives at
the expense of the firm’s long-term interests. Although long-term, performance-based
incentives may reduce the temptation to under-invest in the short run, they increase
executive exposure to risks associated with uncontrollable events, such as market fluc-
tuations and industry decline. The longer term the focus of incentive compensation,
the greater are the long-term risks borne by top-level managers. Also, because long-
term incentives tie a manager’s overall wealth to the firm in a way that is inflexible,
such incentives and ownership may not be valued as highly by a manager as by outside
investors who have the opportunity to diversify their wealth in a number of other
financial investments.” Thus, firms may have to overcompensate for managers using
long-term incentives.

Even though some stock option-based compensation plans are well designed with
option strike prices substantially higher than current stock prices, some have been
designed with the primary purpose of giving executives more compensation. Research of
stock option repricing where the strike price value of the option has been lowered from
its original position suggests that action is taken more frequently in high-risk situations.”*
However, repricing also happens when firm performance is poor, to restore the incentive
effect for the option. Evidence also suggests that politics are often involved, which has
resulted in “option backdating.”* While this evidence shows that no internal governance
mechanism is perfect, some compensation plans accomplish their purpose. For example,
recent research suggests that long-term pay designed to encourage managers to be envi-
ronmentally friendly has been linked to higher success in preventing pollution.*



Stock options became highly popular as a means of compensating top executives and
linking pay with performance, but they also have become controversial of late as indi-
cated in the Opening Case. Because all internal governance mechanisms are imperfect,
external mechanisms are also needed. One such governance device is the market for
corporate control.

Market for Corporate Control

The market for corporate control is an external governance mechanism that becomes
active when a firm’s internal controls fail.®* The market for corporate control is com-
posed of individuals and firms that buy ownership positions in or take over potentially
undervalued corporations so they can form new divisions in established diversified com.-
panies or merge two previously separate firms. Because the undervalued firm’s top-level
managers are assumed to be responsible for formulating and implementing the strategy
that led to poor performance, they are usually replaced. Thus, when the market for cor-
porate control operates effectively, it ensures that managers who are ineffective or act
opportunistically are disciplined.””

The takeover market as a source of external discipline is used only when internal gov-
ernance mechanisms are relatively weak and have proven to be ineffective. Alternatively,
other research suggests that the rationale for takeovers as a corporate governance strat-
egy is not as strong as the rationale for takeovers as an ownership investment in target
candidates where the firm is performing well and does not need discipline.”® A study of
active corporate raiders in the 1980s showed that takeover attempts often were focused
on above-average performance firms in an industry.” Taken together, this research sug-
gests that takeover targets are not always low performers with weak governance. As such,
the market for corporate control may not be as efficient as a governance device as theory
suggests.'” At the very least, internal governance controls are much more precise relative
to this external control mechanism.

Hedge funds have become a source of activist investors as noted in Chapter 7. An
enormous amount of money has been invested in hedge funds, and because it is signifi-
cantly more difficult to gain high returns in the market, hedge funds turned to activism.
Likewise in a competitive environment characterized by a greater willingness on part of
investors to hold underperforming managers accountable, hedge funds have been given
license for increased activity.'”! Traditionally, hedge funds are a portfolio of stocks or
bonds, or both, managed by an individual or a team on behalf of a large number of inves-
tors. Activism allows them to influence the market by taking a large position in seeking
to drive the stock price up in a short period of time and then sell. Most hedge funds have
been unregulated relative to the Securities and Exchange Commission because they rep-
resent a set of private investors. However, the recent economic crisis has increased the
scrutiny of hedge funds’ actions by government regulatory bodies.

Although the market for corporate control may be a blunt instrument for corporate
governance, the takeover market continues to be active even in the economic crisis. In
fact, the more intense governance environment has fostered an increasingly active take-
over market. Certainly, the government has played a highly active role in the acquisitions
of major U.S. financial institutions (e.g., Merrill Lynch’s acquisition by Bank of America).
Target firms earn a substantial premium over the acquiring firm.' At the same time,
managers who have ownership positions or stock options are likely to gain in making a
transaction with an acquiring firm. Even more evidence indicates that this type of gain
may be the case, given the increasing number of firms that have golden parachutes that
allow up to three years of additional compensation plus other incentives if a firm is taken
over. These compensation contracts reduce the risk for managers if a firm is taken over.
Private equity firms often seek to obtain a lower price in the market through initiating
friendly takeover deals. The target firm’s top-level managers may be amenable to such

.

The market for corporate
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that becomes active

when a firm'’s internal
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Merrill Lynch’s acquisi-
tion by Bank of America
has not been without
controversy, including
the awarding of large
bonuses to Merrill
Lynch managers after
the acquisition despite

enormous losses.

“friendly” deals because not only do they get the payout through a golden parachute, but
at their next firm they may get a “golden hello” as a signing bonus to work for the new
firm.'” Golden parachutes help them leave, but “golden hellos are increasingly needed
to get them in the door” of the next firm."** Although the 1980s had more defenses put
up against hostile takeovers, the more recent environment has been much friendlier.
However, the recent economic crisis has led to significant criticism of golden parachutes,
especially for executives of poorly performing firms. For example, there was significant
criticism of the large bonuses paid to Merrill Lynch managers after the acquisition by
Bank of America. This is because of the huge loss suffered by Merrill Lynch because of
poor strategic decisions executed by these managers. Furthermore, there were issues with
AIG, which received billions of dollars in government support to stay afloat yet paid huge
managerial bonuses. As a result of the criticism, the firm cancelled its $10 million golden
parachute for its departing CFO, Steven Bensinger.'”®

The market for corporate control governance mechanisms should be triggered by a
firm’s poor performance relative to industry competitors. A firm’s poor performance,
often demonstrated by the firm’s below-average returns, is an indicator that internal
governance mechanisms have failed; that is, their use did not result in managerial deci-
sions that maximized shareholder value. Yet, although these acquisitions often involve
highly underperforming firms and the changes needed may appear obvious, there are no
guarantees of success. The acquired firm’s assets still must be integrated effectively into
the acquiring firm’s operation to earn positive returns from the takeover. Also, integra-
tion is an exceedingly complex challenge.'® Even active acquirers often fail to earn posi-
tive returns from some of their acquisitions, but some acquirers are successful and earn
significant returns from the assets they acquire.'””

Target firm managers and members of the boards of directors are commonly sensi-
tive about hostile takeover bids. It frequently means that they have not done an effective
job in managing the company. If they accept the offer, they are likely to lose their jobs;
the acquiring firm will insert its own management. If they reject the offer and fend off
the takeover attempt, they must improve the performance of the firm or risk losing their
jobs as well.!8

Managerial Defense Tactics

Hostile takeovers are the major activity in the market for corporate control governance
mechanism. Not all hostile takeovers are prompted by poorly performing targets, and
firms targeted for hostile takeovers may use multiple defense tactics to fend off the take-
over attempt. Historically, the increased use of the
market for corporate control has enhanced the
sophistication and variety of managerial defense
tactics that are used in takeovers. The market for
corporate control tends to increase risk for manag-
ers. As a result, managerial pay is often augmented
indirectly through golden parachutes (wherein, a
CEO can receive up to three years’ salary if his or
her firm is taken over). Golden parachutes, similar
to most other defense tactics, are controversial.
Among other outcomes, takeover defenses
increase the costs of mounting a takeover, caus-
ing the incumbent management to become
entrenched while reducing the chances of intro-
§ ducing a new management team.'” One takeover
defense is traditionally known as a “poison pill.”
This defense mechanism usually allows shareholders (other than the acquirer) to con-
vert “shareholders’ rights” into a large number of common shares if anyone acquires
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more than a set amount of the target’s stock (typically 10 to 20 percent). This move
dilutes the percentage of shares that the acquiring firm must purchase at a premium
and in effect raises the cost of the deal for the acquiring firm.

Table 10.2 lists a number of additional takeover defense strategies. Some defense tac-
tics necessitate only changes in the financial structure of the firm, such as repurchasing
shares of the firms outstanding stock.!"” Some tactics (e.g., reincorporation of the firm
in another state) require shareholder approval, but the greenmail tactic, wherein money
is used to repurchase stock from a corporate raider to avoid the takeover of the firm,
does not. Some firms use rotating board member elections as a defense tactic where only
one third of members are up for reelection each year. Research shows that this results in
managerial entrenchment and reduced vulnerability to hostile takeovers.!!!

Most institutional investors oppose the use of defense tactics. TIAA-CREF and
CalPERS have taken actions to have several firms’ poison pills eliminated. Many institu-
tional investors also oppose severance packages (golden parachutes), and the opposition
is growing significantly in Europe as well.""> However, as previously noted, an advantage
to severance packages is that they may encourage top level managers to accept takeover
bids that are attractive to shareholders.!” Alternatively, recent research has shown that
the use of takeover defenses reduces pressure experienced by managers for short-term
performance gains. As such, managers engage in longer-term strategies and pay more

Table 10.2 Hostile Takeover Defense Strategies

Defense strategy Category Popularity Effectiveness  Stockholder
among firms as a defense  wealth effects

Corporate charter amendment An amendment to Preventive Medium Very low Negative
stagger the elections of members to the board of directors

of the attacked firm so that all are not elected during

the same year, which prevents a bidder from installing a

completely new board in the same year.

Litigation Lawsuits that help a target company stall Reactive Medium Low Positive
hostile attacks; areas may include antitrust, fraud, :
inadequate disclosure.

Standstill agreement Contract between the parties in Reactive Low Low Negative
which the pursuer agrees not to acquire any more stock of

the target firm for a specified period of time in exchange

for the firm paying the pursuer a fee.

Source: J. A. Pearce Il & R. B. Robinson, Jr., 2004, Hostile takeover defenses that maximize shareholder wealth, Business Horizons, 47(5): 15-24.
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attention to the firm’s stakeholders. When they do this, the firm’s market value increases,
which rewards the shareholders.!*

A potential problem with the market for corporate control is that it may not be
totally efficient. A study of several of the most active corporate raiders in the 1980s
showed that approximately 50 percent of their takeover attempts targeted firms with
above-average performance in their industry—corporations that were neither under-
valued nor poorly managed.'* The targeting of high-performance businesses may lead
to acquisitions at premium prices and to decisions by managers of the targeted firm to
establish what may prove to be costly takeover defense tactics to protect their corporate
positions.!®

Although the market for corporate control lacks the precision of internal governance
mechanisms, the fear of acquisition and influence by corporate raiders is an effective
constraint on the managerial-growth motive. The market for corporate control has been
responsible for significant changes in many firms’ strategies and, when used appropri-
ately, has served shareholders’ interests. But this market and other means of corporate
governance vary by region of the world and by country. Accordingly, we next address the
topic of international corporate governance.

International Corporate Governance

Understanding the corporate governance structure of the United Kingdom and the
United States is inadequate for a multinational firm in the current global economy.!”
The stability associated with German and Japanese governance structures has historically
been viewed as an asset, but the governance systems in these countries are changing,
similar to other parts of the world. The importance of these changes has been heightened
by the global economic crisis."'® These changes are partly the result of multinational
firms operating in many different countries and attempting to develop a more global
governance system.'” Although the similarity among national governance systems is
increasing, significant differences remain evident, and firms employing an international
strategy must understand these differences in order to operate effectively in different
international markets.'?

Corporate Governance in Germany and Japan

In many private German firms, the owner and manager may still be the same indi-
vidual. In these instances, agency problems are not present.’?! Even in publicly traded
German corporations, a single shareholder is often dominant. Thus, the concentration
of ownership is an important means of corporate governance in Germany, as it is in
the United States.!?2

Historically, banks occupied the center of the German corporate governance struc-
ture, as is also the case in many other European countries, such as Italy and France. As
lenders, banks become major shareholders when companies they financed earlier seek
funding on the stock market or default on loans. Although the stakes are usually less
than 10 percent, banks can hold a single ownership position up to but not exceeding
15 percent of the bank’s capital. Shareholders can tell the banks how to vote their own-
ership position, they generally do not do so. The banks monitor and control managers,
both as lenders and as shareholders, by electing representatives to supervisory boards.

German firms with more than 2,000 employees are required to have a two-tiered
board structure that places the responsibility for monitoring and controlling managerial
(or supervisory) decisions and actions in the hands of a separate group.'” All the
functions of strategy and management are the responsibility of the management board
(the Vorstand), but appointment to the Vorstand is the responsibility of the supervisory
tier (the Aufsichtsrat). Employees, union members, and shareholders appoint members
to the Aufsichtsrat. Proponents of the German structure suggest that it helps prevent



corporate wrongdoing and rash decisions by “dictatorial CEQOs.” However, critics
maintain that it slows decision making and often ties a CEO’s hands. The corporate
governance framework in Germany has made it difficult to restructure companies as
quickly as can be done in the United States when performance suffers. Because of the role
of local government (through the board structure) and the power of banks in Germany’s
corporate governance structure, private shareholders rarely have major ownership
positions in German firms. Large institutional investors, such as pension funds and
insurance companies, are also relatively insignificant owners of corporate stock. Thus, at
least historically, German executives generally have not been dedicated to the maximiza-
tion of shareholder value that occurs in many countries.'?*

However, corporate governance in Germany is changing, at least partially, because of
the increasing globalization of business. Many German firms are beginning to gravitate
toward the U.S. system. Recent research suggests that the traditional system produced
some agency costs because of a lack of external ownership power. Interestingly, German
firms with listings on the U.S. stock exchange have increasingly adopted executive stock
option compensation as a long-term incentive pay policy.'?

Attitudes toward corporate governance in Japan are affected by the concepts of obliga-
tion, family, and consensus."*® In Japan, an obligation “may be to return a service for one
rendered or it may derive from a more general relationship, for example, to one’s family
or old alumni, or one’s company (or Ministry), or the country. This sense of particular
obligation is common elsewhere but it feels stronger in Japan.”'?” As part of a company
family, individuals are members of a unit that envelops their lives; families command the
attention and allegiance of parties throughout corporations. Moreover, a keirefsu (a group
of firms tied together by cross-shareholdings) is more than an economic concept; it, too,
is a family. Consensus, an important influence in Japanese corporate governance, calls for
the expenditure of significant amounts of energy to win the hearts and minds of people
whenever possible, as opposed to top executives issuing edicts."”® Consensus is highly
valued, even when it results in a slow and cumbersome decision-making process.

As in Germany, banks in Japan play an important role in financing and monitoring
large public firms.'” The bank owning the largest share of stocks and the largest amount
of debt—the main bank—has the closest relationship with the company’s top executives.
The main bank provides financial advice to the firm and also closely monitors managers.
Thus, Japan has a bank-based financial and corporate governance structure, whereas the
United States has a market-based financial and governance structure.'*

Aside from lending money, a Japanese bank can hold up to 5 percent of a firm’s total
stock; a group of related financial institutions can hold up to 40 percent. In many cases,
main-bank relationships are part of a horizontal keiretsu. A keiretsu firm usually owns less
than 2 percent of any other member firm; however, each company typically has a stake of
that size in every firm in the keiretsu. As a result, somewhere between 30 and 90 percent
of a firm is owned by other members of the keiretsu. Thus, a keiretsu is a system of rela-
tionship investments.

As is the case in Germany, Japan’s structure of corporate governance is changing. For
example, because of Japanese banks’ continuing development as economic organizations,
their role in the monitoring and control of managerial behavior and firm outcomes is less
significant than in the past.’*! Also, deregulation in the financial sector reduced the cost
of mounting hostile takeovers.*? As such, deregulation facilitated more activity in Japan’s
market for corporate control, which was nonexistent in past years."” Interestingly, how-
ever, recent research shows that CEOs of both public and private companies in Japan
receive similar levels of compensation and their compensation is tied closely to observ-
able performance goals.!*

Corporate Governance in China

Corporate governance in China has changed dramatically in the past decade, as has the
privatization of business and the development of the equity market. The stock markets
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in China are young. In their early years, these markets were weak because of significant
insider trading. However, research has shown that they have improved with stronger
governance in recent years.'*® The Chinese institutional environment is unique. While
there has been a gradual decline in the equity held in state-owned enterprises and the
number and percentage of private firms have grown, the state still dominates the strate-
gies employed by most firms through direct or indirect controls.

Recent research shows that firms with higher state ownership tend to have lower
market value and more volatility in those values over time. This is because of agency
conflicts in the firms and because the executives do not seek to maximize shareholder
returns. They also have social goals they must meet placed on them by the government.'*
This suggests a potential conflict between the principals, particularly the state owner and
the private equity owners of the state-owned enterprises."’

The Chinese governance system has been moving toward the Western model in
recent years. For example, China YCT International recently announced that it was
strengthening its corporate governance, with the establishment of an audit commit-
tee within its board of directors, and appointing three new independent directors."*
In addition, recent research shows that the compensation of top executives of Chinese
companies is closely related to prior and current financial performance of the firm."”
While state ownership and indirect controls complicate governance in Chinese com-
panies, research in other countries suggests that some state ownership in recently
privatized firms provides some benefits. It signals support and temporarily buoys stock
prices, but over time continued state ownership and involvement tend to have negative
effects on the stock price.'* Thus, the corporate governance system in China and the
heavy oversight of the Chinese government will need to be observed to determine the
long-term effects.

Global Corporate Governance

As noted in the Strategic Focus, corporate governance is becoming an increasingly
important issue in economies around the world, even in emerging economies. The prob-
lems with Satyam in India could be repeated in other parts of the world if diligence in
governance is not exercised. This concern is stronger because of the globalization in
trade, investments, and equity markets. Countries and major companies based in them
want to attract foreign investment. To do so, the foreign investors must be confident of
adequate corporate governance. Effective corporate governance is also required to attract
domestic investors. Although many times domestic shareholders will vote with manage-
ment, as activist foreign investors enter a country it gives domestic institutional inves-
tors the courage to become more active in shareholder proposals, which will increase
shareholder welfare.

For example, Steel Partners, LLC, focused its attention on Korean cigarette maker
KT&G. Warren Lichtenstein of Steel Partners and Carl Icahn pressured KT&G to
increase its market value. Lichtenstein and Icahn began their activism in February 2006,
by nominating a slate of board directors as well as pushing KT&G to sell off its lucra-
tive Ginseng unit, which manufactures popular herbal products in Korea. They also
demanded that the company sell off its real estate assets, raise its dividends, and buy
back common shares. Lichtenstein and Icahn threatened a hostile tender offer if their
demands were not met. Shareholders showed support for Steel Partners’ activism such
that they elected Lichtenstein to KT&G’s board. In 2008, Lichtenstein resigned from
the board with the election of four new independent directors. During his service on
the board, KT&G’s market value increased and its corporate governance improved. '*!
Steel Partners recently targeted Aderans Holdings Company Limited in Japan for major
changes. Steel Partners is Aderans’s largest shareholder with about 27 percent of the
outstanding stock. Steel Partners is unhappy with Aderans’s efforts to turnaround its
performance and has proposed replacing most of its board members and undergoing
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a major restructuring.'** Research suggests that foreign investors are likely to focus on
critical strategic decisions and their input tends to increase a firm’s movement into inter-
national markets."*® Thus, foreign investors are playing major roles in the governance of
firms in many countries.

Not only has the legislation that produced the Sarbanes-Oxley Act in 2002 increased
the intensity of corporate governance in the United States,'* but other governments
around the world are seeking to increase the transparency and intensity of corporate
governance to prevent the types of scandals found in the United States and other places
around the world. For example, the British government in 2003 implemented the findings
of the Derek Higgs report, which increased governance intensity mandated by the United
Kingdom’s Combined Code on Corporate Governance, a template of corporate gover-
nance used by investors and listed companies. Also, as reported in the earlier Strategic
Focus, in 2009 the chairman of the Financial Reporting Council in the United Kingdom
announced a complete review of the Combined Code. In addition, the European Union
enacted what is known as the “Transparency Directive,” which is aimed at enhancing
reporting and the disclosure of financial reports by firms within the European capital
markets. Another European Union initiative labeled “Modernizing Company Law and
Enhancing Corporate Governance” is designed to improve the responsibility and liability
of executive officers, board members, and others to important stakeholders such as share-
holders, creditors, and members of the public at large.!* Thus, governance is becoming
more intense around the world.

Governance Mechanisms and Ethical Behavior

The governance mechanisms described in this chapter are designed to ensure that the
agents of the firm’s owners—the corporation’s top-level managers—make strategic deci-
sions that best serve the interests of the entire group of stakeholders, as described in
Chapter 1. In the United States, shareholders are recognized as the company’s most sig-
nificant stakeholders. Thus, governance mechanisms focus on the control of managerial
decisions to ensure that shareholders’ interests will be served, but product market stake-
holders (e.g., customers, suppliers, and host communities) and organizational stakehold-
ers (e.g., managerial and nonmanagerial employees) are important as well.'® Therefore,
at least the minimal interests or needs of all stakeholders must be satisfied through the
firm’s actions. Otherwise, dissatisfied stakeholders will withdraw their support from one
firm and provide it to another (e.g., customers will purchase products from a supplier
offering an acceptable substitute).

The firm’s strategic competitiveness is enhanced when its governance mecha-
nisms take into consideration the interests of all stakeholders. Although the idea
is subject to debate, some believe that ethically responsible companies design and
use governance mechanisms that serve all stakeholders’ interests. The more criti-
cal relationship, however, is found between ethical behavior and corporate gover-
nance mechanisms. The Enron disaster and the sad affair at Satyam (described in the
Strategic Focus) illustrate the devastating effect of poor ethical behavior not only on
a firm’s stakeholders, but also on other firms. This issue is being taken seriously in
other countries. The trend toward increased governance scrutiny continues to spread
around the world.'¥

In addition to Enron, scandals at WorldCom, HealthSouth, Tyco, and Satyam
along with the questionable behavior of top-level managers in several of the major U.S.
financial services firms (Merrill Lynch, AIG) show that all corporate owners are vul-
nerable to unethical behavior and very poor judgments exercised by their employees,
including top-level managers—the agents who have been hired to make decisions that
are in shareholders’ best interests. The decisions and actions of a corporation’s board
of directors can be an effective deterrent to these behaviors. In fact, some believe that



the most effective boards participate actively to set boundaries for their firms’ busi-
ness ethics and values.'*® Once formulated, the board’s expectations related to ethical
decisions and actions of all of the firm’s stakeholders must be clearly communicated
to its top-level managers. Moreover, as shareholders’ agents, these managers must
understand that the board will hold them fully accountable for the development and
support of an organizational culture that allows unethical decisions and behaviors.
As will be explained in Chapter 12, CEOs can be positive role models for improved
ethical behavior.

Only when the proper corporate governance is exercised can strategies be formu-
lated and implemented that will help the firm achieve strategic competitiveness and earn
above-average returns. While there are many examples of poor governance, Cummins
Inc. is a positive example. In 2009 it was given the highest possible rating for its cor-
porate governance by GovernanceMetrics International. The rating is based on careful
evaluation of board accountability and financial disclosure, executive compensation,
shareholder rights, ownership base, takeover provisions, corporate behavior, and overall
responsibility exhibited by the company.'*® As the discussion in this chapter suggests,
corporate governance mechanisms are a vital, yet imperfect, part of firms’ efforts to select
and successfully use strategies.
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ers that is used to determine a firm’s direction and control
its performance. How firms monitor and control top-level
managers’ decisions and actions affects the implementation
of strategies. Effective governance that aligns managers’
decisions with shareholders’ interests can help produce a
competitive advantage.

Three internal governance mechanisms in the modern cor-
poration include (1) ownership concentration, (2) the board
of directors, and (3) executive compensation. The market for
corporate control is the single external governance mecha-
nism influencing managers’ decisions and the outcomes
resulting from them.

Ownership is separated from control in the modern corpo-
ration. Owners (principals) hire managers (agents) to make
decisions that maximize the firm's value. As risk-bearing
specialists, owners diversify their risk by investing in mul-
tiple corporations with different risk profiles. As decision-
making specialists, owners expect their agents (the firm's
top-level managers) to make decisions that will help to
maximize the value of their firm. Thus, modern corpora-
tions are characterized by an agency relationship that is
created when one party (the firm’s owners) hires and pays
another party (top-level managers) to use its decision-
making skills.

Separation of ownership and control creates an agency
problem when an agent pursues goals that conflict with
principals’ goals. Principals establish and use governance
mechanisms to control this problem.

* Corporate governance is a relationship among stakehold- * Ownership concentration is based on the number of large-

block shareholders and the percentage of shares they own.
With significant ownership percentages, such as those held
by large mutual funds and pension funds, institutional inves-
tors often are able to influence top-level managers’ strategic
decisions and actions. Thus, unlike diffuse ownership, which
tends to result in relatively weak monitoring and control of
managerial decisions, concentrated ownership produces
more active and effective monitoring. Institutional investors
are a powerful force in corporate America and actively use
their positions of concentrated ownership to force managers
and boards of directors to make decisions that maximize a
firm'’s value.

In the United States and the United Kingdom, a firm’s board
of directors, composed of insiders, related outsiders, and
outsiders, is a governance mechanism expected to repre-
sent shareholders’ collective interests. The percentage of
outside directors on many boards now exceeds the percent-
age of inside directors. Through the implementation of the
SOX Act, outsiders are expected to be more independent
of a firm’s top-level managers compared with directors

selected from inside the firm. New rules imposed by the U.S.

Securities and Exchange Commission to allow owners with
large stakes to propose new directors are likely to change
the balance even more in favor of outside and independent
directors.

Executive compensation is a highly visible and often
criticized governance mechanism. Salary, bonuses, and
long-term incentives are used to strengthen the alignment
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between managers’ and shareholders’ interests. A firm's
board of directors is responsible for determining the effec-
tiveness of the firm’s executive compensation system. An
effective system elicits managerial decisions that are in share-
holders’ best interests.

° In general, evidence suggests that shareholders and boards
of directors have become more vigilant in their control of
managerial decisions. Nonetheless, these mechanisms are
insufficient to govern managerial behavior in many large
companies as shown in the latest economic crisis brought on
by poor strategic decisions made by top-level managers in
financial services firms. Therefore, the market for corporate
control is an important governance mechanism. Although it,
too, is imperfect, the market for corporate control has been
effective in causing corporations to combat inefficient diversi-
fication and to implement more effective strategic decisions.

* Corporate governance structures used in Germany, Japan,
and China differ from each other and from the structure used
in the United States. Historically, the U.S. governance struc-
ture focused on maximizing shareholder value. In Germany,

1. What is corporate governance? What factors account for
the considerable amount of attention corporate governance
receives from several parties, including shareholder
activists, business press writers, and academic scholars?
Why is governance necessary to control managers’
decisions?

2. What is meant by the statement that ownership is separated
from managerial control in the corporation? Why does this
separation exist?

3. What is an agency relationship? What is managerial oppor-
tunism? What assumptions do owners of corporations make
about managers as agents?

4. How is each of the three internal governance mechanisms—
ownership concentration, boards of directors, and executive

EXPERIENTIAL EXERCISES

EXERCISE 1: INTERNATIONAL GOVERNANCE
CODES

As described in the chapter, passage of the Sarbanes-Oxley Act
in 2002 has drawn attention to the importance of corporate
governance. Similar legislation is pending in other nations as
well. However, interest in improved governance predated SOX
by a decade in the form of governance codes or guidelines.
These codes established sets of “best practices” for both board
composition and processes. The first such code was developed
by the Cadbury Committee for the London Stock Exchange

employees, as a stakeholder group, take a more prominent
role in governance. By contrast, until recently, Japanese
shareholders played virtually no role in the monitoring and
control of top-level managers. However, now Japanese firms
are being challenged by “activist” shareholders. China’s gov-
ernance system is the youngest and has a number of charac-
teristics that mirror those in the United States. However, the
central government still plays a major role in governance in
China as well. Internationally, all these systems are becoming
increasingly similar, as are many governance systems both

in developed countries, such as France and Spain, and in
transitional economies, such as Russia and India.

* Effective governance mechanisms ensure that the interests
of all stakeholders are served. Thus, long-term strategic suc-
cess results when firms are governed in ways that permit at
least minimal satisfaction of capital market stakeholders (e.g.,
shareholders), product market stakeholders (e.g., customers
and suppliers), and organizational stakeholders (managerial
and nonmanagerial employees; see Chapter 2). Moreover,
effective governance produces ethical behavior in the
formulation and implementation of strategies.

REVIEW QUESTIONS

compensation—used to align the interests of managerial
agents with those of the firm’s owners?

5. What trends exist regarding executive compensation? What
is the effect of the increased use of long-term incentives on
executives’ strategic decisions?

6. What is the market for corporate control? What conditions
generally cause this external governance mechanism to
become active? How does the mechanism constrain top-
level managers' decisions and actions?

7. What is the nature of corporate governance in Germany,
Japan, and China?

8. How can corporate governance foster ethical strategic deci-
sions and behaviors on the part of managers as agents?

in 1992. The Australian Stock Exchange developed its guide-
lines in the Hilmer Report, released in 1993. The Toronto Stock
Exchange developed its guidelines the following year in the Dey
Report. Today, most major stock exchanges have governance
codes.

Working in small groups, find the governance codes of two
stock exchanges. Prepare a short (two to three pages, single-
spaced) bullet-point comparison of the similarities and differ-
ences between the two codes. Be sure to include the following
topics in your analysis:



* How are the guidelines structured? Do they consist of rules
(i-e., required) or recommendations (i.e., suggestions)? What
mechanism is included to monitor or enforce the guidelines?

* What board roles are addressed in the guidelines? For exam-
ple, some codes may place most or all of their emphasis on
functions derived from the importance of the agency relation-
ship illustrated in Figure 10.1 on page 289, such as monitor-
ing, oversight, and reporting. Codes might also mention the
board's role in supporting strategy, or their contribution to
firm performance and shareholder wealth.

* What aspects of board composition and structure are covered
in the guidelines? For instance, items included in different
codes include the balance of insiders and outsiders, commit-
tees, whether the CEO also serves as board chair, director
education and/or evaluation, compensation of officers and
directors, and ownership by board members.

EXERCISE 2: GOVERNANCE: DOES IT MATTER
COMPETITIVELY?

Governance mechanisms are considered to be effective if they
meet the needs of all stakeholders, including shareholders.
Governance mechanisms are also an important way to ensure that
strategic decisions are made effectively. As a potential employee,
how would you go about investigating a firm’s governance struc-
ture and would that investigation weigh in your decision to
become an employee or not? Identify a firm that you would like
to join or one that you just find interesting. Working individually,
complete the following research on your target firm:

* Find a copy of the company's most recent proxy statement
and 10-K. Proxy statements are mailed to shareholders prior to
each year's annual meeting and contain detailed information
about the company's governance and present issues on which
a shareholder vote might be held. Proxy statements are typi-
cally available from a firm’s Web site (look for an “Investors”
submenu). You can also access proxy statements and other
government filings such as the 10-K from the SEC’s EDGAR
database (http://www.sec.gov/edgar.shtml). Alongside the
proxy you should also be able to access the firm’s annual
10-K. Here you will find information on performance, gover-
nance, and the firm’s outlook, among other things.

* Identify one of the company’s main competitors for compari-
son purposes. You can find this information using company
analysis tools such as Datamonitor.

EFFECTIVE CORPORATE GOVERNANCE
Paul Skinner/Former Chairman/Rio Tinto

Paul Skinner, former chairman of Rio Tinto Corporation, dis-
cusses how the firm went through some significant governance
changes. Spend some time with the Rio Tinto Web site and famil-
iarize yourself with its governance structure and philosophy.

Some of the topics that you should examine include:

* Compensation plans (for both the CEO and board members;
be sure to look for any difference between fixed and incentive
compensation)

® Board composition (e.g., board size, insiders and outsiders,
interlocking directorates, functional experience, how many
active CEOs, how many retired CEOs, what is the demo-
graphic makeup, age diversity, etc.)

¢ Committees (how many, composition, compensation)

* Stock ownership by officers and directors—identify beneficial
ownership from stock owned (you will need to look through
the notes sections of the ownership tables to comprehend
this)

*  Ownership concentration. How much of the firm’s outstanding
stock is owned by institutions, individuals, and insiders? How
many large-block shareholders are there (owners of 5 percent
or more of stock)?

* Does the firm utilize a duality structure for the CEQ?

* Is there a lead director who is not an officer of the
company?

* Activities by activist shareholders regarding corporate gover-
nance issues of concern

® Are there any managerial defense tactics employed by the
firm? For example, what does it take for a shareholder pro-
posal to come to a vote and be adopted?

¢ List the firm’s code of conduct.

Prepare a double-spaced memo summarizing the results of
your findings with a side-by-side comparison of your target and
its competitor. Your memo should include the following topics:

® Summarize what you consider to be the key aspects of the
firm’s governance mechanisms.

* Attach to your memo a single graph covering the last
10-year historical stock performance for both companies.
If applicable, find a representative index to compare both
with, such as the S&P, NASDAQ, or other applicable industry
index.

* Highlight key differences between your target firm and its
competitor.

* Based on your review of the firm’'s governance, did you
change your opinion of the firm’s desirability as an employer?
How does the competitor stack up, governance wise? Why
or why not?

Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

Concepts

¢ CEO duality

* Board of directors

* Director demographics
¢ Corporate governance
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Part 3: Stral

Questions

1.

What do you think is meant by the term good governance?
Do you think separation of the chairman and CEO positions

should be mandatory for every company?

should the board be organized, what roles should nonexecu-
tive members have, how many committees should there be,

governance?

In designing a firm for “good governance,” what do you con-
sider important structural arrangements? For example, how

B. W. Heineman, Jr., 2009, Redefining
the CEO role. BusinessWeek, http://www
.businessweek.com, April 16; C. Thomas,
D. Kidd, & C. Fernéndez-Aréoz, 2007, Are
you underutilizing your board? MIT Sloan
Management Review, 48(2): 71-76,

D. C. Carey &, M. Patsalos-Fox, 2006,
Shaping strategy from the boardroom. 74
McKinsey Quarterly, 3: 90-94.

J. B. Wade, C. A. O'Reilly, &

T. G. Pollock, 2006, Overpaid CEOs

and underpaid managers: Fairness and
executive compensation, Organization
Science, 17: 527-544; A. Henderson &

J. Fredrickson, 2001, Top management
team coordination needs and the CEO
pay gap: A competitive test of economic
and behavioral views, Academy of
Management Journal, 44: 96-117.

A. D. F. Penalva, 2006, Governance 8.
structure and the weighting of
performance measures in CEO
compensation, Review of Accounting
Studies, 11: 463-493; S. Werner,

H. L. Tosi, & L. Gomez-Mejia, 2005,
Organizational governance and employee 9
pay: How ownership structure affects the
firm’s compensation strategy, Strategic
Management Journal, 26: 377-384.

C. Crossland & D. C. Hambrick, 2007,
How national systems differ in their

constraints on corporate executives: 10.

A study of CEO effects in three countries,
Strategic Management Journal, 28:
767-789; M. D. Lynall, B. R. Golden, &
A. J. Hillman, 2003, Board composition
from adolescence to maturity: A
multitheoretic view, Academy of

Management Review, 28: 416-431. il

M. A. Rutherford, A. K. Buchholtz, &
J. A. Brown, 2007, Examining the
relationships between monitoring and
incentives in corporate governance,

Journal of Management Studies 44: 17,

414-430; C. M. Daily, D. R. Dalton, &
A. A. Cannella, 2003, Corporate
governance: Decades of dialogue and
data, Academy of Management Review,
28: 371-382; P. Stiles, 2001, The impact
of the board on strategy: An empirical
examination, Journal of Management
Studies, 38: 627-650.

D. R. Dalton, M. A. Hitt, S. T. Certo, &
C. M. Dalton, 2008, The fundamental

agency problem and its mitigation: 182

Independence, equity and the market for

corporate control, in J. P. Walsh and

A. P. Brief (eds.), The Academy of
Management Annals, New York: Lawrence
Erlbaum Associates, 1-64; E. F. Fama &
M. C. Jensen, 1983, Separation of
ownership and control, Journal of Law and
Economics, 26: 301-325.

I. Le Breton-Miller & D. Miller, 2006, Why
do some family businesses out-compete?
Governance, long-term orientations, and
sustainable capability, Entrepreneurship
Theory and Practice, 30: 731-746;

M. Carney, 2005, Corporate governance

and competitive advantage in family- 14.

controlled firms, Entrepreneurship Theory
and Practice, 29: 249-265; R. Charan,
1998, How Corporate Boards Create
Competitive Advantage, San Francisco:
Jossey-Bass.

X. Wu, 2005, Corporate governance 15.

and corruption: A cross-country analysis,
Governance, 18(2): 151-170; J. McGuire &
S. Dow, 2002, The Japanese keiretsu

system: An empirical analysis, Journal of 16.

Business Research, 55: 33-40.

R. E. Hoskisson, D. Yiu, & H. Kim, 2004,
Corporate governance systems: Effects
of capital and labor market congruency
on corporate innovation and global
competitiveness, Journal of High
Technology Management, 15: 293-315.
Crossland & Hambrick, How national
systems differ in their constraints on

corporate executives; R. Aguilera & 17:

G. Jackson, 2003, The cross-national
diversity of corporate governance:
Dimensions and determinants, Academy

of Management Review, 28: 447-465. 18.

R. P. Wright, 2004, Top managers’
strategic cognitions of the strategy making
process: Differences between high and
low performing firms, Journal of General
Management, 30(1): 61-78.

X. Luo, C. N. Chung, & M. Sobczak,

2009, How do corporate governance

model differences affect foreign direct 1%

investment in emerging economies?
Journal of International Business Studies,
40: 444-467; A. Bris & C. Cabous, 2006,
In a merger, two companies come
together and integrate their distribution
lines, brands, work forces, management
teams, strategies and cultures, Financial
Times, October 6, 1.

S. Sudarsanam & A. A. Mahate, 2006, 20.

Are friendly acquisitions too bad for

what types of board members, etc.?
4. What do you think of the way that Rio Tinto views

shareholders and managers? Long-term
value creation and top management
turnover in hostile and friendly acquirers,
British Journal of Management:
Supplement, 17(1): S7-S30; T. Moeller,
2005, Let's make a deal! How
shareholder control impacts merger
payoffs, Journal of Financial Economics,
76(1): 167-190; M. A. Hitt, R. E. Hoskisson,
R. A. Johnson, & D. D. Moesel, 1996,
The market for corporate control and firm
innovation, Academy of Management
Journal, 39: 1084-1119.

R. E. Hoskisson, M. A. Hitt,R. A. Johnson,
& W. Grossman, 2002, Conflicting voices:
The effects of ownership heterogeneity
and internal governance on corporate
strategy, Academy of Management
Journal, 45: 697-716.

G. E. Davis & T. A. Thompson, 1994, A
social movement perspective on corporate
control, Administrative Science Quarterly,
39:141-173.

R. Bricker & N. Chandar, 2000, Where
Berle and Means went wrong: A
reassessment of capital market agency
and financial reporting, Accounting,
Organizations, and Society, 25: 529-554;
M. A. Eisenberg, 1989, The structure of
corporation law, Columbia Law Review,
89(7): 1461, as cited in R. A. G. Monks &
N. Minow, 1995, Corporate Governance,
Cambridge, MA: Blackwell Business, 7.

R. M. Wiseman & L. R. Gomez-Mejia,
1999, A behavioral agency model of
managerial risk taking, Academy of
Management Review, 23: 133-153.

T. Zellweger, 2007, Time horizon, costs
of equity capital, and generic investment
strategies of firms, Family Business
Review, 20(1): 1-15; R. C. Anderson &

D. M. Reeb, 2004, Board composition:
Balancing family influence in S&P 500
firms, Administrative Science Quarterly,
49: 209-237.

Carney, Corporate governance and
competitive advantage in family-controlled
firms; N. Anthanassiou, W. F. Crittenden,
L. M. Kelly, & P. Marquez, 2002, Founder
centrality effects on the Mexican family
firm’s top management group: Firm
culture, strategic vision and goals and firm
performance, Journal of World Business,
37: 139-150.

M. Santiago-Castro & C. J. Brown, 2007,
Ownership structure and minority rights: A




21:

22,

2383

24.

25,

26.

27

28.

Latin American view, Journal of Economics
and Business, 59: 430-442; M. Camey &
E. Gedajlovic, 2003, Strategic innovation
and the administrative heritage of East
Asian family business groups, Asia Pacific
Journal of Management, 20: 5-26;

D. Miller & I. Le Breton-Miller, 2003,
Challenge versus advantage in family
business, Strategic Organization,
1:127-134.

D. G. Sirmon, J.-L. Arregle, M. A. Hitt, &
J. Webb, 2008, Strategic responses to
the threat of imitation, Entrepreneurship
Theory and Practice, 32: 979-998.
Rutherford, Buchholtz, & Brown,
Examining the relationships between
monitoring and incentives in corporate
governance; D. Dalton, C. Daily,

T. Certo, & R. Roengpitya, 2003,
Meta-analyses of financial performance
and equity: Fusion or confusion? Academy
of Management Journal, 46: 13-26;

M. Jensen & W. Meckling, 1976, Theory
of the firm: Managerial behavior, agency
costs, and ownership structure, Journal of
Financial Economics, 11: 305-360.

G. C. Rodriguez, C. A.-D. Espejo, &

R. Valle Cabrera, 2007, Incentives
management during privatization:

An agency perspective, Journal of
Management Studies, 44: 536-560;

D. C. Hambrick, S. Finkelstein, &

A. C. Mooney, 2005, Executive job demands:
New insights for explaining strategic
decisions and leader behaviors, Academy
of Management Review, 30: 472-491.

T. G. Habbershon, 2006, Commentary:

A framework for managing the familiness
and agency advantages in family firms,
Entrepreneurship Theory and Practice, 30:
879-886; M. G. Jacobides & D. C. Croson,
2001, Information policy: Shaping the
value of agency relationships, Academy of
Management Review, 26: 202-223.

A. Mackey, 2008, The effects of CEOs on
firm performance, Strategic Management
Journal, 29: 1357-1367; Y. Y. Kor,

2006, Direct and interaction effects

of top management team and board
compositions on R&D investment strategy,
Strategic Management Journal, 27:
1081-1099.

Dalton, Hitt, Certo, & Dalton, 2008, The
fundamental agency problem and its
mitigation: Independence, equity and the
market for corporate control; A. Ghosh,
D. Moon, & K. Tandon, 2007, CEO
ownership and discretionary investments,
Journal of Business Finance & Accounting,
34: 819-839.

S. Ghoshal & P. Moran, 1996, Bad for
practice: A critique of the transaction cost
theory, Academy of Management Review,
21:13-47; O. E. Williamson, 1996, The
Mechanisms of Governance, New York:
Oxford University Press, 6.

B. E. Ashforth, D. A. Gioia, S. L.
Robinson, & L. K. Trevino, 2008,
Reviewing organizational corruption,
Academy of Management Review, 33:
670-684; E. Kang, 2006, Investors’

29.

30.

3

32

33!

34.

355

36.

37

38.

perceptions of managerial opportunism 39:

in corporate acquisitions: The moderating
role of environmental condition, Corporate
Governance, 14: 377-387; R. W. Coff &

P. M. Lee, 2003, Insider trading as a
vehicle to appropriate rent from R&D.
Strategic Management Journal, 24:
183-190.

M. L. McDonald, P. Khanna, &

J. D. Westphal, 2008, Getting them

to think outside the circle: Corporate
governance, CEOs' external advice
networks, and firm performance, Academy

of Management Journal, 51: 453-475. 40.

Fama, Agency problems and the theory
of the firm.

P. Jirapom, Y. Sang Kim, W. N. Davidson, &
M. Singh, 2006, Corporate governance,
shareholder rights and firm diversification:
An empirical analysis, Journal of Banking &
Finance, 30: 947-963; R. C. Anderson,

T. W. Bates, J. M. Bizjak, & M. L. Lemmon,  41.

2000, Corporate governance and firm
diversification, Financial Management,
29(1): 5-22; R. E. Hoskisson & T. A. Turk,
1990, Corporate restructuring: Governance
and control limits of the internal market,
Academy of Management Review, 15:
459-477.

G. P. Baker & B. J. Hall, 2004, CEO
incentives and firm size, Journal of Labor
Economics, 22: 767-798; R. Bushman, Q.

Chen, E. Engel, & A. Smith, 2004, Financial ~ 42.

accounting information, organizational
complexity and corporate governance
systems, Journal of Accounting &
Economics, 7: 167-201; M. A. Geletkanycz,
B. K. Boyd, & S. Finkelstein, 2001,

The strategic value of CEO external
directorate networks: Implications for CEO
compensation, Strategic Management

Journal, 9: 889-898. 43.

S. W. Geiger & L. H. Cashen, 2007,
Organizational size and CEO compensation:
The moderating effect of diversification

in downscoping organizations, Journal

of Managerial Issues, 9(2): 233-252;

Y. Grinstein & P. Hribar, 2004, CEO
compensation and incentives: Evidence
from M&A bonuses, Journal of Financial
Economics, 73: 119-143;

S. Rajgopal, T. Shevlin, & V. Zamora, 2006,
CEOs' outside employment opportunities

and the lack of relative performance 44.

evaluation in compensation contracts,
Journal of Finance, 61: 1813-1844.

J. Weber, 2007, The accidental CEO (well,
not really); Kellogg needed a new boss,
fast. Here's how it groomed insider David
Mackay, BusinessWeek, April 23, 65.
Kellogg's Annual Report, 2008. Kellogg,
Michigan.

M. Ganco & R. Agarwal, 2009, Performance

differentials between diversifying entrants 45.

and entrepreneurial start-ups: A complexity
approach, Academy of Management

Review, 34: 228-252. 46.

M. S. Jensen, 1986, Agency costs of
free cash flow, corporate finance, and
takeovers, American Economic Review,
76: 323-329.

A. V. Douglas, 2007, Managerial
opportunism and proportional corporate
payout policies, Managerial Finance,
33(1): 26-42; M. Jensen & E. Zajac, 2004,
Corporate elites and corporate strategy:
How demographic preferences and
structural position shape the scope of
the firm, Strategic Management Journal,
25: 507-524; T. H. Brush, P. Bromiley, &
M. Hendrickx, 2000, The free cash flow
hypothesis for sales growth and firm
performance, Strategic Management
Journal, 21: 455-472.

J. Lunsford & B. Steinberg, 2006,
Conglomerates’ conundrum, Wall

Street Journal, September 14, B1, B7;

K. Ramaswamy, M. Li, & B. S. P. Petitt,
2004, Who drives unrelated diversification?
A study of Indian manufacturing firms,
Asia Pacific Journal of Management,

21: 403-423.

M. V. S. Kumar, 2009, The relationship
between product and international
diversification: The effects of short-run
constraints and endogeneity, Strategic
Management Journal, 30: 99-116;

M. F. Wiersema & H. P. Bowen, 2008,
Corporate diversification: The impact

of foreign competition, industry
globalization and product diversification,
Strategic Management Journal,
29:115-132.

D. D. Bergh, R. A. Johnson, & R.-L. Dewitt,
2008, Restructuring through spin-off

or sell-off: Transforming information
asymmetries into financial gain, Strategic
Management Journal, 29: 133-148;

K. B. Lee, M. W. Peng, & K. Lee, 2008,
From diversification premium to diversification
discount during institutional transitions,
Journal of World Business, 43: 47-65.

T. K. Berry, J. M. Bizjak, M. L. Lemmon,
& L. Naveen, 2006, Organizational
complexity and CEO labor markets:
Evidence from diversified firms, Journal of
Corporate Finance, 12: 797-817;

R. Rajan, H. Servaes, & L. Zingales, 2001,
The cost of diversity: The diversification
discount and inefficient investment,
Journal of Finance, 55: 35-79; A. Sharma,
1997, Professional as agent: Knowledge
asymmetry in agency exchange, Academy
of Management Review, 22: 758-798.

V. Chhaochharia & Y. Grinstein, 2007,
Corporate governance and firm value:
The impact of the 2002 governance rules,
Journal of Finance, 62: 1789-1825;

A. Borrus, L. Lavelle, D. Brady, M. Arndit,
& J. Weber, 2005, Death, taxes and
Sarbanes-Oxley? Executives may be
frustrated with the law’s burdens, but
corporate performance is here to stay,
BusinessWeek, January 17, 28-31.

D. Reilly, 2006, Checks on internal
controls pay off, Wall Street Journal,
August 10, C3.

F. Navissi & V. Naiker, 2006, Institutional
ownership and corporate value,
Managerial Finance, 32: 247-256;

A. de Miguel, J. Pindado, & C. de la
Torre, 2004, Ownership structure and

9doueUIBA0Y) djelodio)) ;g Jerdey))



Part 3: Strategic Actions: Strategy Implementation

47.

48.

49.

50.

bils

522

530

54.

firm value: New evidence from Spain,
Strategic Management Journal, 25:

1199-1207; J. Coles, N. Sen, & 55:

V. McWilliams, 2001, An examination
of the relationship of governance
mechanisms to performance, Journal of
Management, 27: 23-50.

Jiraporn, Kim, Davidson, & Singh,
Corporate governance, shareholder
rights and firm diversification; M. Singh,

I. Mathur, & K. C. Gleason, 2004, 56.

Governance and performance implications
of diversification strategies: Evidence from

large U.S. firms, Financial Review, 39: 572

489-526; R. E. Hoskisson, R. A. Johnson, &

D. D. Moesel, 1994, Corporate divestiture 58.

intensity in restructuring firms: Effects of
governance, strategy, and performance,
Academy of Management Journal, 37:

1207-1251. 501

G. lannotta, G. Nocera, & A. Sironi, 2007,
Ownership structure, risk and performance
in the European banking industry, Journal
of Banking & Finance, 31: 2127-2149.

B. Villalonga & R. Amit, 2006, How

do family ownership, control and
management affect firm value? Journal of
Financial Economics, 80: 385-417;

R. C. Anderson & D. M. Reeb, 2004,
Board composition: Balancing family
influence in S&P 500 firms, Administrative
Science Quarterly, 49: 209-237.

M. Fackler, 2008, South Korea faces
question of corporate control, New York
Times, http://www.nytimes.com, April 24;
S. J. Chang, 2003, Ownership structure,

expropriation and performance of group- 60.

affiliated companies in Korea, Academy of
Management Journal, 46: 238-253.

A. Berle & G. Means, 1932, The Modern
Corporation and Private Property, New
York: Macmillan.

M. Gietzmann, 2006, Disclosure of

timely and forward-looking statements

and strategic management of major 61.

institutional ownership, Long Range
Planning, 39(4): 409-427; B. Ajinkya,

S. Bhojraj, & P. Sengupta, 2005, The
association between outside directors,
institutional investors and the properties
of management earnings forecasts,
Journal of Accounting Research, 43:
343-376; M. P. Smith, 1996, Shareholder
activism by institutional investors:
Evidence from CalPERS, Journal of
Finance, 51: 227-252.

K. Schnatterly, K. W. Shaw, & 62.

W. W. Jennings, 2008, Information
advantages of large institutional owners,
Strategic Management Journal, 29:
219-227; Hoskisson, Hitt, Johnson, &
Grossman, Conflicting voices.

S. D. Chowdhury & E. Z. Wang, 2009,
Institutional activism types and CEO
compensation: A time-series analysis
of large Canadian corporations,
Journal of Management, 35: 5-36; M.
Musteen, D. K. Datta, & P. Herrmann,

2009, Ownership structure and CEOQ 63.

compensation: Implications for the choice
of foreign market entry modes, Journal

of International Business Studies, 40:
321-338.

T. W. Briggs, 2007, Corporate governance
and the new hedge fund activism: An
empirical analysis. Journal of Corporation
Law, 32(4): 681-723, 725-738; K. Rebeiz,
2001, Corporate governance effectiveness
in American corporations: A survey,
International Management Journal, 18(1):
74-80.

D. Brewster, 2009, U.S. investors get to
nominate boards, Financial Times, http://
www.ft.com, May 20.

CalPERS, 2009, Wikipedia, http://
en.wikipedia.org/wiki/CalPERS, May 13.
M. Anderson, 2009, Eli Lilly heads
CalPERS' “underperforming” list,
Sacramento Business Journal, http://
www.bizjournals.com, March 19.

S. Thurm, When investor activism doesn’t
pay, Wall Street Journal, September

12, A2; S. M. Jacoby, 2007, Principles
and agents: CalPERS and corporate
governance in Japan, Corporate
Governance, 15(1): 5-15; L. Tihanyi,

R. A. Johnson, R. E. Hoskisson, & M. A. Hitt,
2003, Institutional ownership differences
and international diversification: The
effects of boards of directors and
technological opportunity, Academy

of Management Journal, 46: 195-211;
Hoskisson, Hitt, Johnson, & Grossman,
Conflicting voices; P. David, M. A. Hitt, &
J. Gimeno, 2001, The role of institutional
investors in influencing R&D, Academy
of Management Journal, 44: 144-157.

V. Krivogorsky, 2006, Ownership, board
structure, and performance in continental
Europe, International Journal of
Accounting, 41(2): 176-197; S. Thomsen &
T. Pedersen, 2000, Ownership structure
and economic performance in the

largest European companies, Strategic
Management Journal, 21: 689-705.
Dalton, Hitt, Certo, & Dalton, The
fundamental agency problem and its
mitigation: Independence, equity and

the market for corporate control; C. M.
Dalton & D. R. Dalton, 2006, Corporate
governance best practices: The proof is in
the process, Journal of Business Strategy,
27(4), 5-7; R. V. Aguilera, 2005, Corporate
governance and director accountability:
An institutional comparative perspective,
British Journal of Management, 16(S1),
$39-S53.

R. H. Lester, A. Hillman, A. Zardkoohi, &
A. A. Cannella, 2008, Former government
officials as outside directors: The role of
human and social capital, Academy of
Management Journal, 51: 999-1013;

M. L. McDonald, J. D. Westphal, &

M. E. Graebner, 2008, What do they
know? The effects of outside director
acquisition experience on firm acquisition
performance, Strategic Management
Journal, 29: 1155-1177; Hillman & Dalziel,
Boards of directors and firm performance.
L. Bonazzi & S. M. N. Islam, 2007, Agency
theory and corporate governance: A
study of the effectiveness of board in

64.

65.

66.

67.

68.

69.

70.

Tk

72

73.

their monitoring of the CEO, Journal

of Modeling in Management, 2(1):

7-23; Rebeiz, Corporate governance
effectiveness in American corporations.

E. Kang, 2008, Director interlocks and
spillover effects of reputational penalties
from financial reporting fraud, Academy
of Management Journal, 51: 537-555;

N. Chipalkatti, Q. V. Le, & M. Rishi,

2007, Portfolio flows to emerging capital
markets: Do corporate transparency and
public governance matter? Business and
Society Review, 112(2): 227-249.
Krivogorsky, Ownership, board structure,
and performance in continental Europe;
Hoskisson, Hitt, Johnson, & Grossman,
Conflicting voices; B. D. Baysinger &

R. E. Hoskisson, 1990, The composition of
boards of directors and strategic control:
Effects on corporate strategy, Academy of
Management Review, 15: 72-87.

Y. Y. Kor & V. F. Misangyi, 2008, Qutside
directors’ industry-specific experience

and firms’ liability of newness, Strategic
Management Journal, 29: 1345-1355;

E. E. Lawler Il & D. Finegold, 2006, Who's
in the boardroom and does it matter: The
impact of having non-director executives
attend board meetings, Organizational
Dynamics, 35(1): 106-115.

E. M. Fich & A. Shivdasani, 2006, Are
busy boards effective monitors? Journal of
Finance, 61: 689-724; J. Westphal &

L. Milton, 2000, How experience and
network ties affect the influence of
demographic minorities on corporate
boards, Administrative Science Quarterly,
45(2): 366-398.

Fich & Shivdasani, Are busy boards
effective monitors; S. T. Petra, 2005, Do
outside independent directors strengthen
corporate boards? Corporate Governance,
5(1): 55-65.

S. K. Lee & L. R. Carlson, 2007, The
changing board of directors: Board
independence in S & P 500 firms, Journal
of Organizational Culture, Communication
and Conflict, 11(1): 31-41.

R. C. Pozen, 2006, Before you split that
CEO/chair, Harvard Business Review,
84(4): 26-28; J. W. Lorsch & A. Zelleke,
2005, Should the CEO be the chairman,
MIT Sloan Management Review, 46(2):
71-74.

M. Kroll, B. A. Walters, & P. Wright, 2008,
Board vigilance, director experience

and corporate outcomes, Strategic
Management Journal, 29: 363-382.

Fich & Shivdasani, Are busy boards
effective monitors; J. Roberts, T. McNulty, &,
P. Stiles, 2005, Beyond agency
conceptions of the work of the non-
executive director: Creating accountability
in the boardroom, British Journal of
Management, 16(S1): S5-526.

Fich & Shivdasani, Are busy boards
effective monitors; S. Zahra, 1996,
Governance, ownership and corporate
entrepreneurship among the Fortune

500: The moderating impact of industry



74.

758

76.

728

78.

79

80.

81.

82.

83.

technological opportunity, Academy of 84.

Management Journal, 39: 1713-1735.
Baysinger, & Hoskisson, Board
composition and strategic control: The
effect on corporate strategy.

Y. Zhang, 2008, Information asymmetry
and the dismissal of newly appointed
CEOs: An empirical investigation,

Strategic Management Journal, 29: 85.

859-872.

Lawler & Finegold, Who's in the
boardroom and does it matter?;

E. E. Lawler Il & D. L. Finegold, 2005, The
changing face of corporate boards, MIT
Sloan Management Review, 46(2): 67-70;
A. Conger, E. E. Lawler, & D. L. Finegold,
2001, Corporate Boards: New Strategies

for Addling Value at the Top, San 86.

Francisco: Jossey-Bass; J. A. Conger,

D. Finegold, & E. E. Lawler IIl, 1998,
Appraising boardroom performance,
Harvard Business Review, 76(1): 136-148.
A. L. Boone, L. C. Field, J. M. Karpoff, &
C. G. Raheja, 2007, The determinants of
corporate board size and composition:
An empirical analysis, Journal of Financial

Economics, 85(1): 66-101; J. Marshall, 87.

2001, As boards shrink, responsibilities
grow, Financial Executive, 17(4): 36-39.

T. Long, 2007, The evolution of FTSE

250 boards of directors: Key factors
influencing board performance and
effectiveness, Journal of General
Management, 32(3): 45-60; S. Finkelstein &
A. C. Mooney, 2003, Not the usual
suspects: How to use board process

to make boards better, Academy of 88.

Management Executive, 17: 101-113.

J. L. Koors, 2006 Director pay: A work

in progress, The Corporate Governance
Advisor, 14(5): 25-31; W. Shen, 2005,
Improve board effectiveness: The need for
incentives, British Journal of Management,
16(S1): S81-589; M. Gerety, C. Hoi, & A.

Robin, 2001, Do shareholders benefit from 89.

the adoption of incentive pay for directors?
Financial Management, 30: 45-61; D. C.
Hambrick & E. M. Jackson, 2000, Outside
directors with a stake: The linchpin

in improving governance, California
Management Review, 42(4): 108-127.

Y. Deutsch, T. Keil, & T. Laamanen, 2007,

Decision making in acquisitions: the 90.

effect of outside directors’ compensation
on acquisition patterns, Journal of

Management, 33(1); 30-56. 91.

A. J. Hillman, C. Shropshire, &

A. A. Cannella, Jr. 2007, Organizational
predictors of women on corporate boards,
Academy of Management Journal, 50:

941-952; I. Filatotchev & S. Tom:s, 2003, 92

Corporate governance, strategy and
survival in a declining industry: A study of
UK cotton textile companies, Journal of
Management Studies, 40: 895-920.

2007, Wall St. roundup; pay increases for 938

CEOs fall below 10% in 2006, Los Angeles
Times, April 3, C4.

S. N. Kaplan, 2008, Are U.S. CEOs
overpaid? Academy of Management
Perspectives, 22(2): 5-20.

J. P. Walsh, 2009, Are U.S. CEOs
overpaid? A partial response to Kaplan,
Academy of Management Perspectives,
23(1): 73-75; J. P. Walsh, 2008, CEO
compensation and the responsibilities of
the business scholar to society, Academy
of Management Perspectives, 22(3):
26-33.

K. Rehbein, 2007, Explaining CEO
compensation: How do talent,
governance, and markets fit in? Academy
of Management Perspectives, 21(1):
75-77; J. S. Miller, R. M. Wiseman, & L.
R. Gomez-Mejia, 2002, The fit between
CEO compensation design and firm risk,
Academy of Management Journal, 45:
745-756.

M. Larraza-Kintana, R. M. Wiseman,

L. R. Gomez-Mejia, & T. M. Welbourne,
2007, Disentangling compensation and
employment risks using the behavioral
agency model, Strategic Management
Journal, 28: 1001-1019; J. McGuire &

E. Matta, 2003, CEO stock options: The
silent dimension of ownership, Academy
of Management Journal, 46: 255-265.
X. Zhang, K. M. Bartol, K. G. Smith,

M. D. Pfarrer, & D. M. Khanin, 2008, CEOs
on the edge: Earnings manipulations
and stock-based incentive misalignment,
Academy of Management Journal, 51:
241-258; J. P. O'Connor, R. L. Priem,

J. E. Coombs, & K. M. Gilley, 2006, Do
CEO stock options prevent or promote
fraudulent financial reporting? Academy of
Management Journal, 49: 483-500.

S. O’Donnell, 2000, Managing foreign
subsidiaries: Agents of headquarters, or
an interdependent network? Strategic
Management Journal, 21: 521-548;

K. Roth & S. O'Donnell, 1996, Foreign
subsidiary compensation: An agency
theory perspective, Academy of
Management Journal, 39: 678-703.

A. Ghosh, 2006, Determination of
executive compensation in an emerging
economy: Evidence from India, Emerging
Markets, Finance & Trade, 42(3): 66-90;
K. Ramaswamy, R. Veliyath, & L. Gomes,
2000, A study of the determinants of
CEO compensation in India, Management
International Review, 40(2): 167-191.

C. L. Staples, 2007, Board globalization
in the world's largest TNCs 1993-2005,
Corporate Governance, 15(2): 311-32.
P. Kalyta, 2009, Compensation
transparency and managerial
opportunism: A study of supplemental
retirement plans, Strategic Management
Journal, 30: 405-423.

L. K. Meulbroek, 2001, The efficiency

of equity-linked compensation:
Understanding the full cost of awarding
executive stock options, Financial
Management, 30(2): 5-44.

C. E. Devers, R. M. Wiseman, &

R. M. Holmes Jr., 2007, The effects

of endowment and loss aversion in
managerial stock option valuation,
Academy of Management Journal, 50:
191-208; J. C. Bettis, J. M. Biziak, &

94.

95h

96.

97.

98.

99:

100.

102.
103.

M. L. Lemmon, 2005, Exercise behavior,
valuation and the incentive effects of
employee stock options, Journal of
Financial Economics, 76: 445-470.

M. Klausner, 2007, Reducing directors’
legal risk, Harvard Business Review,
85(4), 28; T. G. Pollock, H. M. Fischer, &
J. B. Wade, 2002, The role of politics in
repricing executive options, Academy of
Management Journal, 45: 1172-1182;

M. E. Carter & L. J. Lynch, 2001, An
examination of executive stock option
repricing, Journal of Financial Economics,
59: 207-225; D. Chance, R. Kumar, &

R. Todd, 2001, The “repricing” of
executive stock options, Journal of
Financial Economics, 59: 129-154.

P. Berrone & L. R. Gomez-Mejia, 2009,
Environmental performance and executive
compensation: An integrated agency-
institutional perspective, Academy of
Management Journal, 52: 103-126.

R. Sinha, 2006, Regulation: The market
for corporate control and corporate
governance, Global Finance Journal, 16(3):
264-282; R. Coff, 2002, Bidding wars
over R&D intensive firms: Knowledge,
opportunism and the market for corporate
control, Academy of Management Journal,
46: 74-85; Hitt, Hoskisson, Johnson, &
Moesel, The market for corporate control
and firm innovation.

D. N. lyer & K. D. Miller, 2008,
Performance feedback, slack, and the
timing of acquisitions, Academy of
Management Journal, 51: 808-822;

R. W. Masulis, C. Wang, & F. Xie, 2007,
Corporate governance and acquirer
returns, Journal of Finance, 62(4):
1851-1889; R. Sinha, 2004, The role of
hostile takeovers in corporate governance,
Applied Financial Economics, 14
1291-1305.

K. Ruckman, 2009, Technology sourcing
acquisitions: What they mean for innovation
potential, Journal of Strategy and
Management, 2: 56-75.

J. P. Walsh & R. Kosnik, 1993, Corporate
raiders and their disciplinary role in the
market for corporate control, Academy of
Management Journal, 36: 671-700.

J. Haleblian, C. E. Devers, G. McNamara,
M. A. Carpenter, & R. B. Davison, 2009,
Taking stock of what we know about
mergers and acquisitions: A review

and research agenda, Journal of
Management, 35: 469-502; B. Kalpic,
2008, Why bigger is not always better:
The strategic logic of value creation
through M&As, Journal of Business
Strategy, 29(6): 4-13.

- T.W. Briggs, 2007, Corporate governance

and a new hedge fund activism: Empirical
Analysis, 32(4): 681-723.

Thurm, When investor activism doesn't pay.
N. Goodway, 2009, Credit Suisse pays 25
million pounds in golden hellos, Evening
Standard, http://www.standard.co.uk,
March 24; R. B. Adams & D. Ferreira,
2007, A theory of friendly boards, Journal
of Finance, 62: 217-250.

doueUIBAOD) BjelodioN 0| Jeideun



Part 3: Strategic Actions: Strategy Implementation

104.

105.

106.

107.

108.

109.

110.

1

12

J Cresswell, 2006, Gilded paychecks: Pay
packages allow executives to jump ship
with less risk, New York Times, http://
www.nyt.com, December 29.

C. Icahn, 2009, We're not the boss of AIG,
New York Times, http://www.nytimes
.com, March 29; G. Blain & C. Siemaszko,
2008, AIG agrees to cut golden parachute
for CEO, trim spending, New York Daily
News, http://www.nydailynews.com,
October 16.

H. G. Barkema & M. Schjven, 2008,
Toward unlocking the full potential of
acquisition: The role of organizational
restructuring, Academy of Management
Journal, 51: 696-722; M. Cording,

P. Chritmann, & D. R. King, 2008,
Reducing causal ambiguity in acquisition
integration: Intermediate goals as
mediators of integration decisions and
acquisition performance, Academy of
Management Journal, 51: 744-767.

T. Laamanen & T. Keil, 2008, Performance
of serial acquirers: Toward an acquisition
program perspective, Strategic
Management Journal, 29: 663-672; G. M.
McNamara, J. Haleblian, & B. J. Dykes,
2008, The performance implications of
participating in an acquisition wave: Early
mover advantages, bandwagon effects,
and the moderating influence of industry
characteristics and acquirer tactics,
Academy of Management Journal, 51:
113-130.

J. A. Krug & W. Shill, 2008, The big exit:
Executive churn in the wake of M&As,
Journal of Business Strategy, 29(4): 15-21;
J. Harford, 2003, Takeover bids and target
directors’ incentives: The impact of a

bid on directors’ wealth and board seats,
Journal of Financial Economics, 69:
51-83; S. Chatterjee, J. S. Harrison,

& D. D. Bergh, 2003, Failed takeover
attempts, corporate governance, and
refocusing, Strategic Management
Journal, 24: 87-96.

E. Webb, 2006, Relationships between
board structure and takeover defenses,
Corporate Governance, 6(3): 268-280;

C. Sundaramurthy, J. M. Mahoney, &

J. T. Mahoney, 1997, Board structure,
antitakeover provisions, and stockholder
wealth, Strategic Management Journal,
18: 231-246.

W. G. Sanders & M. A. Carpenter, 2003,
Strategic satisficing? A behavioral-agency
theory perspective on stock repurchase
program announcements, Academy of
Management Journal, 46: 160-178;

J. Westphal & E. Zajac, 2001, Decoupling
policy from practice: The case of stock
repurchase programs, Administrative
Science Quarterly, 46: 202-228.

O. Faleye, 2007, Classified boards, firm
value, and managerial entrenchment,
Journal of Financial Economics, 83:
501-529.

2007, Leaders: Pay slips; management

in Europe, Economist, June 23, 14: A.
Cala, 2005, Carrying golden parachutes;
France joins EU trend to reign in executive

11138

114.

115.
116.

174

118.

119.

120.

121.

122.

123

severance deals, Wall Street Journal,
June 8, A13.

J. A. Pearce Il & R. B. Robinson Jr., 2004,
Hostile takeover defenses that maximize
shareholder wealth, Business Horizons,
47(5): 15-24.

A. Kacperzyk, 2009, With greater power
comes greater responsibility? Takeover
protection and corporate attention to
stakeholders, Strategic Management
Journal, 30: 261-285.

Walsh & Kosnik, Corporate raiders.

A. Chakraborty & R. Amott, 2001,
Takeover defenses and dilution: A
welfare analysis, Journal of Financial and
Quantitative Analysis, 36: 311-334.

M. Wolf, 2007, The new capitalism:

How unfettered finance is fast reshaping
the global economy, Financial Times,
June 19, 13: C. Millar, T. |. Eldomiaty,

C. J. Choi, & B. Hilton, 2005, Corporate
governance and institutional transparency
in emerging markets, Journal of Business
Ethics, 59: 163-174; D. Norburn, B.

K. Boyd, M. Fox, & M. Muth, 2000,
International corporate governance reform,
European Business Journal, 12(3): 116-133.
China YCT International strengthens
corporate governance with establishment
of audit committee and appointments of
three new independent directors, 2009,
Quamnet.com Stock News, http://www
.quamnet.com, April 13; P. Aldrick, 2009,
RBS investors threaten to vote down pay
report, Telegraph.co.uk, http://www
.telegraph.co.uk, March 24.

P. Witt, 2004, The competition of
international corporate governance
systems—A German perspective,
Management International Review,

44: 309-333; L. Nachum, 2003,

Does nationality of ownership make

any difference and if so, under what
circumstances? Professional service
MNEs in global competition, Journal of
International Management, 9: 1-32.
Crossland & Hambrick, How national
systems differ in their constraints on
corporate executives; Aguilera & Jackson,
The cross-national diversity of corporate
governance: Dimensions and determinants.
Carney, Corporate governance and
competitive advantage in family-controlled
firms; S. Klein, 2000, Family businesses

in Germany: Significance and structure,
Family Business Review, 13: 157-181.

A. Tuschke & W. G. Sanders, 2003,
Antecedents and consequences of
corporate governance reform: The case of
Germany, Strategic Management Journal,
24: 631-649; J. Edwards & M. Nibler,
2000, Corporate governance in Germany:
The role of banks and ownership
concentration, Economic Policy, 31:
237-268; E. R. Gedajlovic & D. M. Shapiro,
1998, Management and ownership effects:
Evidence from five countries, Strategic
Management Journal, 19: 533-553.

P. C. Fiss, 2006, Social influence effects and
managerial compensation evidence from
Germany, Strategic Management Journal,

124.

1258

126.

127.

128.

127

130.

1318

132

138

134.

135!

27:1013-1031; S. Douma, 1997, The two-
tier system of corporate governance, Long
Range Planning, 30(4): 612-615.

P. C. Fiss & E. J. Zajac, 2004, The diffusion
of ideas over contested terrain: The (non)
adoption of a shareholder value orientation
among German firms, Administrative
Science Quarterly, 49: 501-534.

W. G. Sanders & A. C. Tuschke, 2007, The
adoption of the institutionally contested
organizational practices: The emergence
of stock option pay in Germany, Academy
of Management Journal, 57: 33-56.

T. Hoshi, A. K. Kashyap, & S. Fischer,
2001, Corporate Financing and
Governance in Japan, Boston: MIT Press.
J. P. Charkham, 1994. Keeping Good
Companies: A Study of Corporate
Governance in Five Countries. New York:
Oxford University Press, 70.

M. A. Hitt, H. Lee, & E. Yucel, 2002,

The importance of social capital to the
management of multinational enterprises:
Relational networks among Asian and
Western firms, Asia Pacific Journal of
Management, 19: 353-372.

W. P. Wan, D. W. Yiu, R. E. Hoskisson, &
H. Kim, 2008, The performance
implications of relationship banking
during macroeconomic expansion

and contraction: A study of Japanese
banks’ social relationships and overseas
expansion, Journal of International
Business Studies, 39: 406-427.

P. M. Lee & H. M. O’Neill, 2003,
Ownership structures and R&D investments
of U.S. and Japanese firms: Agency and
stewardship perspectives, Academy of
Management Journal, 46: 212-225.

I. S. Dinc, 2006, Monitoring the monitors:
The corporate governance in Japanese
banks and their real estate lending in the
1980s, Journal of Business, 79(6):
3057-3081; A. Kawaura, 2004,
Deregulation and governance: Plight of
Japanese banks in the 1990s, Applied
Economics, 36: 479-484; B. Bremner,
2001, Cleaning up the banks—finally,
BusinessWeek, December 17, 86; 2000,
Business: Japan’s corporate-governance
U-turn, The Economist, November 18, 73.
N. Isagawa, 2007, A theory of unwinding
of cross-shareholding under managerial
entrenchment, Journal of Financial
Research, 30: 163-179.

C. L. Ahmadjian & G. E. Robbins, 2005, A
clash of capitalisms: Foreign shareholders
and corporate restructuring in 1990s
Japan, American Sociological Review,

70: 451-471.

J. M. Ramseyer, M. Nakazato, & E. B.
Rasmusen, 2009, Public and private firm
compensation: Evidence from Japanese
tax returns, Harvard Law and Economics
Discussion Paper, February 1.

S. R. Miller, D. Li, L. Eden, & M. A. Hitt,
2008, Insider trading and the valuation

of international strategic alliances in
emerging stock markets. Journal of
International Business Studies, 39:
102-117.



136.

1374

138.

139

140.

141.

H. Zou & M. B. Adams, 2008, Corporate
ownership, equity risk and returns in

the People’s Republic of China, Journal
of International Business Studies, 39:
1149-1168.

Y. Su, D. Xu, & P. H. Phan, 2008, Principal-
principal conflict in the governance of the
Chinese public corporation, Management
and Organization Review, 4: 17-38.

China YCT International strengthens
corporate governance with establishment
of audit committee and appointments of
three new independent directors, 2009.
T. Buck, X. Lui, & R. Skovoroda, 2008, Top
executives pay and firm performance in
China, Journal of International Business
Studies, 39: 833-850.

P. M. Vaaler & B. N. Schrage, 2009, Residual
state ownership, policy stability and
financial performance following strategic
decisions by privatizing telecoms, Journal of
International Business Studies, 40: 621-641.
Steel Partners issues statement on
changes to KT&G's board of directors,
2008, Reuters, http://www.reuters.com,
March 13; L. Santini, 2007, Rematch:
KT&G vs. Steel Partners: Korean cigarette

142.

143.

144.

145.

146.

maker again angers an activist fund, Wall
Street Journal, June 22, C5.

Steel Partners LLC, 2009, BusinessWeek,
http://investing.businessweek.com,

April 16.

|. Filatotchev, J. Stephan, & B. Jindra,
2008, Ownership structure, strategic
controls and export intensity of foreign-
invested firms in transition economies,
Journal of International Business Studies,
39: 1133-1148.

T. J. Healey, 2007, Sarbox was the right
medicine, Wall Street Journal, August 9,
A13.

J. D. Hughes & J. H. Lee, 2007, The
changing landscape of D & O liability, Risk
Management Journal, January, 18-22.

C. Shropshire & A. J. Hillman, 2007, A
longitudinal study of significant change

in stakeholder management, Business

and Society, 46(1): 63-87; S. Sharma & I.
Henriques, 2005, Stakeholder influences on
sustainability practices in the Canadian Forest
products industry, Strategic Management
Journal, 26: 159-180; A. J. Hillman,

G. D. Keim, & R. A. Luce, 2001, Board
composition and stakeholder performance:

147.

148.

149.

Do stakeholder directors make a difference?
Business and Society, 40: 295-314.

D. L. Gold & J. W. Dienhart, 2007,
Business ethics in the corporate
governance era: Domestic and
international trends in transparency,
regulation, and corporate governance,
Business and Society Review, 112(2):
163-170; N. Demise, 2005, Business
ethics and corporate governance in Japan,
Business and Society, 44: 211-217.

R. V. Aguilera, D. E. Rupp, C. A. Williams, &
J. Ganapathi, 2007, Putting the S back

in corporate social responsibility: A
multilevel theory of social change in
organizations, Academy of Management
Review, 32(3): 836-863; Caldwell &

Karri, Organizational governance and
ethical systems: A covenantal approach

to building trust; A. Felo, 2001, Ethics
programs, board involvement, and
potential conflicts of interest in corporate
governance, Journal of Business Ethics,
32: 205-218.

Cummins achieves top ranking for
corporate governance, 2009, AEDNews,
http://www.aednet.org, March 16.

@)
N
Q
kel
=
5]
R
=4
0O
o
=
°
o]
=
o)
2
(0]
@
e}
<
o)
£
p=]
Q
3
o



CHAPTER 11

Organizational Structure

and Controls

Studying this chapter should provide you with the strategic
management knowledge needed to:

1.

Define organizational structure and controls and discuss the difference
between strategic and financial controls.

2. Describe the relationship between strategy and structure.

Discuss the functional structures used to implement business-level
strategies.

Explain the use of three versions of the multidivisional (M-form)
structure to implement different diversification strategies.

. Discuss the organizational structures used to implement three

international strategies.

. Define strategic networks and discuss how strategic center firms

implement such networks at the business, corporate, and international
levels.
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