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Corporate governance pays

dividends

Corporate governance and control systems geared to enhancing value
are becoming a crucial competitive factor for companies of all sizes.

Alexander E. Kobler

If there is one issue which,
perhaps more than any
other, reflects the deep-seat-
j ed economic unease that
characterizes the beginning of the
new century, it is that of corporate
governance. The equity bubble has
burst and the illusions inspired by
many corporate success stories have
been shattered, while the use of ac-
counting ploys that tread a narrow
line between legality and illegality
has combined with scandals involv-
ing prominent individuals to fire
public debate on the subject. The
number of articles on the topic pub-
lished in the Swiss financial press
has increased almost tenfold since
1999. Uncharacteristically, even
Switzerland — normally considered
a bastion of probity — has been
rocked by a series of high-profile
cases involving inadequate corpo-
rate governance and control.

Recent events have certainly
brought to light weaknesses in the
management and supervision of pri-
vate companies that need to be rec-
tified. Opinions remain divided,
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however, on the best approach to
tackling them. Although public dis-
cussion has tended to focus on list-
ed companies, corporate govern-
ance is also of key relevance to
entrepreneurial success and risk
management in the small business
sector. While there is no consensus
on the best form for such measures
to take, there is no disagreement on
the link between causes and effects.

What exactly is

“corporate governance”?

The term “corporate governance”
(CG) may sound simple enough,
but pinning down what it actually
means is far from easy. Essentially it
refers to the con-

aim is to promote the long-term
success of a company. This is a far
from simple task, and the reason
lies in the separation of ownership
and management of a company
which has accompanied the cre-
ation of modern forms of corporate
structure.

The corporation: a model

for success ...

The “public corporation”, or pub-

licly owned limited company, is a

relatively recent institution, but an

extremely successful one. At vary-

ing points between the 17th and

19th centuries, business undertak-

ings in different regions of the
world reached a

duct, interaction r ) size that began to

and responsibil- Success requires exceed the finan-

ity of wvarious effective cial  resources

parties in busi- . . and risk capacity
interaction

ness activity. De-
pending on which
definition is preferred, the parties
concerned are either primarily
shareholders, managers and the
board of directors, or a broader
constituency encompassing em-
ployees, clients, suppliers, creditors
and the general public.

The OECD defines corporate gov-
ernance as “the system by which
companies are directed and con-
trolled.” Consequently, it is argued
that the incentives available to
management and the board of dir-
ectors must be designed to ensure
that they pursue only those object-
ives which are in the interests of the
company and its shareholders. Yet
even the OECD is forced to concede
that there is no standard model for
good CG. Whatever the definition,
CG s not an end in itself. Rather, its

J of even the most

powerful corpor-
ate magnates. The first institution
to be granted the right to issue
share capital of unlimited validity,
in 1602, was the Dutch “United
East India Company (VOC)”,
which needed capital to finance
voyages of exploration to the new
colonies.

This legal form (which in French
is aptly termed the “Société
Anonyme”) offers a number of ad-
vantages, including the pooling of
resources, the fact that property
rights can be freely transferred and
the limitation of shareholders’ liab-
ility to the amount of capital they
have invested. While lenders expect
no more than a fixed rate of inter-
est and repayment of the capital
lent, shareholders bear part of a
company’s risk and therefore want



to participate in its success. Equity
financing therefore incorporates
rights of control and dividend
rights, though the latter are re-
sidual claims which come into play
only when the claims of all other in-
terested parties, such as lenders,
staff, clients, suppliers and the state
— also termed the stakeholders —
have been satisfied.

... but one that has its downside
While managers today are no
longer necessarily recruited from
amongst the company owners,
thereby encouraging the profes-
sionalization of management, this
trend also increases the complexity
of processes and the division of re-
sponsibilities. In an ideal situation,
management and the board of di-
rectors would behave in the same
way as a sole owner. That this is not
always the case is something Adam
Smith, the father of economics, had
already observed in overseas trad-
ing companies. Yet it was not until
1932 that the so-called “principal-
agent” concept was systematically
investigated.

The basic idea behind this concept
is that in the modern corporation,
the true owners (principals) are
now absent from the company, and
it is the managers (agents) who con-
duct the actual business. These
“agents” normally have little or
nothing by way of residual claims.
However, as decision-makers with-
in the company, they can influence
other criteria such as compensation
and prestige factors, from which
they can draw direct benefit. As a
result, short-term opportunities of-
ten conflict with the long-term
well-being of the company.

For example, selling products that
are not market-ready can lead to
immediate positive results, but at
the cost of damaging the longer-
term relationship with customers.

Tools of Corporate Governance
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More common are problems asso-
ciated with the growth of the com-
pany or diversification into too
many different areas of business.
Often the problem is not clearly
identifiable errors of judgment, but
rather a failure to maintain a sense
of proportion. When it comes to as-
sessing such matters, however, the
company’s managers are inevitably
a step ahead of the other interest
groups, given their inside know-
ledge of what drives the company’s
earnings.

Tools of corporate governance

There is no completely reliable
method of avoiding this fundamen-
tal conflict of interest within man-
agement, but it is important to take
appropriate steps at a variety of
levels to keep the potential risks
firmly under control. There are es-
sentially three models of corporate
governance: the market, control
and supervisor concepts. The latter
takes as its starting point the role of
the board of directors as the link be-
tween the company and its share-
holders, and supports it through ef-
fective external auditing. Swiss
company law, however, only lays

down duties of fiduciary care and
diligence, in other words an obliga-
tion to comply with standards spe-
cific to a given profession or func-
tion. Boards of directors can be
obliged to take decisions with due
care and attention, but cannot be
made liable for ensuring successful
financial management.

Yet, with the exception of Ger-
many, no state has so far enacted
stricter legal standards. The impos-
ition of additional rules seldom
leads to increased security, since the
basic assumption is that everything
which is not explicitly forbidden is
allowed. Associations of interested
parties in most states have chosen
the alternative route of stepping up
self-regulation in accordance with
the OECD guidelines. In Switzer-
land too, a broadly-based panel of
experts commissioned by the busi-
ness federation economiesuisse and
the SWX Swiss Exchange have
drawn up guidelines which operate
within the existing legal frame-
work. In general, there is a strong
and welcome tendency towards
harmonization of international
norms.
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The aim is to evaluate conduct not
simply on the basis of minimum
standards but also against the yard-
stick of firm rules and practices.
This means not just protecting the
interests of shareholders, but also
extends to the allocation of respon-
sibilities within various functions
and the structuring of the supreme
governing bodies of the company.
Consequently, corporate gover-
nance covers organizational princip-
les that include advocating the sep-
aration of execu-
tive management
from the chair-
manship of the
board of direct-
ors, the need to
set up special
audit, compensation and nomin-
ations committees, the disclosure of
information relating to CG and
procedures for dealing with con-
flicts of interest.

Incentives and transparency

The control model takes a far more
direct and financial approach to the
issue than the pure supervisor con-
cept, by creating appropriate sys-
tems of incentives for management.
Granting managers increased allo-
cations of shares in their own com-
pany and performance-related com-
pensation have long been part of
the measures used. It needs to be
ensured, however, that prices for
option plans, in particular, are be-
yond the influence of those at
whom they are directed, while the
entire compensation and nominat-
ion processes are coordinated and
set by an independent body, nor-
mally a special committee of the
board of directors.

It is also important to establish in-
ternal processes and functional pro-
cedures that are transparent, pre-
dictable and coherent. It is entirely
in companies’ own interest to do so,
especially if the result is that they
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are perceived by the outside world
as responsible and fair. A reputa-
tion is a tangible asset that influ-
ences potential members of staff,
customers and providers of capital.
Some aspects of this pattern of con-
duct can also be observed from out-
side. Those who frequently come
into contact with a given company,
such as analysts working for banks
and investment companies, also
look at the longer-term consistency
of management’s situation assess-
ments, strategy
and communica-
tion. Recent
stock market his-
tory has demon-
strated all too
clearly that high
earnings forecasts which are neither
transparent nor predictable often
depress share prices more than
weaker but more visible earnings
trends.

Does corporate governance

pay off?

The market model offers another
approach to solving the conflict of
interest. Here, inefficient manage-
ment teams are eliminated through
takeovers if the market for control
of the company works. Yet this
concept is largely theory. One

argument against it is that hostile
takeovers have seldom been suc-
cessful in either the US or the UK,
and are almost unheard of in
Europe and Japan. In addition, top
managers naturally anticipate such
patterns of thinking and take pre-
emptive steps to avert the danger.
Accordingly, they push through
measures designed to make
takeovers more difficult or at least
unattractive. Tactics range from the
more traditional imposition of re-
strictions on registered shares or
“poison pills”, through sale of the
most attractive parts of the busi-
ness, to the notorious “golden
parachutes” offered to manage-
ment.

More recently, too, the increased
concentration of voting rights with
institutional investors has given
birth to a strong new shareholder
constituency made up principally of
public and private pension funds
and investment funds, who already
hold more than 50% of shares in
the US. Even in the light of legal re-
strictions on the concentration of
investments and a reluctance to ex-
ercise an active influence, such large
investors have both the means and
the incentive to control companies.
When making investment decisions,

Corporate governance seen as an important issue
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they increasingly look not just at
expected returns, but also at good
CG. In a study conducted by Mc-
Kinsey, 56% of institutional in-
vestors claimed that when it comes
to North America and Western Eur-
ope, CG is at least as important as
pure financial performance; in the
emerging markets the percentage is
considerably higher. 80% of in-
vestors are even prepared to pay a
premium for good CG in the form
of a share price which can be any-
thing between 11% (Canada) and
41% (Morocco) higher. For
Switzerland, the figure is at a satis-
fying 15%.

CG is also an issue for SMEs

Our own survey of some 400 com-
panies of all sizes confirms that de-
cision-makers in Switzerland too
attach great importance to CG.
Over 70% consider the subject to
be quite important or very import-
ant, while not one views it as irrele-
vant. It also transpires that compa-
nies have reacted accordingly: at an
impressive 60% of firms, the exec-
utive management has examined
the issue of CG, while around a
third actually claims to have con-
ducted an intense debate on the
subject. 90% of those polled con-
sider that a well organized corpor-
ate governance system is also a
valuable factor for SMEs. A large
proportion of these, however,
favour a solution for smaller com-
panies that takes account of their
particular requirements and their
limited resources. It is seen as vital
to implement systems that allow
the company to take and control
calculated risks but which at the
same time can be used to commu-
nicate with both shareholders and
lenders.

When it comes to the measures ne-
cessary in Switzerland, the verdict is
equally clear: 60% view the status
quo as adequate, around a third

favour additional private standards,
while only an isolated few argue for
statutory regulation. Almost all the
businesspeople surveyed believe that
transparency of structures and busi-
ness activities is the primary aim of
good CG. Issues such as the respon-
sibility of the board of directors and
the rights of all stakeholder groups
lag some way behind, while the in-
terests of shareholders are accorded
far less weight. This assessment is
presumably a reflection of the
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UBS Outlook - “The Board
of Directors”

Ideas on how boards of directors can
enhance value through corporate gov-
ernance.

An effective board of directors is be-
coming an increasingly important factor
in corporate competitiveness. Success
or failure is becoming ever more closely
linked to the activities of the board. As a
result, the demands placed on boards of
directors are increasing.

This Outlook Ideas publication on corpo-
rate governance for enhanced value is
the result of collaboration between UBS
and boards of directors, companies, ex-
perts from universities and consultants.
Currently only available in German and
comprising 44 pages, including glossary
and reading list, it can be ordered free of
charge from:

UBS AG, Informationszentrum CA50,
P.O. Box, 8098 Zurich,

Fax 01-234 9934; E-mail
SH-1Z-UBS-Publikationen@ubs.com
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existing need for action, underscored
by the international comparison al-
ready mentioned. Switzerland’s be-
low-average performance is chiefly
the consequence of insufficient
transparency — particularly in the
area of CG systems — and the lack of
board activism. However, the study
also confirms that differences be-
tween firms are especially great in
Switzerland, and that a few pioneer-
ing companies are actually world
leaders when it comes to CG stand-
ards.

Corporate governance -

the key to prosperity

The basic dilemma posed by the
principal-agent problem will always
be with us. None of the individual
tools can by itself guarantee effective
CG. Rather, systems need to incor-
porate an appropriate balance of all
of them. Discussion of the issue,
however, raises awareness of the cru-
cial aspects and contributes to the
process of finding the best possible
solutions in what is inevitably an im-
perfect world. Yet overregulation
can be as damaging to the economy
as loopholes in the monitoring ap-
paratus. Voluntary standards com-
plemented by correctly formulated
systems of incentives and under-
pinned by the requirement for trans-
parency are the cornerstones of good
CG. Yet for companies, the added
value is generated not just by literal
compliance with a code, but ulti-
mately by a more sustained earnings
trend combined with lower equity fi-
nancing costs. For all their imperfec-
tions, corporations have proved to
be a viable structure, and will con-
tinue to play an important role in in-
creasing prosperity. Responsible and
successful private business initiative
is and will remain the driving force
behind a country’s overall develop-
ment.

alexander.kobler@ubs.com
0 01-234 59 43
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