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ABSTRACT

Traditionally , corporate governance is studied through an agency theory or Stake-
holder theory type lens. The major difference between the two pertains to whose inter-
ests the firm should be run for, whom the management of the firm should be accounta-
ble to,and whether different firm constituencies should be treated with different levels
of priority. For many people stakeholder theory is normatively preferable because it
broadens the firm’s responsibility to all constituencies of the firm, integrates the
firm’ s economic purpose with ethical behaviour, and refocuses the managerial atten-
tion on the firm’ s long-term performance. However, due to stakeholder identification
difficulties and the lack of an obvious way to operationalize the approach, stakeholder
theory remains under-developed and has yet to be implemented effectively.

To address these weaknesses,the book attempts to provide a theoretical and prac-
tical framework for the implementation of stakeholder theory and the associated accom-
modation of stakeholder interests. The framework revises the original model of stake-
holder theory,and in doing so represents a shift of governance focus, away from an
emphasis on managers’ morality and management strategies for protecting and balan-
cing stakeholder interests,to an emphasis on the monitoring role,and effects of, stake-
holders and other regulators in the process of protecting and balancing stakeholder in-
terests. By integrating the tripartite influences of the stakeholder monitoring system , the
civil regulatory system,and the legal regulatory system,the framework provides stake-
holders and other civil and legal regulators with opportunities and capacities to jointly
influence and control the management decision making and the concomitant behaviour
of the firm.

The potential of the framework for explaining and improving stakeholder practice
is considered and demonstrated by applying the revised model of stakeholder theory in
Germany and the UK, jurisdictions with different legal and corporate governance sys-
tems as well as different economic and social cuitures. In looking at different legal ,e-
conomic,and social conditions, the book is able to demonstrate how- different factors
combine to protect stakeholder interests in different ways. This demonstrates that al-
though the combination of factors is different in Germany and the UK, they neverthe-

less protect stakeholder interests in their own unique way.
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CHAPTER ONE

%> Section 1.1 Research Background

Corporate governance is traditionally studied within two competing and predomi-
nant theories of the firm, namely agency theory ( also known as shareholder primacy
principle or shareholder wealth maximization norm) and stakeholder theory, and both
theories“have dominated corporate law for the past 25 years or so, with both having
their roots much further in the past” ( Keay,2008 ;665 ;2010:36) . From the perspective
of agency theory ,corporate governance is viewed as“the set of mechanisms-both insti-
tutional and market-based-that induce the self-interested controllers of a company
(those that make decisions regarding how the company will be operated ) to make deci-
sions that maximize the value of the company to its owners( the suppliers of capital ) ”
(Denis & McConnell ,2003 .2 ). Thus,under this view ,managers are considered agents
of shareholders and their major objective is maximization of shareholder value ( Hill &
Jones, 1992 ;Jensen & Meckling,1976). By way of contrast, stakeholder theory focuses
on the web of relationships that exist between a firm and its constituencies who have a
stake in the firm,and with how the firm management accommodates those interests in
its decision making( Clarkson, 1995 ; Donaldson & Preston,1995 ; Freeman, 1984 ). This
implies managers have social as well as financial and legal responsibilities to the firm,
with managers duly having to take account of stakeholder interests in the running of
the firm( Blair, 1995 ;Hasnas, 1998 ) . Thus, corporate governance under this perspective
is defined as“the determination of the broad uses to which organizational resources will
be deployed and the resolution of conflicts among the myriad participants in organiza-
tions” ( Daily , Dalton , & Cannella Jr,2003:371). As a result, agency theory and stake-
holder theory therefore differ with respect to whose interests the firm should be run
for,to whom management should be accountable,and to whom priority should be giv-
en to amongst competing constituencies,and due to these differences both theories are

usually placed in direct opposition to each other( Kaler,2006) .
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Nowadays, agency theory has often been challenged because 1 ) its normative
foundation ( i. e. ,shareholder wealth maximization or shareholder primacy )is inconsis-
tent with some fundamental legal concepts(e. g. ,  personification of the corporation’
or ‘corporate legal personality’ ) (Lan & Heracleous,2010; Stout,2008 ) ;2) its tradi-
tional view(i. e. ,shareholders have the ownership of the modern company ) is empiri-
cally incorrect( Boatright, 1996 ; Letza, Sun, & Kirkbride 2004 ; Stout, 2002 ) ;3 ) its ar-
gument(i. e. ,shareholders are the sole residual claimants of the firm)is questionable
(Blair & Stout, 1999 ,2001 ; Lan & Heracleous, 2010 ) ;4 ) its interpretation ( i. e. , the
firm management only has economic and legal obligations)is a misunderstanding and
unethical ( Cragg, 2002 ; Dodd Jr, 1932 ; Heath, 2006 ; Lantos, 2001 ) ;5 ) its descriptive
statement(i. e. ,the firm is viewed as a nexus of contracts between shareholders and
managers ) is too narrow and incomplete ( Mitchell, 1992 ; Pedersen, 2006 ; Uzzi, 1996,
1997) ; and 6) its operational feasibility and efficiency ( e. g. , the maximization of
shareholder value is not a clear objective,as different shareholders have different aims,
time horizons,and risk preferences toward investments) are also problematic ( Block,
1972 ; Keay, 2008 ; Ryan & Schneider, 2002 ). ( see detailed discussion in section
2.2.3.2))

On the contrary , stakeholder theory is perceived to be a more normative accepta-
ble theory,since 1) its normative foundation (i. e. ,the firm management should take
moral obligations toward all stakeholders)is more consistent with some legal concepts
(e. g. , ‘ personification of the corporation’ or ‘corporate legal personality’ ) ( Mark ,
1987 ; Stout, 2008 ) ;2 ) its description of relationships between the firm and its stake-
holders(i. e. ,economic value creation of the firm must rely upon all stakeholders to
provide support ) is more realistic and closer to the business practice of the modern
company ( Pfeffer & Salancik,1978) ;3 )its argument(e. g. ,each group of stakeholders
merits consideration for its own sake,and no stakeholder group should have prima fa-
cie priority over another) is more ethical than the principle of shareholder primacy
(Clarkson, 1995 ; Donaldson & Preston, 1995) ;and 4 ) its strategic perspective (i. e. ,
the firm needs to ensure their survival and success in the long term by satisfying all its
stakeholders ) is more appropriate to reflect the relationship between economy and soci-
ety ( Collier 2008 ; Freeman ,2004 ; Freeman , Wicks , & Parmar ,2004 ; Jones, 1995 ; Uzzi ,
1996,1997). As a result, stakeholder theory is often regarded as practically beneficial
as socially responsible behaviour of the firm will ultimately sustain financial returns
(Waddock & Graves,1997 ; Wood & Jones, 1995). ( see detailed discussion in section
2.3.1.2)



