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Issues and Objectives 

The topics of this presentation
� The fundamental features of German CG, as it used to be 
� Some reasons to expect a fundamental change 
� The issue of convergence towards the Anglo-Saxon model CG
� Possible effects of the ongoing financial crisis on German CG and 

convergence convergence 

The objectives of this presentation 
� Show the inherent economic logic of the old German CG 
� Show the ambivalence of certain „facts“ 
� Highlight the (limited) relevance of convergence 
� Point out that the crisis has so far had little effect on German CG
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1. Issues, Objectives and Concepts

2. The structure of German Corporate Governance, as it used to be

3. Changes in German Corporate Governance between 1998 and 2007

4. Convergence or Persistence of Fundamental Differences?

5. German Corporate Governance Affected by the Financial Crisis?  
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CG systems are commonly classified as being either 
“outsider control systems" or “insider control system s"   

� Definition – US style: 
CG is about making managers do what shareholders want – and 
nothing but that (since it is clear what managers should do)

� Definition (European style):
Corporate governance (CG) is the totality of instit utional and 

Definition and classification of corporate governan ce systems
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Corporate governance (CG) is the totality of instit utional and 
organisational mechanisms which influence how decis ions 
in (large-scale) companies are made

� CG is an essential part of a financial system, and it needs to be 
fitting into the overall context of the financial system. 

� CG systems are classified as “outsider-control systems” or 
“insider control systems” 



There is a dichotomy of corporate governance system s

Insider control system  
� Stakeholder oriented 
� „Corporate objectives“    
� Superv. Board as arena 

for confl.& confl. resol. 

Two consistent sets of complementary elements

Outsider control system
� Only shareholder oriented
� „Shareholder Value“
� Outs. board members only

watchdogs and advisors to
management
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for confl.& confl. resol. 
� MCC „non-existent“  
� A coalition of „close“ and  

active participants in CG 
� „VOICE“
Corresponds to a bank-based

financial system, wiht
� banks as intermediaries 
� close b/c relationships

management
� MCC important, functioning
� No active parties and no close

relationships
� „EXIT“

Corresponds to a capital market-
based financial system with

� banks providing market access
� contracts and markets
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The old German Corporate Governance System was a 
carefully balanced and consistent insider control s ystem

� A pluralistic system governed by a „grand coalition“ of powerful groups:
� Shareholder (but only blockholders)
� Employees (and unions)
� Big banks and ins. comp‘s.
� In part with/versus (top-) management 

The former structure of German CG

• Control vs. liquidity
• Internal vs. external lab. market
• Relationship vs. arm‘s length lending
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� To a limited extent, stakeholders can pursue their own specific interests
� Stability and growth, not shareholder wealth, as the firms‘ objective  
� Largely a consensus-oriented network with big banks as the central 

coordinator – and no active role for „small“ shareho lders 
� Supplementary factors determining viability

� Limitation of conflict: collective wage setting  
� Repeated interaction of the same „bunch of people“ 
� „Symmetry“ of orientation of the different groups 



Corporate Governance is a system – and as such shape d by 
“complementarity”. Complementarity among its main e lements leads 
to stability – and inflexibility – of systems

� Elements of a system are called complementary if they mutually increase 
positive effects and decrease negative effects on the system's objective 
function

� A system is called consistent if its complementary elements take on values, so 
that the configuration represents a local maximum

� Mixed systems may be inefficient, and therefore gradual change is unlikely

Complementarity and change
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� Mixed systems may be inefficient, and therefore gradual change is unlikely
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According to the concept of complementarity, the 
attributes of core elements and their interrelation ship
determine consistency and system performance

� Firm-specific investments by all 
important stakeholders (large 
shareholders, banks, employees)

� Incomplete and implicit contracts in 
conjunction with ex post control rights

Insider control system with the supervisory board a s the center of power
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conjunction with ex post control rights
for all insiders

� Balance of power among insiders and 
vis-à-vis management fosters long-term 
cooperation

� Available rents compensate for 
monitoring costs and specific 
investments

� Limited exit options serve as binding 
mechanism

Protection / outside options
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Recent developments in corporate governance create the 
impression of a lot of change

� Focus on CG in the political arena   
� Investor protection and securities law 
� Corporate law 
� Accounting and disclosure  rules 
� Takeovers and hostile bids – Mannesmann/Vodafone; 

Recent developments concerning  German CG
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� Takeovers and hostile bids – Mannesmann/Vodafone; 
Takeover law

� Ownership and direct influence 
� Shareholder orientation 
� Pension reform 
� Financing patterns and bank-client relationships 

BUT does much change also imply fundamental change?



In corporate governance, there were many seemingly far 
reaching changes.  BUT: Did they really go that far ? 

� In the political domain, CG has become a hot topic
BUT central issues – dual board and codetermination – not touched 

� The legal context for German CG has been overhauled 
BUT mainly internal governance mechanisms were strengthened

� Legal means of outsider investor protection improved
BUT enforcement is still lax

The changes – and the BUTs
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� Institutional investors gained importance as shareholders
BUT ownership concentration of families and companies remains high

� After Mannesmann/Vodafone, hostile takeovers acknowledged as possible 
BUT the expected “wave” has not materialized

� Equity has increased its importance as a source of finance
BUT bank loans still dominate external financing

� IPO activity boomed until 2000
BUT market capitalization is still low 

� Better minority protection has reduced the value of control rights
BUT this value is still much higher than in the US and the UK



Although the position of insiders has weakened and that of 
outsiders strengthened, the discrepancy in direct c ontrol rights 
remains considerable

• Firm specific investments : no clear trend 
discernible

• Control rights for insiders : simultaneous 
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Impact of changes on the basic structure of the Ger man CG system
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• Control rights for insiders : simultaneous 
reduction

• Balance of power : intact

• Available rents : Lower but arguably still 
sufficiently high

• Outside options : slowly increasing

Protection / outside options
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� Issues: 
� Are CG systems really („fundamentally“) different? 
� Is there a convergence going on, and how far? 
� Convergence to the Anglo-Saxon Model or to some hybrid model? 
� Would convergence to the AS model or to a hybrid be desirable? 

The issue of „Convergence and Persistence“ has
been a hotly debated topic for many years. The 
outcome is still open

Issues and main positions in the debate 

� Would convergence to the AS model or to a hybrid be desirable? 

� Main positions
� Hansmann / Kragman: „Convergence optimists“ – yes convergence to the 

US model is ongoing and seems highly desirable, since it is simply better
� Bebchuk/Roe: „Convergence pessimists“ – US model may be better, but 

convergence is hampered by „path dependency“ 
� Schmidt/Spindler: Convergence sceptics – unclear which system is better; 

because of strong complementarities gradual convergence towards the 
better system would in any event be unlikely.But …. (see below) 

� Many others argue that there will be a convergence towards a hybrid
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For quite some time, we tended to interpret recent developments in 
German CG as signs of modernization, not of converg ence towards a 
strictly  shareholder oriented outsider control sys tem 

� Until recently, the „BUTs“ made us 
conclude that the logic of the system 
was still the same as before

� We viewed recent developments as 

Implications and caveats

Recent changes/
globalization
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� We viewed recent developments as 
efficiency enhancing: modernizing the 
corporate governance system

� But in fact we did not really know

Modernization 
of insider 
system

Convergence 
towards outsider

system

?



Crossholdings have declined visibly in importance.. . 

Capital links 1996 und 2002
� But, … especially (or even only) in – and with – the financial sector
� And the personal network seems still intact (see Siemens case)
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Source: MPI-Köln and  Monopolkommission



Banks have withdrawn from supervisory board, but ha ve been 
replaced by other insiders

� Affiliation of supervisory board chairmen of 40 large German 
corporations (in %)

40%

50%

40%

50%

Ex-managers from
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Source: Höpner (2001); Deutsch (1997) reports that the number of seats of bank
managers on supervisory boards of the top-100 German corporations had already 
decreased from 114 in 1986 to 99 in 1993.
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For quite some time, we tended to interpret recent developments in 
German CG as signs of modernization, not of converg ence towards a 
strictly  shareholder oriented outsider control sys tem 

� Until recently, the „BUTs“ made us 
conclude that the logic of the system 
was still the same as before

� We viewed recent developments as 
efficiency enhancing: modernizing the 
corporate governance system

Implications and caveats

Recent changes/
globalization
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• However: Perhaps the system had 
already been seriously weakened

• The crucial element is this: 
Decreasing incentives, possibilities 
and willingness of big banks, 
notably one of them, to play their 
old roles may indicate a 
disintegration of the old system

• The question of a fundamental change 
is open and requires a new look

Modernization 
of insider 
system

Convergence 
towards outsider

system

However, there is also a third 
possibility: Recent changes may 
have undermined the 
consistency of the old system



Remember the  (old) definition  of complementarity and its role for 
CG systems: Complementarity among its main elements  leads to 
stability – and inflexibility – of systems

� Elements of a system are called complementary if they mutually increase 
positive effects and decrease negative effects on the system's objective 
function

� A system is called consistent if its complementary elements take on values, so 
that the configuration represents a local maximum

� Mixed systems may be inefficient, and therefore gradual change is unlikely

Complementarity and change
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� Mixed systems may be inefficient, and therefore gradual change is unlikely
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Many observers believe that the market-oriented and  outsider-
controlled system is simply better, and therefore e xpect a gradual or 
smooth transition and convergence

� In contrast to most observers, I tend to think that a different scenario is 
at least highly likely

� Innovations and globalization lead to an interpenetration of the old 
systems, to destabilisation and eventually to a crisis

� In a crisis there is a need for quick efficiency gains – thus there is 
pressure to generate a consistent system 
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� But for re-establishing the traditional German system you would need 
consistent expectations and reputation mechanisms. These 
mechanisms cannot be (re)constructed quickly in a 'crisis'

� And this fact alone is why one could expect a non-gradual transition to 
the Anglo-Saxon system – independently of the question which system 
is better outside the 'crisis' 

� Thus, there will be similar systems in the end, but not as a 
consequence of (gradualist) convergence 
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� Deficient corporate governance, especially that of banks, was 
regarded as one cause of the crisis

� Nevertheless, at the operational level, there were de facto no 
effects, except concerning manger remuneration 

� However, on a conceptual level, the crisis has caused doubts 

CG and the financial crisis

The current financial crisis has had an ambiguous e ffect 
on German corporate governance

� However, on a conceptual level, the crisis has caused doubts 
concerning the merits of one-sided sharholder-value orientation 
and lead to a positive reappraisal of the traditional insider control 
model of German/European corporate governance

� And this is in parallel to a similar reappraisal of bank-based 
financial systems in general 
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Thank you 
for your attention
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for your attention
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