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ABSTRACT

This thesis presents the findings of exploratory research in the area of social enterprise
governance. Specifically focussed on Social Firms, there were a number of major
outcomes. Firstly, a significant association between accountability and legitimacy in
perceptions of governance was determined. In addition, the constructs of

transparency, accountability, sustainability and legitimacy were developed, providing

a basis for further research.

The exploratory study exposed significant differences regarding perceptions of Social
Firm governance. These pertained to variables such as organisation size, turnover,
Board size, decision-making authority and the presence of a social audit. The
implications being that older, smaller organisations with larger Boards may have a

stronger social, rather than business orientation. Conversely, Social Firms with
smaller Boards and higher turnover may have a keener enterprise focus than the
former type. This provides some support for the emergent theories relating to

stewardship models of governance in social enterprises. The general lack of a social

audit amongst the sample signifies that holistic approaches to measuring governance

performance are not commonplace.

The findings prompted the development of a conceptual model of Social Firm
governance, which proposes a division of Board structure to improve accountability,
thus enhancing legitimacy to primary beneficiaries. This division comprises a smaller,
instrumental Board of directors, and a representative, inclusive stakeholder

committee, charged with oversight and contributing to suitable strategy development,
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CHAPTER 1

INTRODUCTION

1.1 BACKGROUND TO THE STUDY

The issue and academic field of corporate governance is something of a zeitgeist.
With a backdrop of high-profile corporate governance failures, a changing
regulatory environment and a burgeoning academic literature, activity and
interests in it continues unabated. A majority of public attention is drawn to high-
profile cases of maligned corporate governance: arguably the most notorious of
recent times include Enron and the long-running Parmalat debacle. However,

corporate governance issues transcend sectors and pervade the public and
nonprofit sectors also. There is also a small and emergent sector, the social
enterprise sector, which remains relatively untouched by academic enquiry into
its organisations. This study aims to go some way towards rectifying this,

through exploratory research of its themes and issues.

Social enterprises form an important and growing element of the economy 1n the
United Kingdom. They are defined as “A business with primarily social
objectives whose surpluses are principally reinvested for that purpose in the
business or in the community...” (DTI, 2002, p.7). A recent report by the UK
Government’s Office of the Third Sector (Sector, 2006) valued their cumulative

economic contribution in the region of approximately £27 billion, from 55,000
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recognised social enterprises. They provide a range of services to customers and
communities in need of them, and play a part in regeneration of deprived
communities in towns and cities (Pearce, 2003). They also have a primary role
for delivering social benefit to a defined community or group (Borzaga and
Defourny, 2001, Spear, 2001). They use enterprise to increase the level of social

benefit they deliver to these groups (Pearce, 2003; Westall, 2001).

The UK government has been pro-active in supporting and championing social
enterprise activity at a national and regional level. It 1s common that councils and
local government will pursue some kind of agenda for social enterprise. They are
seen 1n as important providers of public services in the future, though evidence
that they actually can and do this is presently unavailable. However, they do still
play an important part in regeneration and empowerment within communities, So
1t 18 notable that study of their governance is relatively sparse: a handful of recent
academic papers exist that focus on the governance of social enterprises per se
(Low, 2006). Partly this is complicated by the variety of social enterprises, the
term 1s an umbrella that covers cooperatives, housing associations, Social Firms,

charity trading arms and credit unions, and many more types besides (Pearce,

2003; Paton 2004). There has been significant research activity in some of these
types, though there are others with relatively little research development (Low
2006, Mason, Kirkbride and Bryde, 2007). Therefore, with a gap emerging in the
corporate governance and social enterprise academic literature, this research

reviews and explores the salient features of social enterprise governance.
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1.2 RESEARCH AIMS AND OBJECTIVES

The research question that was developed from the initial literature survey was:

Do attitudes to governance influence perceptions of performance in Social

Firms?

Following this research question, research objectives were determined:

e To examine the influence of accountability on the legitimacy of social

enterprise governance.
e To determine the role of the social mission in facilitating ethical practice

by managers of Social Firms.

e To determine and analyse the significance of any relationship(s) between
transparency, accountability, sustainability and legitimacy

* To develop a model of governance that represents a holistic view of the

formal and informal governance arrangements in Social Firms.

Both the research question and objectives provide a focus to the research that
was intentionally exploratory. This was useful because it provided a general
direction for the study, without restricting the parameters of investigation too

much. A summary of the findings, and their relation to the research question and

objectives, can be found in Chapter 8 (8.2).
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1.3 THESIS OUTLINE

Following on from this Introduction, Chapter 2 begins with an overview of the
corporate governance literature. A variety of different governance theories are
discussed, and then applied across different organisation types. Finally, the

review centres on social enterprises and governance. One of the major themes
from the review was the relative lack of any substantive social enterprise
governance research. This directed the review to the need for exploratory
research to provide some empirical evidence of emergent themes in social
enterprise governance. Therefore, it highlighted some of the emergent theories
applicable to social enterprise governance, and a set of propositions were
developed for further testing. At the forefront of these theories was institutional

theory, and its use in analysing governance was deemed appropriate and novel

for study of socially-oriented organisations.

Chapter 3 considered the methodological implications for the study, and

discussed the merits of a number of different approaches. Postpositivism was

advocated for the study for two principal reasons: firstly because exploratory

research is well suited to a relativist scientific approach, and; secondly, because
the institutional approach adopted aligns with postpositivist methodology. These
methodological norms were important for grounding the exploratory research in
a way that could be justified in light of previous, similar, studies. This Chapter
also gave an outline of the stages involved in the research, and a research design

model was developed to show how the two stages fitted together.
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Chapter 4 provided a rationale for an explanation of Stage 1 of the study. After
justifying the methods chosen to accomplish and analyse this qualitative stage of
the research, a summary of the salient findings from the key informant interviews
closed the Chapter. The most important outcomes were that governance was a

worthwhile and multi-faceted subject of further study; and Social Firms

represented the appropriate type of social enterprise to focus Stage 2 of the

research on.

Chapter 5 explained the implications for validity and reliability in the
investigation, together with sampling and piloting issues. As Stage 2 was
quantitative, the measurement instrument was explained, and each aspect of it

was justified in relation to prior studies. The Chapter finished with a retlective
account of the potential limiting factors that may impinge upon the study, and

remedial action that was in place to minimise their impact.

Chapter 6 detailed the quantitative findings and analysis of Stage 2. Firstly,

descriptive analysis showed the trends in the data, and non-parametric tests were

performed to look for any associations within data categories. In additions, tests
for internal consistency and normality of distribution established that the data set
was valid. Next, a rigorous series of parametric tests was conducted on the Likert
statement data from the questionnaire, and found a number of significant
findings. Of these significant outcomes, there were some categories that recurred

more than others, principally the number of Board members, budget
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responsibility and the locus of decision-making authority. Also, an association
was found between one of the predictor variables (accountability) and the
dependent variable (legitimacy). Summary analysis of these findings was
provided in this Chapter, though the implications of these outcomes were given

in the following Chapter.

Chapter 7 grouped discussion of the implications sequentially, by proposition. In

a thorough interrogation of the implications of the study, this Chapter culminated

in the conceptualisation of a governance model that would arguably serve Social

Firms better than the current governance arrangements. This model attempted to
alleviate the apparent difficulties encountered by Boards of trustees by splitting
them 1nto to two: an instrumental Board of directors (requiring some recruitment

of expertise), and a separate but influential stakeholder committee (with similar
responsibilities to the Board of trustees). The former Board 1s better placed to
deliver social benefit to primary beneficiaries: managers and staff. The latter

committee provides oversight of the Board and is in control of the social audit

process. This attempts to increase the uptake of the social audit as a means to

improving accountability, thus enhancing legitimacy of governance. A discussion

of the various parts of the conceptual model followed, with the emphasis on
justification of the role of legitimacy and stakeholder claims upon it. The Chapter

concluded with a discussion of the limitations of the study, difficulties

encountered and caveats pertaining to the study generally.
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Chapter 8 provided a set of conclusions about the study. Principally, these were
the salient factors for significance of perceptions about Social Firm governance.
In addition, consideration was given to the development of the constructs used in
the study, and those propositions that have indicated valid components of each
one. The conceptual model, and a number of areas for further research were

discussed. Finally, a summary of the directions that each may take, together with

an 1ndication of how they could contribute to a body of knowledge was provided.

1.4 CONTRIBUTIONS TO KNOWLEDGE

The thesis contributes to both the corporate governance and social enterprise
bodies of knowledge. It contributes to the former because the area of social
enterprise governance is generally under-researched, and this study provides

some 1nsight into the structure and practice of governance for a social enterprise
type. The majority of corporate governance research tends to focus on
corporations, public organisations or nonprofits. Social enterprises are still a
relatively recent addition to the corporate governance field, and so this thesis is a

valuable starting point for further investigation. This is particularly so if some of

the findings can be, as has been indicated in Chapter 8, applied across sectors.

Some social enterprises have proven to be successful in niche markets against
multi-national competitors (for example Day Chocolate Company and their
Divine chocolate brand). These organisations manage the fusion of two
(supposedly) opposing orientations, social and business, and there is evidence

that they can compete against mainstream business. This thesis shows that there
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are some interesting aspects of Social Firm governance that could be applied to
corporations, particularly the role of stakeholders at Board level and how they

might be managed.

For the latter, the thesis contributes because it develops knowledge of the way

that a type of social enterprise 1s managed and the problems faced. The social
enterprise academic literature is steadily accumulating but is at present quite

disparate. Hence, the thesis contributes by providing an empirical study of
governance in a type of social enterprise, and a conceptual model showing how
governance problems could be minimised. Four constructs, transparency,
accountability, sustainability and legitimacy were all developed and tested during
the thesis. The outcome of testing these constructs has shown that they are
internally consistent, and provide a useful starting point for future research to
build upon them. In addition, the thesis provides evidence of an association

between accountability and legitimacy, both of which are important in the

governance of socially-orientated organisations. This association justifies the
pursuit of more transparent, accountable governance, and should encourage

Boards in social enterprise to pursue this agenda more vigorously. It also

illustrates how 1mportant legitimacy is, and that Boards should take steps to
ensure that their activities and performance can be judged transparently by
primary stakeholders. Therefore, legitimacy can be acquired through accountable
governance practices, and this should be the rationale behind all governance-

related activities.
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Finally, this study indicates that Social Firms may be adapting (possibly via
isomorphism) to professionalisation of their organisations. This has been
indicated in some of the recent literature in this area (Low, 2006; Reid and
Griffith 2006). In order to create more social benefit, there is pressure on social

enterprises to become more efficient and effective in meeting service-level

agreements with their partners, clients and customers. This study showed that
managers and Board members do have different perceptions of the primacy of

social needs over business focus. This change in orientation is contrary to the

normative definition of social enterprise, but does confirm the predictions about

the direction that the social enterprise sector in the UK will take.

1.5 CHAPTER SUMMARY

This Chapter has provided an outline of the thesis that follows. The starting point
was a background for the entire study that focussed on social enterprises, what
they are and why the research of them was required. Following this, the research
question and objectives were stated, and a summary of the entire thesis was

outlined sequentially by Chapter. Finally, the contributions to knowledge that

this exploratory study provides were given in the concluding section.
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CHAPTER 2

LITERATURE REVIEW

2.1 INTRODUCTION
In the United Kingdom, the social enterprise sector is worth approximately £27

billion to the economy, with 55,000 such organisations accounting for not less

than 1.2% of all enterprises in the country (Office of the Third Sector, Sector,

2006). Social enterprises are defined as: “A business with primarily social

objectives whose surpluses are principally reinvested for that purpose in the

business or in the community...” (DTI, 2002). These enterprises are beginning to
form a significant part of the UK economy. Increasingly, social enterprises are
involved in the delivery of public services and are viewed in the long-term as
being able to compete with privately owned organisations operating within new
or existing markets(Westall, 2001).

Allied with a new legal form, the Community Interest Company (CIC),
created by the Companies (Audit, Investigations and Community Enterprise) Act
(2004), the current and future role of social enterprise will be influenced by their
success in procurement and delivery of public services. Also, they are expected

to play an integral role in the regeneration of cities and towns in the United

Kingdom (Robinson, Dunn and Ballintyne, 1998).
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Given their growing value in the UK economy, the requirement for effective
governance of these organisations 1s of importance (Borzaga and Defourny,
2001, Borzaga and Solan, 2001, Low, 2006, Mason, Kirkbride and Bryde, 2007).
The furore caused by high profile mismanagement of large and / or multi-

national private corporations has brought heightened media attention to corporate

governance 1ssues. These have included Enron, Parmalat, WorldCom and

Barings Bank, though these examples are a small representation of the number of

corporate governance failures. However, they do represent some of the most

infamous and costly to shareholders and other relevant constituencies.

The development of the corporate governance concept has occupied many

decades prior to the collapse of the above organisations. Furthermore, the term
applies to other types of organisations, such as public and non-profit
organisations. Social enterprises of all types are prone to governance problems,
though the profile of such instances receives less coverage in the mainstream
press (Mordaunt and Otto, 2004). In academic literature non-profit governance
has been subject to a degree of development (Vinten, 1998). Also, in practice
voluntary codes have and are being developed, such as the Corporate
Governance code of Best Practice (CooperativesUK, 2005), to promote good
governance in this sector.

It 1s integral that the governance structures of social enterprises are
transparent, democratic and promote accountability to its defined stakeholders.

Common methods employed to this end include social auditing and accounting,
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which measures the impact of the organisation in defined areas. Contrary to the
‘private’ view, that organisations exist to serve the rights of shareholders or
financiers, social enterprise embraces a broader interpretation of the term,
stakeholder. This contrasts the ‘private’ social institution conceptions of
organisations (Parkinson, 2003). Social auditing and accounting measures 1mpact

on defined stakeholder groups to test organisational performance against

predetermined (hence benchmarked) social goals.

The purpose of this literature review is to discuss the appropriate conceptual and
theoretical basis for governance in social enterprise. The review begins by

charting the development of corporate governance theory from an Anglo-
American perspective of corporate governance. Furthermore, it examines the

appropriateness of the social institution view of the organisation as a basis for
studying the corporate governance arrangements of social enterprises.
Consideration is given to the expediency of this approach compared with the
prevailing ‘private’ conception of organisations (and their governance). Finally,
it determines whether the social institution conception is a more appropriate lens
through which to examine social enterprise governance.

Contemporary governance research is examined to provide a practical
illustration of the impact of corporate governance mechanisms on organisation
performance. Finally, it traces the development and current role of ‘social
enterprise’ in the United Kingdom, and highlights the gaps in research in this

arca.
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2.2 CORPORATE GOVERNANCE
Corporate governance 1s defined as: “... (A) set of relationships between a
company’s management, its Board, its shareholders and other stakeholders...also

(providing) the structure through which the objectives of the company are set,

and the means of attaining those objectives and monitoring performance are

determined.” (OECD, 2004, p. 11).

Corporate governance maintains a high profile in the public domain, notably this
is when corporate wrongdoing is exposed. In recent times, the demise of Enron
and WorldCom in the United States and the recent Parmalat scandal in Europe
exemplify the high-risk and complex governance issues that organisations can
encounter. As Grant (2003) asserts, the profits of some corporations exceed the

Gross Domestic Product of some of the world’s nations. Given the scale of

financial and human capital employed within organisations, the requirement for
trust in companies on behalf of investors and the general public has become

increasingly important. To this end, academic research in corporate governance

has sought to develop methods of control and ‘checks and balances’ within the

organisation. These controls aim to ensure efficacy of governance structure and
processes, upholding the fiduciary duty managers and directors have to

shareholders and / or stakeholders.
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Formal study 1n corporate governance “is less than half a century old” (Tricker,
2000, p. 15), though practice predates theoretical development back to the
creation of the corporate form. ‘Corporate governance’ is a fairly recent term,

widely used since the end of the twentieth century. Corporations first surfaced in
Europe 1n the seventeenth century, and their original, chartered purpose was to

serve the public interest (Grant, 2003). Legislative changes in England in the
nineteenth century, particularly the development of company law, facilitated a

pro-entrepreneurial environment. For example, corporations were now enabled to

define their own purpose and limit liability of shareholders (Grant, 2003). This
expansion in the availability of capital for corporate enterprises fostered the spirit

of entrepreneurship and the rise of the corporation in the United Kingdom during
the industrial revolution. This period also saw the establishment of the
corporation as legal ‘entity’, entitled to “...contract, to sue and be sued, to own
property and to employ.” (Tricker, 2000, p. 14). As corporations grew in Size,
and economic prosperity rose and fell (for example the US stock market crash of

1929), research in law, economics and the developing organisational sciences

sought to understand more about the impact of the rise of corporations. This was,

in part, founded 1n the economic and legal environment past and present, and the

major role that corporations and capital markets had on the direction of national

prosperity.

The development of governance literature has provided at least three major

theoretical approaches to corporate governance: agency theory (Berle and Means,

1932, Coase, 1937, Fama, 1980, Fama and Jensen, 1983), transaction cost
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economics (Alchian and Demsetz, 1972, Williamson, 1979) and stakeholder
theory (Dodd, 1932, Donaldson and Preston, 1995, Freeman, 1984, Freeman and
Reed, 1983). Crucially, the theories can be attributed a shareholder or
stakeholder perspective, and pertain to the Anglo-American corporate system
(Weimar and Pape, 1999). International governance typologies, such as the
Germanic, Japanese, and Latin systems typically diverge from the Anglo-
American approach by virtue of their Board structure, stakeholder inclusion and
the more prominent role of regulation. The Anglo-American system is defined by
the reliance on the market to control, (or “discipline”) corporations’ inefficient
management by the threat of merger or takeover by competitors (Weimar and
Pape, 1999, p.155). In a modern context, one consequence of high-profile
corporate governance failures is the increasingly prominent role of governance
measurement and ratings systems (Strenger, 2004, Tsipouri and Xanthakis,
2004). They are a means of measuring the effectiveness of, not only corporate

performance, but director effectiveness and management performance. In turn,

this information 1s used to inform shareholder and (the more powerful)

institutional 1nvestors, in making voting decisions and appropriate representation

at Annual General Meetings. Such developments are illustrative of the drive for
accountability and transparency, the evidence of which is an indication of good

governance practice (Gray, 1992, Strenger, 2004).

Traditional debate has focussed on the appropriateness of governance

arrangements within the organisation. These arrangements take various forms,

dependent on the degree of shareholder / stakeholder orientation within the firm.
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The theories alluded to above generally adopt the premise of the corporation as a
private entity. However, the role of corporations in society is also of importance,
and it is here that a distinction is drawn between concepts of the corporation and
gsovernance theories (Carroll, 1979, Preston, 1975, Shrivastava, 1995). The
agency theory and transaction-cost economics perspectives take the shareholder

primacy stance, and vindicate the role of the external market to control, regulate
and discipline inefficiencies. This contrasts with the social institution view of the
corporation, which posits the idea of the organisation as a social entity. Rather
than focusing on profit and ‘optimal efficiencies’, there is a prominent holistic
view of governance which involves the recognition and inclusion of
stakeholders. This 1s not wholly dissimilar from alternative models of corporate

governance, such as the Japanese model, which are markedly different from the

Anglo-American model (Blair, 1995).

The following section analyses the historical and contemporary status of these
three theories of corporate governance from the Anglo-American perspective. It

discusses the appropriateness of this research and the implications of it for the

monitoring of governance performance in corporate, non-profit and more

relevantly social enterprises.
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2.2.1 AGENCY THEORY

There are a number of diverse theoretical strands that make use of agency theory.
These range from economics, to political theory and marketing (Eisenhardt,
1989). Agency theory “...1dentifies the agency relationship where one party, the
principal, delegates work to another party, the agent.” (Mallin, 2004, p. 10). It 1s
in this sense that agency theory applies to corporate governance. The ‘principals’
are the legal-entitled beneficiaries of corporate activity in their role as
shareholders. The shareholders delegate power to the agent, the corporation’s
management, for control of the corporation's financial, physical or human
resource assets. They delegate this power to managers to run the company in the
interest of the principal and optimise the productivity and profitability of the
firm. This principal-agent relationship is central to agency theory, as is the
metaphor of a contract to analyse it (Eisenhardt, 1989, Jensen and Meckling,

1976). The next section traces the development of the key concepts forming the
basis of agency theory, which is fundamental to the predominant ‘principal-

agent’ governance model (Letza, Sun and Kirkbride, 2004).

2.2.1.1 DIVORCE OF OWNERSHIP AND CONTROL

A seminal work by Berle and Means (1932) provides the theoretical
underpinning for, what became, agency theory. In this work, they proposed the
concept of the divorce of ownership and control. The historical context of this

work is that, around the time of its publication, the United States had just
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experienced the stock market crash of 1929, following a decade of industrial
growth (Kristie, 1997). Historically, investors were the key resource for the
growth of the corporation, via the influx of capital from purchase and trade of
company shares. Over time the requirement for large inputs of fresh capital from

investors diminish as the corporation seeks other avenues for raising capital

(Grant, 2003).

Their predominant assertion was that as the number of shareholders in a

corporation Increases and this group becomes geographically dispersed, the
ability for shareholders to exert control over the running of the corporation

diminishes. In turn, the locus of control shifts towards management, lessening the
oversight and control shareholders have over corporate performance. This poses

a problem for the investor, whether it would be in their interests at all to invest
given the requirement for a preferential return on their investment, managed by
individuals they have limited control over. This is the primary, delegated,

responsibility of the Board of directors.

An 1mplication of this scenario is that directors, whose duty to shareholders 1s to

oversee the strategic direction of the corporation, are less likely to be held
accountable for poor corporate performance (Aguilera, 2005, Huse, 2005,

Roberts, 2001, Roberts, McNulty and Stiles, 2005). The role of directors 1s
integral in what amounts to a governance triumvirate. As Mace (1972, p.38)
explains: “Management manages the company, and Board members serve as

sources of advice and counsel to the management.” The role of director has been
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subject to controversy, notably for claims of excessive director remuneration, the
effectiveness of directors and the presence of independent, non-executive
directors (Baysinger and Butler, 1985, Conyon, Gregg and Machin, 19935, Estes,
1973, Mace, 1972). Without effective means of controlling the level of residual
managerial power over corporate resources, shareholders have a reduced

influence over the control of the corporation. Therefore, examination of the role
of directors in the governance of organisations focuses on the areas outlined

above. The directors, and the expectations associated with their role and

performance by various parties, have a central place in the theory.

The key aspect of research in this area is the pressure to ensure that principal
interests in an organisation’s performance are protected. This results in seeking

an optimal and workable solution that enables such protection of interests but
also ensures that directors are properly remunerated and accountable (McNulty,

Roberts and Stiles, 2003, Short, Keasey, Hull and Wright, 2005, Spira, 2001,

Weir and Laing, 2001). In so doing, the process of governance can be seen to

have integrity and maintain its legitimacy to internal actors and externally to key

groups in society. The appropriateness of such a solution is the focus of ongoing

debate on the corporate social responsibilities of corporations (Guay, Doh and

Sinclair, 2004, Husted, 2003).
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2.2.1.2 THE AGENCY PROBLEM

Agency theory 1s concerned with remedying the ‘agency problem’ and this is
defined as “...(a) conflict of interest, involving members of the organisation -
these might be owners, managers, workers or consumers.” (Hart, 1995, p.678).
Building on the divorce of ownership and control concept, agency theory deals
with the management of the principal-agent relationship, as a way of
marginalising the agency problem. The role of contracts between parties is the
device for ensuring manager and shareholder interests are aligned leading to the
conceptualisation of the corporation as a ‘nexus of contracts’. In doing so,
agency theory deals with the reduction of ‘agency costs’, which are costs
“...resulting from managers misusing their position, as well as the costs of
monitoring and disciplining them to try and prevent abuse” (Blair, 19935, p. 97).

This issue of managerial self-interest, and the means of regulating behaviour and

attitude towards risk, 1s the dominant theme 1n agency theory.

The means for achieving the required incentive and control structure to regulate
the agency problem is conceptualised by the setting of contracts. Jensen and

Meckling (1976, p. 310, italics in original) considered firms as “...legal fictions

which serve as a nexus for a set of contracting relationships among individuals”.
They used an analysis of agency costs and the diffusion of the shareholder base

to question the prevalence of a corporate form where investors bear the residual
risk for their investments. In turn, this investment is entrusted to a management

who are prone to self-interest, rather than delivering a maximised return.
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Shleifer & Vishny (1997) outlined the difficulties encountered when proposing
remedial action in instances of managerial abuse of power. They highlight the
intractable problem of a wholly prescriptive contract to govern managerial
behaviour. Such problems are exacerbated by an unpredictable set of future

circumstances and the expert judgement offered by managers in their role in the

organisation. Their discussion centres on the locus of control between managers

and financiers, determining that control is often skewed towards managers. This,

in part, is as a result of the dilution of share ownership where shareholders

cannot exert viable individual influence on and regulation of managerial activity.
This scenario is further complicated by the myriad ways managers can use their
residual power of control to utilise funds for personal interest, rather than optimal

corporate benefit.

They conclude that, though the agency problem is serious, there are several
mechanisms which serve to protect providers of finance. Foremost is legal
protection for this (often disparate) group, as well as large shareholding groups,
as a “...nearly universal method of control that helps investors get their money

back.” (p. 774). They recognise that these methods do not satisfy the agency

problem. They contend that further questions remain to be answered before a
suitable approach can be accepted as a deterrent to managerial control of power.
Highly incentivised contracts are proposed as one method of preventing
misappropriation of wealth away from investors. However, whilst

acknowledging the central role of law in corporate governance, they question the
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role of political (as well as economic) forces in the progression of efficient

corporate governance systems.

An important feature in a dynamic governance environment is the role of
institutional investors. These entities concentrate power through the control of

large portions of corporate shares, and as such have potentially great influence in

the shareholder-side control of the corporation (Davis, 2002).

2.2.2 TRANSACTION-COST ECONOMICS

Transaction-cost economics (TCE) asserts the firm as governance structure, as an

alternative interpretation of the nexus of contracts view (Mallin, 2004). Initial to

its development was work by Coase (1937) and the ‘theory of the firm’ concept,
though other contributors include Hayek (1945), Simon (1985) and North and
Davis (1971). Therefore, rather than being a theory of economics per se, 1t has
developed from a variety of origins, from organisational theory and sociology to
law. Later work in institutional economics, for example by Williamson (1979, ,

1984) provided further development of the new institutional conception. The

essence of this theory is to examine the unit of ‘transactions’ rather than
contracts, TCE readily acknowledges the incompleteness of contracting, hence
supporting the governance structure rather than nexus of contracting. The
structure intends to mitigate against incomplete contracting, by way of

minimising inefficiencies of transactions made by a firm. Transactions occur as
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a result of the firm’s activities, for example with suppliers in the intermediate-
product market. The efficient firm will transact internally, until the firm grows to
such a size where equilibrium cannot be maintained. In the event of this,
transactions are more favourable externally, and this can be used to explain the
rise of large and multi-national corporations (Coase, 1937). Where raising

internal capital 1s no longer a feasible (efficient) option for the firm, then external
sources are sought 1n order for the corporation to remain viable and competitive.

These transactions are examined according to three main qualities: there

frequency, the risks incumbent upon them, and the assets to which they apply
(Williamson, 1998). Governance then, 1s concerned with the structures in place

to minimise the risk associated with transactions, factored by the value of the

assets to which they apply. The better the structure is at managing transactions,

the better it 1s likely to perform on a cost-transaction basis.

Within the governance structure, activity is moderated by the Board of directors,
whose role remains one of control. The primacy of governance structure 1s what
Williamson (1998, p. 26) refers to “the play of the game”: the on-going

management of the firm and control of sub-Board level actors.

TCE shares many common elements with agency theory, and primarily
adopts a shareholder perspective (though allusion to stakeholder involvement at
Board level 1s made in Williamson, 1984). Both agency theory and TCE focus on
efficiencies of the corporation, the need to regulate management that in effect
control the corporation, and the important role of contracting. Similarly, both

face criticism by focussing too narrowly on creating efficiencies and the
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provision of shareholder value, rather than a broader consideration of corporate

impact on stakeholders. Furthermore, both theories have an empathetic view of
the corporation, with little scope for applicability to other organisational forms.
Conceptually, both agency theory and TCE are concerned with the corporation in
its private form, pertaining to ownership rights and the effective role of the

market in moderating managerial activity. This contrasts with the subsequent
section, which examines the origins and implications of the social institution

conception of the corporation, and alternative theories of governance (Parkinson,

2003).

2.2.3 STAKEHOLDER THEORY

The third corporate governance theory under examination is stakeholder theory.
This approach to governance departs from the neoclassical view of the firm, and
has origins in organisation theory (Argandona, 1998). Stakeholders are defined
by Freeman and Reed (1983, p. 91) as: “Any identifiable group or individual
who can affect the achievement of an organisation’s objectives, or who 1s

affected by the achievement of an organisation’s objectives”. This definition

encapsulates the broad sense with which the term is applied, though Freeman
proposed a narrower definition, which highlights the role of such groups in the
continual survival of the organisation. The stakeholder concept has become
synonymous with the recognition of a range of groups, and also with a more

holistic approach to business: for example, it is central in corporate social
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responsibility research (Carroll, 1979, Carroll, 1999, Preston, 1975). In terms of
corporate governance, 1t provides the basis for the stakeholder governance model
(Campbell, 1997, Daniels, 1993, Donaldson and Preston, 1995, Kakabadse and
Kakabadse, 2003, Slinger, 1999). The stakeholder theory of governance

contrasts to the previous theories discussed above, primarily due to the difference

in conception of the corporation. As Parkinson (2003) makes explicit, the
stakeholder perspective of the corporation is that of a social institution, rather
than a private entity. This view recognises the broad influence of corporations in

society, and vice versa. This has implications for the way that these organisations

are governed.

In examination of the nature of trusteeship inferred on managers of the
corporation, Dodd (1932, p.1149) underlined the challenges that faced the
corporation given the legal and economic context of the time. He maintained that
corporations had a *social service” as well as a profit-making one, and that it 1s
only the law that allows business to serve society, rather than make profit. Dodd
advocated business as a profession (as opposed to trade) and indicated that

manager-owned business were more likely to uphold moral conventions and also
be more responsive to public opinion (which at one stage, he asserts, eventually

becomes law).

Favouring self-regulation over Government interference, Dodd claimed that

corporations, who did not adopt a positive stance towards their social role, would

be forced to do so by competitive forces. The historical context is crucial to
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Dodd’s line of reasoning, given the proximity of the Depression, and the
favourable legislative conditions for corporations. These conditions had allowed
them to accumulate wealth and face no impecunious legal provisions that would

unfairly hinder their wealth creation function.

As Millon (1990, p. 216) notes, Dodd “...demonstrated how the natural (social)
entity idea could provide a basis for corporate social responsibility.” Using the

entity concept as a starting point, Dodd argued that as corporations were bound

by the same legal restraints as an individual, so they should be expected to
perform the same moral obligations to society as individuals. Therefore, rather
than managers acting as agents to shareholders, they serve to represent the
corporate entity, and owe a duty to other citizens in a way that does not

compromise moral obligations for profit maximisation.

One of the crucial features of the stakeholder theory of governance is the
assertion that corporations have a moral duty to a range of groups. In this view
the moral duty of the corporation is central to the legitimacy of corporate activity

and existence. This element of stakeholder theory of governance has also become

part of the problem. The reason for this is that there is debate over the proper,
normative foundation of stakeholder theory. Argandona (1998), for example,

persuasively claims that stakeholder theory lacks a solid foundation, and attempts
to provide one by linking 1t with the theory of the ‘common good’. The common
good is that good which benefits or ‘perfects’ all of those members of a given

society. The fulfilment of individual goals is secondary to the primacy of the
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common good; private good 1s not excluded, only where it is to the detriment of

the common good.

For others, such as Campbell (1997), the matter is best seen in a pragmatic way.
The stakeholder view 1s a common sense way to view the firm and that it makes

good business sense to imbue a feeling of purpose in corporate activity that 1s

relevant to the range of stakeholders that depend on the organisation.

Donaldson and Preston (1995) examined three commonly described bases of
stakeholder theory, descriptive, instrumental and normative. They propose four
theses, asserting the descriptive and instrumental value of stakeholder theory, yet

most importantly the fundamental normative basis and its managerial nature.

The descriptive element relates to how stakeholder theory is described in reality,
and how its descriptive application is evidenced by empirical studies.
Instrumental centres open the role of proposed actions, and then how they relate
to the achievement of corporate objectives. The normative foundation of

stakeholder theory represents its moral core. The emphasis is on the decisions the

managers ought to make, based on moral correctness and moral duties to

stakeholder constituencies. They contend that agency theory is descriptively
inaccurate and normatively unacceptable. Furthermore, the concept of property
rights can be applied to legitimise stakeholder theory, as well as to invalidate it.
For example, Coase (1960) asserted the complex nature of property rights and

are intertwined with human rights. Therefore, the allocation of property rights
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amongst stakeholders, and the level of power managers have in making decisions
to asset “distributive justice”, has relevance to stakeholder theory (Donaldson
and Preston, 1993, p. 84). A complex view of property rights invites support
from utilitarianism, social contract and libertarianism, and can be used to

interpret stakeholder property claims on the basis of “...need, ability, effort and

mutual agreement.” (1bid). They claim that no single theory of distributive justice
is appropriate, which supports the use of a pluralistic theory of distribute justice.

This allows for an “explicit” link between property rights and stakeholder theory.

By establishing a link between a pluralistic theory of property rights and
stakeholder theory justifies and legitimises the normative rights of stakeholders

in corporate governance.

Gibson (2000) argues that instrumental stakeholder theory is amoral. According

to Donaldson and Preston (1995) the instrumental basis of stakeholder theory
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