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Abstract: Over four decades, research and poligg beeated layers of understandings in the
guest for “good” corporate governance. The cormoeatesses of the 1970s sparked a
search for market mechanisms and disclosure to emampghareholders. The UK-focused
problems of the 1990s prompted board-centric, &iratapproaches, while the fall of Enron
and many other companies in the early 2000s heigbdtemphasis on director independence
and professionalism. With the financial crisis 60Z-09, however, came a turn in some
policy approaches and in academic literature sgekidifferent way forward. This paper
explores those four phases and the discourse eaetogs and then links each to
assumptions about accountability and cognitioneAffite financial crisis came pointers n
policy and practice away from narrow, rationalistgeriptions and toward what the
philosopher Stephen Toulmin calls “reasonablengssknowledging that heightens
awareness of complexity and interdependence inocat® governance practice. The paper
then articulates a research agenda concerning“vdzestonable” corporate governance might
entail.
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Introduction

Four decades have passed since the seminal papéensgn and Meckling (1976)
established the field we know as corporate govexmaA quarter of a century has passed
since Cadbury (1992) published the report and tloaiebecame the benchmark for the field,
in Britain and many countries around the world. €Rplosion of research and policymaking

that took developed during that period has providedealth of insights about boards of
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directors, institutional investors, and the rolesttcodes of conduct, corporate disclosure and
transparency play in the functioning of equity talpimarkets and strategic leadership.
Practice has changed, too. Boards arguably now \Wwarller than ever before. Disclosure
rules give investors more information on the inwerkings of the companies in which they
invest. And waves of changes to voting arrangeméatge left investors more able to
intervene when and even before things go wrong. yatd..

During those 40 years, and especially during thet B6, we have witnessed an
intensification of the misdemeanors and malfeasdnaeinitially prompted concern about
the state of corporate governance. And despitesite research and policy consultation
processes, some scholars maintain “we still knovy \itle about corporate governance”
(Ahrens, Filatotchev, & Thomsen, 2011, p. 312).

This paper attempts to give a new shape to th&t dhaunderstanding. It provides a
framework for different themes in the literaturatttinks to key, field-configuring events
(Lampel & Meyer, 2008; Oliver & Montgomery, 2008) the approaches to concerns that
have arisen and evolved over those 40 years, toeptmalizations of cognition, and to the
philosophical stances they imply. This analysiscdbss development from understandings
rooted in rational-actor models associated withitposm and neo-classical economics, in
the bounded rationality of in behavioral economi¢Simon, 1978), or notions
“reasonableness” (Toulmin, 2001, 2003), and thgmetism to which they point.

This framework helps, first, to categorize the rlitere and practices of corporate
governance, drawing attention to the insights tb#fgr and the blind spots they entalil.
Second, the evolution of theory and practice sugges growing appreciation of the
complexity of the field, which has confounded tlearsh for solutions and which points to

the need to approach further study from two difiéreantage points: a) empirically, the
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need to contain complexity by focusing attention warower understandings of the
problem; and b) normatively, to avoid easy presiis and encourage experimentation.

This paper is structured as follows. We look fasthe historical context, including both
market-related developments and institutional @yeaments that applied during four periods
of time when crises provoked concern and even getoaer the failings of directors and the
failures of corporations that had wide and growsignificance for society at large. We turn
then to scholarly studies and policy approaches hlage developed as a result of these
crises.

This literature fits less than perfectly to the @¢imeriods in question, because ideas
persist beyond the events that generated themhemdinfluence future events. Nonetheless
the themes in the literature link to the field-agnfing events through sharing assumptions
and developing a discourse about the nature okpaftlaccountability and the cognition of
actors in the fields.

That points us towards distinctions that lead uslogically from the simple to the
complex, normatively from the positive to the pragim, and epistemologically from the
rational to what Toulmin (2001) calls reasonablen@$e paper then provides a discussion
of the implications for future research and poldiyection that might lead us towards a

concept of “reasonably” good corporate governance.

Forty years of corporate governance

Concerns about what we now call corporate govemdmave roots in the writings by
Adam Smith (1759/1984, 1776/1904) and th& 2@ntury elaboration by Adolf Berle and
Gardiner Means (Berle, 1931; Berle & Means, 19321)9Both phases of attention arose
from crises that endangered the system of producaitd society at large, though neither
generated directly a field of study bringing togetthe complex interaction of corporations,

investors, and more peripheral actors affectechbydecisions they make.
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That began to change, however, in the second Halheo 20" century, as renewed
prosperity after the Second World War created gngwsavings that fueled the birth of
collective investments. It happened first in theiteh States and then elsewhere, in
particular through pensions and mutual funds. Titieudation of modern portfolio theory
(Markowitz, 1952) and the efficient market hypoikse¢Fama, 1970) gave theoretical
justification for these new market structures. Tevelopment and then growth of these
institutional investors ameliorated the distanca Berle and Means (1932/1991) identified
between corporate managers and individual investpening avenues for power to shift
from the former to the latter, leading ultimatety what came to be called a market for

corporate control (Manne, 1965), later embodieplalicy directions in many jurisdictions.

Investor power in the early 1970s

Following the go-go years of the 1960s (Brooks,3)9the US economy gave way in
the early 1970s to the supposed economic impoisgibil stagflation, when high inflation
accompanied a long period of slow growth. Followangadical rise in oil prices, corporate
earnings stagnated and with them the Dow JonesindluAverage and wider stock market
measures. Growing power of investors and poor catpoperformance led to renewed
concern about the problem identified in Berle andakk (1932/1991), but this time in a
market and institutional context better able toradd it. Jensen and Meckling (1976) thus
articulated in theory the agency problem, whichtedew market structures, incentives, and
institutional measures—including enhanced finandistlosure, tougher audit requirements,
and shareholder rights—to align executive behawitr shareholder interests.

With assumptions of Bomo economicudrosenberg, 1979), the almost-mechanical self-
servingly rational social actor, agency theory lkewkfor mechanismsof corporate
governance that might prevent self-interest frontcobgng uncontrolled. Among those

mechanisms: Stock options provided an incentive ¢bald direct the interests of directors
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toward shareholder needs. Stronger voting rightse gahareholders the power to enforce
those mechanisms. Moreover, transparency—throwagh dlow statements and more
granular profit and loss accounts, product and gg@uc reports, and clarity about
categories of assets and liabilities—reduced tHernmation asymmetries that privileged

insiders and impeded shareholders from using fwier.

Malfeasance in the early 1990s

In scholarship as well as in practice, the phenamenf reckless, self-interested
corporate executives was seen as largely a USicesdue. But the early 1990s brought a
string a corporate collapses in Britain, includ®@giorall, Polly Peck, the Bank of Credit and
Commerce International, and two large listed congmamontrolled by Robert Maxwell.
Together with memories of less dramatic problendutiing those in the 1980s at IBH
Holding and Schroeder Minchmeyer Hengst in Westrfaay, and the 1977 Chiasso affair
at Credit Suisse in Switzerland, corporate goveragroblems no longer seemed confined
to US practice.

Institutional change came in the form of the CagiliReport and Code (1992) in the UK
and parallel developments in many countries aradisedworld, notably including France,
Belgium, South Africa, and Australia, and new l&gisn on company law in Germany.
These reforms sought many structural changes tadbad directors. In a recommendation
widely copied elsewhere, Cadbury urged the seperatf the roles of chairman and chief
executive so that no one individual would have attd@red power” in the boardroom. Others
included new board committees to consider auditpinations, and executive pay, and an
emphasis on outside, non-executive directors, Wiéhgoal of heading off future crises by
nipping excess in the bud. These largely structahainges limited the power of the chief

executive with the aim of reducing agency problgiderdberg & McNulty, 2013). The
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emphasis on non-executives also highlighted conabout the independence of boards, a

concern that would loom particularly large in segkiemedies that followed the next crisis.

The dot-com bubble, Enron, WorldCom, Arthur Anderseand ...

The problems in the real economy proved too greatither the US solutions—with
their focus on shareholder value and stock opttonalign the interests of managers with
shareholders—or those elsewhere, with new powerengio boards and the non-executive
directors. Using options to keep managers attuwmedhtreholder interests had perverse
effects (Economist, 2004; Matsumura & Jae Yong520Reform to board structures did not
halt willful executives.

In early 2000, scores of companies associated thithnew economy of the internet
collapsed, leading in some countries to the collapisstock markets devoted to their new
industrial revolution (Audretsch & Lehmann, 200&]152006).

Enron, an old-economy, oil-and-gas company, had edowmto derivatives trading,
became one of the world’s most admired firms, deah tfailed spectacularly. Encouraged by
its auditors, Arthur Andersen, it had made liberse of illegal, off-balance-sheet accounting
devices to inflate its market value, as well asclstomptions rewarding share-price
performance to enrich its managers (Deakin & Komzein, 2004; Nordberg, 2008).

Other companies associated with Andersen soon ele\as well. They included the
telecommunications giant WorldCom, which suddemlysa from nowhere through the use
of the market for corporate control and the powgiken to corporate raiders under the
mechanisms invented in the 1970s to “solve” thenag@roblem.

But this was not entirely a US phenomenon. AholthefNetherlands, Parmalat in Italy,
and HIH Holdings in Australia all collapsed unddegations of false accounting or fraud.
The policy response was new legislation — e.g. &ab-Oxley Act (Library of Congress,

2002) in the US — and new codes of conduct liksehof the German Cromme Commission

Philosophy of Management conference, St. Louis Page 6



Nordberg ‘Reasonably’ good corporate governance

(2002/2007) and the Higgs Review (2003) in the UKthe US, Nasdag and the New York
Stock Exchange adopted listing rules that echoedesof the provisions of Cadbury
(Nordberg, 2011).

As well as retaining much of the institutional agaments of prior generations of
corporate governance measures, these initiativasegl even greater emphasis on the
independence and professionalism of the non-execulirectors. They also concentrated
more structural power in the board committees ttatrolled. Surely, this would prevent a

recurrence of the problems of agency and manage«cass.

The financial crisis, 2007-09

The early indications of the next crisis came ingAst 2007, when liquidity problems
caused the near collapse of two German banks mhatted heavily in mortgage-backed
securities and derivatives issued by US banks.t§hbereafter, Northern Rock in the UK
imploded, from largely home-grown causes. Earl\2008 the US investment bank Bear
Stearns had to be rescued. Then, in September,dreBmothers wasn’t rescued, setting off
a chain reaction that brought the global bankirdustry and much of the insurance system
perilously close to the brink.

The policy response was immediate but with somexpeaed twists. In the US, the
Dodd-Frank Act (Library of Congress, 2010) heigleidisclosure and investor scrutiny and
gave further powers to large shareholders in thma fof the ability to nominate directors and
challenge management. From many other parts oftilel came a policy drive for investor
stewardship, that is, an emphasis on active owigrtused on the long term success of
the companies in which they invest. These incluaegtewardship Code in the UK (FRC,
2010b), similar initiatives in France, Germany/yitdapan, and elsewhere, and a revision to
company law across the European Union (2016). Tibi® emphasis suggested growing

conviction that the “solution” to corporate govemoa problems might lie with shifting
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investor focus (Chiu, 2012) and market structueeg.(Kay, 2012) to enhance long-term
considerations, even as other voices were skeigeth measure would have the desired

effects (Cheffins, 2010; Reisberg, 2015).

Scholarly studies and policy directions

These four episodes, growing in intensity and domaact, point to failings in policy,
to deficits in scholarly attention to the evaluatf the antecedents of corporate governance
problems, and to perhaps to a lack of attentiamatare of them. Ahrens et al. (2011, p. 312)
provide a critique of research that has faileddtaldish, for example, “specific ownership,
board or incentive structures lead to better ecangmerformance” or “conditions—e.g.,
firm size, industry, age—under which they generkdbd to better results”.

Economic performance modeling failed to anticiptte risks. Research on executive
pay provided normative recommendations that exatedbthe problem. Research and
policy pushed for greater board independence anéegsionalism, often at the cost of
industry expertise and market knowledge.

Ahrens et al. (2011) go on to recommend refocusegparch in several different
directions: a) new measures of corporate performancunderstanding the impact of large
events, ¢) economic competence of key actors omdboand among investors, d) how
governance is practiced, e) differing national emtg and institutional systems, and f)
attention to the multiplicity of problematic agenoglationships in the investment supply
chain, not just in the shareholder-manager dyadsé&lapproaches, however, concern largely
operational issues in corporate governance rathen the underlying conceptual and
philosophical premises upon which they rest.

Reading the literature against the timeline ofi@ltincidents suggests another avenue
of approach, which the balance of this paper sémlksticulate. It is one that examines the

assumptions behind the key analyses and policgthres that sought to explain the crises in
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corporate governance. These assumptions arisesatwosdimensions, accountability and
cognition, and are underpinned by philosophicahsta that determine both their value and
their shortcomings (see Table 1). We start withiscubsion of the discourse that arose

during and developed after each of these four gerad crisis.

Discourses of governance and their assumptions

The groundbreaking analysis of Jensen and Meck(it@76) led to voluminous
scholarly and commercial research to identify datrens between various variables of
“good” governance (Agrawal & Knoeber, 1996; Boy®@9%; Carpenter & Golden, 1997;
Dalton, Daily, Ellstrand, & Johnson, 1998; Fama8@9Gomez-Mejia, Tosi, & Hinkin,
1987). Indeed, the language of the scholarshippemidy discussion alike invoked market
mechanisms, prices, incentives, and other aspkatsevoke neo-classical economics and
suggests a mentality of governahatepped in shareholder value maximization and the
emerging measurements of total shareholder reRepaport, 1981, 1986).

But the picture that emerged from empirical studveas nuanced. For example,
Hermalin and Weisbach (1991) found that board casitipm moderated the effect of stock
options on corporate performance. It suggestedssitiean-automatic link between equity
incentives and outcomes, thereby questioning tlggegeto which stock options can align
managers’ and shareholders’ interests. Tosi, WerKatz, and Gomez-Mejia (2000)
conducted a meta-analysis of executive pay andocaig performance that found the only
5% of the variation in pay in US companies was tegderformance.

In the crisis in the UK in early 1990s, the probteamtailed by this discourse of market
mechanisms were becoming apparent. In their asabfdgihe language changes in the main
version of the UK code, Nordberg and McNulty (20id)ntify in Cadbury (1992) a strong

emphasis on language concern structure: Good @iggovernance, now seen as involving
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specialized committees and the separation of pawire boardroom, provided a “buttress”
against the agency problem. But again, empiriaadlies raised doubts about whether this
was too simple an approach for a complex problemn.eikample, a meta-review by Dalton
et al. (1998) found only weak support for a linkvibeen two mechanisms of corporate
governance (board composition and leadership streicboth advocated in the Cadbury
reforms) and firm performance. Still the discourdeshareholder value supported by a
structural approach to achieve good governanceéssted in financial-economic studies,
legal arguments, and accounting-led analyses dfelte

By the time of the dot-com crisis and then Enrdepsicism about shareholder value
was growing, however. Jensen (2001) had begunvtikethe concept of “enlightened value
maximization,” which, while rooted in the discourst shareholder value, also opened a
channel toward an instrumental form of stakeholdeentation. It provided reasons,
however tentative, to consider interests beyondsdahof investors (cf. Letza, Sun, &
Kirkbride, 2004).

The collapse of Enron brought a shift that createdther layer in the discourse. That
case (and the many others like it) illustrated pleeverse effects of using options to align
executive pay with investor interests. That caswl (some others like it) raised questions
whether board structure and the remedies it plesgnvere adequate (Aguilera, Filatotchev,
Gospel, & Jackson, 2008; Arena & Braga-Alves, 20I3jis time new remedies led to a
new discourse concerned with the need for boarépeddence (Nordberg & McNulty,
2013), a professional state of mind that policy gtduto embody through identifiable
characteristics of directors. We see such a pdéingscape in the US (Breeden, 2003) and
the UK (Higgs, 2003), in outside, non-executiveediors without commercial or personal
ties to executives, and in having directors deenme&pendent control board processes

concerning audit, nominations and pay.
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There was in the literature already reason to by whexpecting an easy solution from
this version of a rationalist, positivist directiowestphal (1998), for example, provided
evidence that when facing greater board indepem]ed@EOs engaged in higher levels of
ingratiation and persuasion to neutralize the ¢dfet the supposed stronger monitoring. The
scholars who conducted qualitative research forHiggs Review of the role of UK non-
executive directors (McNulty, Roberts, & Stiles,03), later raised doubts whether the
mechanisms in Higgs (2003) would be adequate. Tumgtioned whether understandings
about monitoring and control based in agency theorthose about the service function of
directors based in stewardship theory adequatdlgcted the complex lived experience of
directors (Roberts, McNulty, & Stiles, 2005).

Scholarship in corporate governance then addedhanddayer of concern, opening a
stream of work called “behavioral governance” (Cbaux, 2005; Gabrielsson & Huse,
2004; Marnet, 2005; Pye, 2004; van Ees, van den,&Postma, 2008). This literature
studies the actions of directors and boards, ceghiof the limitation of a rationalist
approach and drawing upon the concept of boundszhedity (Simon, 1955) that informs
behavioral economics.

With the financial crisis on 2007-09 and the rasglteconomic malaise came another
turn in policy prescriptions and the search fordjgovernance. The renamed UK Corporate
Governance Code (FRC, 2010a), drafted in the wdkthe crisis, sought to develop a
discourse about the need for strong relationshygbjn linked the boardroom and between
boards and investors (Nordberg & McNulty, 2013).eTboncurrent initiative of UK
Stewardship Code (FRC, 2010b) urged investors tmrhe active owners, engaging in
dialogue to develop mutual understanding (McNultyN&rdberg, 2016). This approach
chimed with literature describing governance basedelationships rather than mechanisms

(Fairbrass & Zueva-Owens, 2012; Goergen, Mallintléfon-Kelly, Al-Hawamdeh, & Chiu,
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2010), and echoing themes in family-led governgKee& Liu, 2016) and in other privately
held firms (Uhlaner, Floren, & Geerlings, 2007).

The four phases of corporate governance problemlsigs, and discourse are not
entirely discrete in time or substance. Mechanideaure in all of them, and agency
concerns have not disappeared even as evidencenbasted of the limitations in its
explanations of the work of boards, directors, amestors. Talk of market mechanisms in
the early literature was not replaced by structacaicerns post-Cadbury or the discourse of
board independence post-Enron. Indeed, examinafidhe version of the UK Corporate
Governance Code as re-formulated after the fin&mcisis shows each discourse layered
upon the next (Nordberg & McNulty, 2013).

These four, overlapping phases seem to be basediffament understandings of
accountability and different assumptions aboutaieand investor cognition, which point
toward different philosophical stances of what ¢ibmes “good” governance. We turn next

to accountability, then cognition, as they appearalicy and the literature (see Table 2).

Accountability

Accountability looms large in the corporate govews literature and practice, though
with contested meanings. Mulgan (2000, p. 555)scdllan “ever-expanding” concept.
Jensen and Meckling (1976) do not use the termciiirebut they speak about the
“accounting reports” as a means for shareholdeds @aditors to monitor managers. In
Cadbury (1992), the section heading labeled “Actahility of Boards to Shareholders”
makes clear its understanding of the direction gumghose of accountability. Accountability
here is collective (the board) and upwards, to stwmes.

Following the crises at Enron, WorldCom and othérs, Sarbanes-Oxley Act (Library
of Congress, 2002) required CEOs and CFOs pergaadittest to the accuracy of financial

statements. The Breeden Report (2003), howeverhasiged the need for individual
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accountability of the CEO to the board as a medmanto restore investor trust in
corporations. The increased emphasis on directtgp@ndence and professionalism points
toward executive accountability not just hieraralic to shareholders, but also
hierarchically within the board.

After the financial crisis, however, the new versiof the UK Corporate Governance
Code (FRC, 2010a) discussed accountability onlyather general terms. It urged annual
election of directors as a means of achieving aatadnility, but without directly mentioning
shareholders in the section. Its title is simplyctauntability,” leaving “shareholders” out.
In the code’s opening passages, accountabilitylasger, less articulated concept, one of the
principles of good governance. The accompanyingStivardship Code (FRC, 2010b) uses
the term only once, and in relation to the accduhitg of institutional investors to their
beneficiaries.

This shift in the tone of policy documents suggeatsgrowing acceptance that
accountability is a more complex concept, as acaddimcussion had begun to reflect. Even
before Cadbury, Roberts (1991) wrote of accountgbds a multi-dimensional concept,
elaborating it as having vertical (“individualizifl)g and horizontal (“socializing”)
dimensions (see also Roberts, 2001). The formenpgrsonal and controlling, as the board
monitors the CEO and shareholders the board. Titer,ldy contrast, is personal, face-to-
face, and supporting. He argues that in corporatermance both are needed.

This view widens in the aftermath of Enron, in uggestion that the lived experience
of directors involves a complex dynamic betweereators’ control and service functions
(Roberts et al.,, 2005), rather than the two discretes often cited in the corporate
governance literature. It chimes with the viewsBuatler (2005) of accountability as a

relational concept, in and Painter-Morland (2006pae in boardrooms and between boards
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and other constituencies based not on mechaniseenrfol and sanction but instead on the
human interaction of directors as moral agents.

This view takes the concept of accountability fanf the idea that corporate disclosure
to enable shareholder activism in the narrow fofrepsodic, change-seeking behavior (for
a discussion, see McNulty & Nordberg, 2016), antgmaltely the market for corporate
control. It also leads us to consider what cogaitsssumptions underpin the four strands of

thought in corporate governance practice and tileea

Cognition

The approach to corporate governance developeehsed and Meckling (1976) and the
policy, research, and practice they engenderedvaessaorporate managers and directors are
self-interested, rational actors, weighing up coatsl benefits to themselvesiomo
economicugRosenberg, 1979). Here the actor is the individuat a collective agent. It was
a perspective used to simplify economic models@aralchallenged from the outset and with
new intensity following the financial crisis (Zadiski, 2014).

Rational choice coupled with notions of efficientankets, in which all relevant
information is widely and freely available (Fam&70), pointed toward a mechanistic
approach to corporate governance. What was needed mstitutional changes enabling
investors to overcome the information asymmetried prevent markets efficiently. They
could then judge the value of corporations and ughoincentives align managers’ self-
interest with shareholders’. But the success ofhsprescriptions rests of those twin
assumptions, each of which was challenged in thsesjuent crises and in the emerging
empirical and normative literature of boards, cogtions, and investors.

Failures of the type that led to the Cadbury Coslensed to justify concern about the

agency problem and its assumption of a rationdf;irserested CEO. The remedies it
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prescribed therefore involve an assumption of nati@ognition but one based in a growing
appreciation of the inefficiencies of markets.

Exemplified in the frantic efforts by Robert Maxwi keep his companies afloat in the
late 1980s, the all-powerful CEO could still hoodWwiinvestors owing to information
asymmetries. But in the case of Maxwell in paracuthe size of his personal shareholding
meant his self-interest was aligned well with th@denvestors, at least on the basis of
having a strong equity position. The heart of thabfem lay with his deceptive and perhaps
criminal use of the pension funds of workers toppup the share price so as to sustain debt
covenants, addressed in legislation, not the ppgsars of agency theory.

This points toward a second-level of market failtivat points up how the complexity of
investment markets prevents efforts at enhanciagsparency from making markets
efficient. In response, the structural remedie€adbury enhanced the governance function
of boards, relying less on markets and more onpibssibility of challenge in business
decision-making. Cadbury’s emphasis on separatiegroles of chairman and CEO and
emphasizing that of non-executives created annatdrierarchy that expands opportunities
for what Forbes and Milliken (1999) call cognitigenflict within the boardroom.

Board structures put in place after Cadbury lookes than sufficient when the next
crisis hit, however. Now attention focused on timeithtions of cognition, the inability of
directors to see and process all the availablernmtion and the inability of investors to
monitor the performance of the companies in whiedytinvested. This bounded rationality
recalls the premises of behavioral economics, ithédtions of rational choice theory, and
the need for a change in the expectations of winattdrs can do (Marnet, 2007).

The discourse of independence that developed Bftesn sought greater diversity of
views in the boardroom and hence cognitive conflcctaccompany the structures that

facilitated such discussions. Independence andarticplar control of key board functions
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by independent directors provided not just intemahitoring but also the power to apply
internal control.

This layering of market mechanisms, structures, inddpendence became the norm of
“good” corporate governance in the years that Wedld. When the financial crisis struck, one
response was moves to add more control, more mecharand structures of hierarchical
accountability, and seek more independence on catgboards. But another response came
in acceptance of the limitations of both cognitiand hierarchies of accountability as
controls over the complexities, the interconnecésdnof the issues facings boards and
investors.

The preface to the UK Corporate Governance Cod€(F2R10a) written in response to
the crisis claimed the code was “not a rigid setubés” and urged that “boards must think
deeply, thoroughly and on a continuing basis” wittutual respect and openness” (FRC,
2010a, p. 2). “The Code has been enduring, batnbt immutable. Its fithess for purpose in
a permanently changing economic and social buse@asonment requires its evaluation at
appropriate intervals” (FRC, 2010a, p. 1). Thesespges acknowledge, in a stronger tone
than seen elsewhere in policy frameworks of cotgogavernance, the limitations of codes
of conduct and of policy (Nordberg & McNulty, 2013)

Moreover the new UK code signaled appreciation tbagnition was not merely
bounded by the processing powers of the direciinat the environment is “permanently
changing” and the code “not immutable” suggests phactitioners recognize mutability and
contingency as inherent. This in turn suggests diractors look not for rational solutions
and ideal corporate governance, but rather forngpeeally bounded, contingent view of
what isreasonableunder the circumstances, and accept their mayasonable doubt, as

well.

Philosophy of Management conference, St. Louis Page 16



Nordberg ‘Reasonably’ good corporate governance

Philosophical stances

The narrow rationality of the early corporate gowarce prescriptions is a positivist
argument grounded ethically in utility. There isght way forward to a goal of shareholder
value, and it is one that could apply to all ecomantities if only they weren’t subject to
constraints on the mechanisms of free markeAs. the discourse shifts from efficient
markets to structure, the basis of the prescriptimecomes structural determinism, in which
social structures, rather than individual agencgtednine the path to utility. As the
discourse shifts again from structure to indepenégrationality yields to rationality-within-
limits, and the weight of governance falls on thdividual director. The director embodies
an idealist view of good governance and an ethstahce based in principles of duty, to
shareholders and the welfare of the company.

Less discussed and less well understood is nofioeasonableness and its implications
for corporate governance policy and research. g a brief recap on rational approaches
and the origins of discomfort about their implicais, we turn to discuss in greater depth the
philosophical origins of this stance and then atéite a research agenda to develop its

potential in interpreting corporate governance fica@and in policy-making.

Toward the reasonable

The notion of market efficiency developed in the5s@® assumed rational investors
would, through the wisdom of markets, find the tighice for assets, provided all relevant
information was freely and widely available (Fani®70). At the same time, however,
doubts about rationality were emerging elsewherehim literatures of economics and
epistemology. Herbert Simon wrote of rationality lasing bounded by our ability to
compute the values at stake (Simon, 1955, 195%);imsights led to a new field of

behavioral economics.
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Philosophers have long drawn a distinction betweenrational and the reasonable.
Rawls (2005, p. 48n) traces it to Kant’s distinatizetween the categorical and hypothetical
imperative in hisGroundwork (1785/1964), the former being something that deyiv
rationally at applies universally, while the latteeasoned but contingent on other
circumstances. Linking the concept of the reas@nablhis theory of justice as fairness
(Rawls, 1958, 1999), he argues reasonablenessves/oh suspension of belief in
comprehensive doctrines. Doing so makes possikleration of liberal institutions, which
accept freedom of action, rather than rule-badeaiGtsiral solutions.

However, Sen (2009) contends that Rawls’s politidekl, like his invocation of the
“original position” in his theory of justice, noretless involves a transcendental stance,
possible if not yet obtained. Sen questions whetihes possible “to identify ‘just’
institutions for a society without making them dagent upon actual behaviour” whether or
not that behavior is just or reasonable (Sen, 2p0838). That is, Rawls’s reasonableness,
like Simon’s rationality, suggests striving towanala priori truth.

The period in which Simon drew attention to boundatonality and Rawls first
articulated reasonableness in the context of gissaw other doubts about rationality
emerge, though without positing an ideal conditidie philosopher Stephen Toulmin
published the booK he Uses of Argumenin 1958 (republished 2003). In it he drew the
distinction between the formal argument familiartie abstract world of mathematics and
what he called the substantive argumentation tbasttutes discussion in the practical
world of ordinary life.

Substantive argumentation involvesckim, supported bygrounds which are then
linked by awarrant, the justification that leads us to accept théntld his approach makes
sense when the warrant itself is cl2&doreover, the more complex the field, the lessliik

that a claim and its associated warrant would batwloulmin calls “field-invariant.” With
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“field-dependent” ones, qualifications and courdkims are possible, creating ambiguity in
argumentation.

The importance of field-dependent variables is just that they limit the ability of
people to determine what is rational. They makeattggiment contingent on circumstances,
preventing actors from coming to a single ratiagallhis argument was controversial at the
time, running counter to mainstream analytic plofgsy. But it resonated with many other
thinkers, contributing to the sense of an inhemon-rationality arising in physics since
Einstein and Heisenberg and evident in the socjolbgt came to be called post-modernism.

In Cosmopolis;Toulmin (1992) traced excessive faith in ratiotyailn the modern era to
Descartes and the resulting narrow conception @nstic inquiry that followed in the
tradition he helped to establi$iReturning to these themes Return to Reaso(2001), he
argued that the best we could expect in an unceaad contingent world was that people
acted reasonably. It resonates with the contingasesyciated with the pragmatists Thomas
Dewey and William James and is central to the vafriRichard Rorty (1989).

Reasonableness is an important concept in law asdédss. Juries are asked to find
evidence of guilt “beyond reasonable doubt”. Theawof reasonableness is often linked to
the one Rawls articulated, namely that there ightriut that it is difficult to identify with
certainty. Directors, for example of corporatioreséd in Delaware and other jurisdictions
that have accepted its prevailing logic, might aalfbusiness judgment”, the rule that
prevents shareholders for using hindsight to s@dmembers when a decision goes wrong
(cf. Pearlstein, 2014; Sharfman, 2014). Insofab@siness judgment involves acceptance of
uncertainty, it is more akin to Toulmin’s view thRawls’s.

Among management theorists, Sandberg and Tsoukdd ) 2nvoke Toulmin’s doubts

about the rational in arguing for what they ternratdical” rather than “scientific”
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rationality. Theirs is a view rooted in historigaituated contingency and the rejection of
the ideal, however remote.

Rationality, associated philosophically with poggm and certainty, falters at the hurdle
of describing what happens in practice. Since Taubrearly work, the analytic philosophy
of the 1930s to 1950s has been in retreat and npoodllems (he uses the example of
medical practice) “are being handled less by $yritteoretical analysis than on a ‘case-by-
case’ basis” (Toulmin, 2001, p. 167). In the fateamplexity, of the sort of complexity that
defies calculation, multiple answers may apply he same situation, and what’'s best is
impossible to determine.

Toulmin suggests the appeal of the rational arosm fits formal, mathematical proof,
which became compelling because its abstractioneygd universality. The power of the
proof lies in its formality, that is, its separatitfom the messiness of the world. Coping with
that world, however, requires something else, vieatalls “substantive arguments,” which
involve three distinctions from formal inquiriestst, that evidence from the real world is
historical and therefore becomes dated; second,rithedl interpretations of such data are
possible; and third, that the concepts involvedhtarpretation can be ambiguous (Toulmin,
2001, pp. 20-21).

The most substantive arguments can claim “is toapednclusion ‘beyond a reasonable
doubt’ and establish the ‘strongest possible pregiam™ (Toulmin, 2001, p. 19). These
expressions are familiar in criminal law as welllas philosophical discussion that followed
his Uses of Argumerit the 1950s. This is not a relativist approaclkle¢termining the right
thing to do. It is, rather, an argument based artiegency: In these circumstances, at this

time, it is what reasonable people can agree.
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Contingency, reasonableness and trust

During the four decades of debate over corporatem@ance, corporations and their
executives and boards have been seen as seekimgjritain the discretion associated with a
managerialist warrant (i.e. managers know best usecadf informational advantages).
Competing claims came first from a warrant of shalger primacy, with roots in market
mechanisms. This approach sought to expand infwmaind reduce asymmetries, and in
extremis invoke the market for corporate controhaf¥ those claims falter after evidence of
continued malpractice, a second attempt arisegdbas structural reform and a warrant
rooted in structuralism (i.e. structures determiehavior). When those claims falter, a
professional warrant emerged based a belief thdependent agents with certain
characteristics will constrain others.

Corporate governance actors thus make competibgiastive arguments over the value
of one mechanism versus another based on diffetangns, resting on different warrants but
rooted in the same grounds: recurrent corporatéurés. In Toulmin’s terms, the
mechanisms of governance shaped in the codesjgaractd policy involve field-dependent
understandings and field-dependent warrants tedhgeting claims, sometimes articulated,
sometimes not.

Following Toulmin’s argument, rationality cannotadievith the uncertainties inherent in
complex situations, those populated with field-defsnt variables. In the case of corporate
governance reform, when that third claim faltersfoarth warrant develops, based on
reasonable people agreeing on how to respond t@learsituations, in the knowledge that
their judgment can at best be contingent. It makesassumption that accountability of what
Roberts (1991, 2001) calls the socializing varigtly lead to understanding that accepts the

contingency of decision, builds trust, and providesute to think again.
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Some ‘reasonable’ inferences for further research

This analysis points to a number of reasonableaenfges for policy and practice and a
method to focus future research. If we accept ff@milmin’s view applies in corporate
governance, then attempts to find correlations,neeausality between variables of
governance and performance are likely to be frtexfran the effort to guide corporate
decision processes.

Such relationships may, however, have predictitaevat the level of the portfolio, and
thus be of use to institutional investors, who nmmithe performance of, say, 2,000
companies to select a portfolio of, say, 500 inwesits. They are much less likely, however,
to have predictive value at the level of individdmdards and appointments of directors,
where interpersonal relations and social complegityne into play. Worse, using such
relationships as targets is likely to have pervamstomes, through managing to targets
rather than making reasonable arguments in reastetzte (cf. O'Neill, 2002).

Future research might, therefore, explore at atipetevel how corporate decisions are
made, especially in complex situations. It mighamine in what way rational decision
processes (e.g. calculations of net present valuani acquisition) are influenced by the
uncertainties associated with considerations oérosliakeholders, questions of the threat to
corporate culture, or implications for the supphain or value network of either the target
firm or the acquirer. Theoretical research mighhsider how a real-options approach to
strategic decisions deals with contingency and kdrethat could bring other lessons to
seemingly simpler problems, such as identifyinges routside, non-executive director for
the audit committee.

Policy-focused research might consider how betterti¢ regulation of corporate
governance into the less formal, voluntary processssociated with codes of practice.

Natural experiments already exist, for examplehim differences between German and UK
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practice in the period since the German corporateignance code. The latter has a statutory
framework but nonetheless mirrors provisions ofriba-statutory, quasi-self-regulatory UK
code. The German code includes the UK languagés inomply-or-explain regime, which
undercuts the power of statute. Might comply-ortakpitself be considered a reasonable
compromise, giving boards discretion and portfotianagers a tool to manage risk?

This paper has also identified how interpretatiohsgood” governance has come to
develop layers of argument about how to organieewbrk of boards of directors and their
interactions with shareholders and others in tla@ckefor accountability. These layers arise
from conflicting philosophical underpinnings, hoveeywhich may result in redundant or
conflicting prescriptions. If we accept that reasoleness is an appropriate starting point,
then research might seek to identify what condtella of mechanisms, processes, and
practices provideeasonable substituteer each other, rather than become additions to an
ever-expanding arsenal to protect corporate irttegri

Some wider inferences are these: If we accept Tioldnview, then in a variety of
policy domains, macro-level associations—while uk&r seeing the big picture—may be
less valuable in prescribing micro-level decisiofise rules of the game embodied in field-
level institutional arrangements may be handy sbtwats in boundedly rational contexts, but
they are less likely to provide guidance in compdexrapidly changing situations, where
thoughtfulness is needed in application. And inaadkcape of overlapping fields and
competing institutions, openness to narrative aadisparency during debate may be a better

way to foster trust.

Conclusions: toward reasonable accountability?

The history of corporate governance policy outlimedhis paper suggests that attempts
to control through market mechanisms or board siras, rationally devised, may limit the

freedom of action of those responsible for corpomtcess without prevent excess itself.
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Boundedly rational appeals to independently mind@eéctors may constrain access to
industry- and company-specific knowledge, whenrdidins of independence exclude those
in a position to understand strategic issues. Smethanisms may also threaten the
discretion needed for experimentation, innovatiowd @oping with the complexities that
uncertainty entails.

In exercisingreasonableoversight of the business, a board should be @bkxplain
where, when and why discretion is needed, and iatwiays the standard formula doesn’t
fit. That is, directors should be able to providearative of what matters and why. In
explaining his discomfort with the modernist praje¢ Descartes and later philosophers,
Toulmin (2001, p. 15) writes that the “reasonabssnef narratives” came to be dismissed as
a “soft-centered notion”. Reasonableness is a middhy between the dichotomy of
relativism and rationality.

Read normatively, Toulmin’s reasonableness urgesoumtability, but not the
accountability of perfect scores on a questionndimstead it urges what Toulmin calls
“substantive argumentation” in both corporate denisnaking and public policy
frameworks. Read from a practice perspective, ressy good corporate governance
involves the ability to look one’s fellow directoms the eye and explain, or demand an
explanation of, why this course of action is, soovehbest: best, that is, not nécessityas
in a mathematical proof, but, in Toulmin’s terntgough substantive argumentation.

Reasonably good corporate governance would invdbiag that in public as well, to
shareholders and others, but also without pretgndirtnave the formal proofs. This suggests
that reasonable accountability is the ability twega reasonable account, after thoughtful

consideration and substantive argumentation, osafecisions about an uncertain world.

! The use of “mentalities of governance” here ikberate echo of “governmentality” in
Foucault (2009), who explored the shift in underdiag the nature of government as the
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Renaissance order gave way to acceptance of aagtraodernist rule of law in the
Enlightenment, with the disruption of the Thirty-&f8’ War as a catalyst.

2 We see evidence of this in the rise of corporateegnance ratings agencies being used not
used as voting services for asset managers, mirateose investors’ portfolio selection.

3 An example may help clarify Toulmin’s three aspgasftargument: Ground: X was born in
New York; Claim: X is a US citizen; Warrant: The ld&nts citizenship to all people born
on US soil. Here, the warrant can arguably be dedegt face value; its logic does not vary
by specific circumstances. Such warrants are somestleft unspoken, understood by those
concerned. But it does not consider the possilitig X has renounced US citizenship,
illustrating the contingency. And warrants are disorically situated and may need to be
gualified: Before a certain date, people born onsdibmight lose US nationality, for
example by taking the nationality of their non-Ugents.

* Toulmin traces the problems of rationalism to Rets, whose experiences during the
Thirty-Years’ War ironically may have provided sigpbemotional motivations to seek
explanations that exclude emotion.
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Table 1 — Periods and discourses of corporate govence

Period of 1973-76 1991-92 2001-03 2007-10
events
Field- Rise of mutual Corporate Corporate Global financial
configuring funds; stagflation] failures, esp. | failures, crisis: Lehman,
events corporate UK: Maxwell, | worldwide: e.g. | Merrill Lynch,
underperformanceBCCI, Colorall, | Enron, AIG; RBS,
esp. US Polly Peck WorldCom, HBOS,
Tyco; Parmalat; Northern Rock;
HIH; dot-com | Fortis
bubble
Discourse Market Board structure| Board Board, investor
mechanisms of independence | relationships
corporate and and
managerial professionalism
control
Key documents | Jensen and Cadbury (1992) Library of FRC (2010b);
Meckling (1976); Congress European
Rappaport (1981 (2002); Commission

Breeden (2003)
Higgs (2003)

(2014)

Table 2 — Discourses and accountability, cognitiomnd stance

, Market Board Board, investor
Discourse . Board structure | | . )
mechanisms independence relationships
Accountability | Vertical- Vertical- Horizontal or Relational
hierarchical; hierarchical; qguasi- governance,
shareholder shareholder horizontal; horizontal and
value via value via shareholder vertical
markets and internal value via
external monitoring internal control
monitoring
Cognition Rational actors | Rational actors | Bounded Reasonableness
in efficient in inefficient rationality
markets markets
Ontological and | Positivism; Structuralism; | Idealism; duty Pragmatism
ethical stance utility utility
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