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Abstract

This article analyses the importance of corporate governance for growth companies, derives specific
requirements for them and evaluates the corporate governance quality for companies listed on Tec-
Dax. Growth companies’ characteristics imply a comparatively high importance of corporate govern-
ance due to a high level of business and agency risk. Several corporate governance elements are
therefore particularly important for growth companies. Overall, the empirical results imply a high
conformity of the Tec-Dax companies with the GCGC criteria with some exceptions for specific com-
panies and criteria. But the analysis of the quality of their supervisory boards delivers a differentiated
result as in some of the analysed companies the effectiveness of the supervisory board is question-
able.
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Introduction

Although corporate governance is of particular im-
portance for growth companies and therefore, also of
interest for their investors, most governance research
is focused on large and mature organisations (Mark-
man et al. 2001:278; Van den Berghe/Levrau 2002;
125)™. In order to foster the progress of knowledge
on this topic, this article is aimed at presenting the
findings of previous research and new empirical
results from Germany. Therefore, the article analyses
the particular importance of corporate governance
for growth companies and defines specific require-
ments for the implementation of effective corporate
governance in these companies. Furthermore, the
implementation of good corporate governance
among German growth companies is evaluated. Due
to the limited knowledge on the corporate govern-
ance of growth companies the article is of an explor-
ative nature.

After this introduction, the theory and existing
literature on the corporate governance of growth
companies is analysed. First, the comparatively high
importance of corporate governance for these com-

! For an overview of literature on governance of growth compa-
nies see Dailey at al. 2002.
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panies is explained. It is caused by a high level of
business and agency risk, which increases the likeli-
hood of opportunistic behaviour of the managers and
the severity of the consequences of wrong decisions
alike. From the characteristics of growth companies
specific requirements for their corporate governance
are derived. These (requirements) enable the realisa-
tion of the growth potential and diminish the risk of
agency problems. In the next paragraph the corporate
governance quality of German growth companies is
analysed empirically taking the criteria of the Ger-
man Corporate Governance Code (GCGC) as a
measure. After this broad perspective, the quality of
the supervisory boards is analysed in detail since
they represent a core element of corporate govern-
ance. In the conclusion the main findings are sum-
marised and discussed.

Importance of Corporate Governance in
Growth Companies

The importance of corporate governance is depend-
ent on the probability of both uncertainty and oppor-
tunism (Williamson 1975: 20). Thus, the importance
of good corporate governance depends on one hand,
on the level of business risk that determines uncer-
tainty as well as the likelihood of opportunism and
@
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on the other hand, on the level of agency risk that
determines the possibility of opportunism. (Barney et
al. 1989: 64; Van den Berghe/Levrau 2002: 125)
Due to their specific characteristics® growth compa-
nies possess a relatively high level of business risk as
well as agency risk. On this basis, specific require-
ments for corporate governance in growth companies
are derived.

Corporate Governance

Corporate Governance is the framework of manage-
ment and control of a company. (Grundsatzkommis-
sion Corporate Governance 2000: 1; Bassen 2002:
20)

Bases are principal-agent-problems between the
owner and the manager of a company. They occur
because of diverging interests: whereas the owner
has the value maximisation of the company as a
target, the manager also has personal interest that
may interfere with the former. (Jensen/Meckling
1976: 308 ff.) When the agent takes decisions that
are inconsistent with the interests of the owners then
he is acting opportunistically. (Frederiksen/Klofsten
2001: 204) Opportunistic behaviour is enforced by
asymmetric information because the principal cannot
recognise the quality of the agents’ actions.
(Smith/Watts 1992: 275)

Opportunistic behaviour of the managers can
cause four generic problems for investors:

e Managers are not working hard to maximize
value

e Managers know more about their quality and
capabilities than the investors

e Situations in which investors and managers
disagree

Important managers could hold-up the investors
by threatening to leave the company
(Kaplan/ Strdmberg 2004: 2177-2178)

Effective corporate governance can reduce these
problems that are particularly severe in growth com-
panies as explained in the next paragraphs. Many of
their characteristics increase the likelihood of oppor-
tunistic behaviour, even the unity of ownership and
management.

High Business Risk

Business risk is determined by the probability of
survival of a business, which is predominantly de-
termined by its profitability. Therefore, the level of
business risk is a function of the uncertainty of prof-
itability, which again is determined by the return on
investment (Barney et al. 1989: 64; Porter 2004: 5
ff.). In particular, the following three characteristics
of growth companies imply a comparatively high
level of business risk. Growth companies normally

2 Growth companies are characterised by the exploitation of new
opportunities, high capital requirements, scarce resources, a high
degree of intangible assets, a short history, a high dependence on
the managers, a high internal and external dynamic and low
diversification. (Kiting 2002a, Kiting 2002b, Hayn 1998)
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operate in highly dynamic environments. To succeed
in these industries and to realise high growth, con-
stant change is required, which leads to a high degree
of internal dynamic. They are often exploring mar-
kets where competitive equilibriums among buyers,
suppliers, potential entrants, current competitors, and
product/service substitutes have not been established
(Porter 2004: 215 ff.; Fiet 1995: 555; Kiting 2000a:
597). Growth companies normally cannot take ad-
vantage of a high profile in the market, which makes
them more vulnerable. Additionally, they typically
are built on the challenging assessment and govern-
ment of innovation, which has become even more
difficult during the last decades as information tech-
nologies and the globalization of industries have
blurred industry confines and severed competition.
(Prahalad/Hamel 1994: 5 ff)

As the environment of growth companies is so
dynamic and their markets are highly competitive,
they are required to respond quickly to changing
conditions in order to succeed. For this a great extent
of flexibility is important, which leads to a high
degree of internal dynamic. (McGuire, 2000: 33).
The internal processes undergo constant change
rather than being firmly established, which increases
the risk. (Auge-Dickhut et al. 2000: 4.3.2.1)

Growth companies are highly dependent on their
managers. Their management consists in many cases
of the founders that still own parts of the company.
(Bessler et al. 2001: 254; He/Conyon 2004: 53 ff.)
They have specific and unique knowledge about the
companies’ opportunities and assets as well as the
capabilities to exploit them. (Kirzner 1997: 67ff.)
Moreover, they possess information about the day-
to-day business and the future prospects (Markman
et al. 2001: 275). That means that the success of the
business is highly dependent on the entrepreneurs or
managers and their personal knowledge and experi-
ence, which can have four negative consequences:
First, the management of growth companies make
great demands on the capabilities of the managers.
The team is often small and its experiences are lim-
ited, but there are always more problems than the
managers can handle at any given time. (Fredrik-
sen/Klofsten 2001: 203) Thus, the quality of the
managers constitutes an important risk factor for the
success of the company. Second, there might be
negative consequences if the managers leave the
company as they take key knowledge and experi-
ences with them and leave the company without
leadership as the organisation is in many cases cen-
tred around them. Third, the possibility of opportun-
istic behaviour is very high, as the managers possess
information that the owners lack. (Shane/Cable
2002: 365) They can make use of this information
and act against the interest of the outside owners.
Finally, the likelihood of opportunism is increased as
the managers mainly make the decisions and might
be more risk averse than the owners of a company.
(Coffee 1987: 18; Jensen/Meckling 1976: 349) This
is because managers invest most of their non-
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@



Corporate Ownership I Control / Volume 3, Issue 3, Spring 2006

diversifiable and non-tradable capital in the growth
firms, whereas the owners can more easily diversify
risk by investing parts of their wealth in different
companies. (Markman et al. 2001: 280) So managers
might be reluctant to invest in risky but cash flow
positive projects. But this risk-averse decision-
making might lead to lower returns for the owners.
(Gomez-Mejia et al. 2000: 9). Growth companies
generally have a low level of diversification as they
only operate in a small number of business areas,
producing and offering few product lines. (Kiiting
2000a: 600 f.) In high technology firms, new prod-
ucts for example count for more than 50 % of their
annual sales. (Schilling/Hill 1998: 67 ff.) This in-
creases the business risk of a company, as its sur-
vival is dependent on only a few products. (Kiting
2000a: 600 f.). A highly dynamic environment, de-
pendence on the managers, and little diversification
are three important factors that cause a high level of
business risk. And this business risk enforces the
importance of corporate governance not only be-
cause of severe consequences of poorer decision
making by the managers, but also because of an
increased likelihood of opportunistic behaviour by
the managers. The next chapter will analyse the high
level of agency risk, which facilitates opportunistic
behaviour due to asymmetric information between
the owners and the managers.

High Agency Risk

Agency risk concerns the probability that managers
will make decisions that do not maximise the wealth
of the investors. (Jensen/Meckling, 1976: 308f.)
Growth companies are built on special opportunities.
The entrepreneurs or the management of growth
companies must recognise and capitalise on opportu-
nities that others cannot yet see in order to gain high
growth (Shane 2000: 448). The very characteristics
of growth companies cause their relatively high level
of agency risk. More specifically, the following four
characteristics of growth companies determine the
associated agency risk. The business of growth com-
panies stands out because of its high specificity. As
innovation increases, the complexity also increases.
This demands higher information processing capa-
bilities, which increases the agency problems
(Markman 2001: 289). Owners of companies that
lack such high information processing capabilities
might not be able to fully understand the business, its
associated risks and the information on its develop-
ment. Additionally, the management is reluctant to
fully disclose specific information in order to prevent
others from pursuing opportunities the company is
building on. (Shane/Cable 2002:; 365) This makes it
even more difficult to closely follow and control the
development of a growth company and thereby fa-
cilitates opportunistic behaviour by the managers
who possess the specific knowledge.

A comparatively great part of the companies’
assets are intangible or difficult to quantify such as
patents, rights and specific know-how. (Kiiting
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2000b: 674) But a high importance of immaterial
assets makes control of the management even more
difficult as their existence, value and development is
difficult to judge. This increases the possibility of
intentional misinformation of the owners by the
managers. (Gompers/Lerner 2001: 155)

Due to their short history, growth companies
lack a track record and a high profile. (Hayn 1998:
15) That means little information is available about
the previous development of a business, making it
hard for outside owners to evaluate it. Moreover,
without historic information, managers can more
easily present a false picture of the business.
(Smith/Smith 2000: 399; Achleitner/Bassen 2002:
1194). The characteristic of managerial ownership of
growth companies can strengthen or weaken the
associated agency risk. There are two different hy-
potheses — both empirically supported — that predict
either positive or negative consequences of a partial
ownership of the management.

According to the convergence of interest hy-
pothesis, management ownership should increase a
company’s value by aligning the interests of owners
and managers. (Morck et al. 1988: 294) As the man-
agers are also owners of the company, they should
target value maximisation of the company just as the
other owners do. Supporting this hypothesis, the
likelihood of opportunistic behaviour, especially
consumption on the job, increases with the amount
of outside equity. (Jensen/Meckling 1976: 346) This
shows that the managers have incentives to maxi-
mise the firm value when they own a part of the
company. In contrast to this, the entrenchment hy-
pothesis predicts that managers with a substantial
share in the company can have negative effects on
the value of the firm for the owners. By means of
influence and voting rights, they can guarantee their
employment at attractive conditions rather than in-
crease the value of the company. (Morck et al. 1988:
294) According to this hypothesis, managers prefer
to increase their living standards by taking advantage
of their employment rather than by increasing the
value of their shares of the company. Baker and
Gompers (1999) present an overview of different
consequences of managerial ownership of the com-
pany: The managers might be immune to career
concerns (Fama 1980: 288 ff.; Holstrom 1999: 169
ff.), the discipline of the product market (Hart 1983:
366 ff.), monitoring by large shareholders
(Shleifer/Vishny 1986: 461 ff.), and value enhancing
takeovers (Jensen/Ruback 1983: 5 ff.; Franks/Mayer
1990: 189 ff.). This hypothesis is corroborated by
analysing the relationship between the firm value
and the managerial voting power that is related to
their ownership. It can be shown that the firm value
is positively related to voting power if this is small,
but negatively related to voting power if it becomes
large. (Stulz 1987: 32 f.) Empirically it is shown for
large firms that a management ownership has a posi-
tive effect on the firm value if the stake is smaller

than 5 %; it has a negative effect if the stake is be-
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tween 5 and 25 % and the effect becomes positive
again for stakes over 25 %. This supports the en-
trenchment hypothesis for stakes between 5 and 25
% as such an ownership level is associated, among
others, with increased voting power and dominance
of inside directors. (Morck et al. 1988: 300 f.). The
specificity of the business, the importance of imma-
terial assets, the companies’ short history and the
managerial ownership all cause a high level of
agency risk that enforces the possibilities of the
managers to act opportunistically. Together with the
consequences of the high level of business risk, this
explains the great importance of effective corporate
governance for growth companies. In the next chap-
ter specific requirements for growth companies are
derived.

Specific Requirements

Taking the particular characteristics of growth com-
panies into account, there are specific requirements
to for their corporate governance. They concern four
specific elements that have a higher importance for
these companies compared to the more traditional
companies at which most of the recommendations —
such as the different national and international cor-
porate governance codes — are targeted. But this does
not imply that other corporate governance elements
are of minor importance for growth companies.

Figure 1 about here

Effective control by the supervisory board is of
utmost importance for growth companies. It consti-
tutes an important and formal mechanism for moni-
toring top managers. (Fama 1980: 294) Furthermore,
it has a consulting function, which is especially im-
portant in the case of growth companies where hu-
man resources are scarce and the experience of man-
agers limited. (Rossler 2001: 221 f.; Kiting 2000a:
597) In order to fulfil these functions effectively, two
basic requirements apart from the required effort
have to be accomplished: independence and qualifi-
cation of the supervisory board members. The effort
needed for effective monitoring and consulting of the
management in growth companies is comparatively
high as the work is very demanding. Because of this,
it is advised to limit the number of offices of the
board members. Four or five offices seem to be a
reasonable number for members. (Van den Berg-
he/Levrau, 2002; 131).

Given the ownership and voting rights of the
managers, they might also decide on members of the
supervisory board. But effective control requires
critical monitoring of the managers, which might not
be assured if family members or friends of the man-
agers take over this function. (Grundei/Talaulicar
2003: 194) But also former management board
members and representatives of the parent company
might not be able to independently monitor and con-
sult the managers. (Du Plessis 2004: 1149)

Moreover, the supervisory board must have
comprehensive qualifications in order to be able to
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monitor and consult the management board. (Mark-
man et al. 2001; 286) Dynamic growth companies
cannot be effectively controlled with easily quanti-
fied performance objectives but instead require
greater knowledge and judgement. (McGuire 2000:
33) Because of the high likelihood and possibility of
opportunistic behaviour, the supervisory board also
needs experience in controlling managers. Therefore
three key qualifications are needed in a company’s
supervisory board: professionalism, leadership, and
control competence. Because of this high importance
of qualified supervisory board members, research
from countries with a one-tier-system propose a
greater number of inside board members as more
suitable for growth companies. They possess an in-
depth knowledge of the firms’ capabilities and its
environment that is very valuable for the effective
control function. (McGuire 2000: 35; Morck et al.
1998: 307; Baysinger/Hoskisson 1990: 76 f.) Mem-
bers of German supervisory boards are outsiders on
the contrary.

Adequate incentives for managers may contrib-
ute to the convergence of interests between the man-
agers and outside owners and thereby contribute to a
positive business development. There are two rea-
sons for the particular importance of suitable incen-
tive structures for the members of the management
board. First, the fixed salary as well as the cash
granted is recommended to be adequate to the com-
panies’ financial resources. As growth companies —
especially young ones — often have liquidity as a
bottleneck because of their scarce resources and high
capital needs, too high fixed cash salaries might
worsen the companies’ financial situation. (Kiiting
2000a: 597). A more contingent compensation of the
management would increase the business risk of the
company. (Kaplan/Stromberg 2004: 2203) Second,
incentives for the managers can contribute to the
exploitation of the growth potential, which often
requires a longer time perspective. Therefore, a
stronger emphasis on longer-term incentives could
foster the investment in longer-term projects and
give managers the flexibility required to exploit such
projects. (McGuire 2000: 34) A higher level of long-
term pay in the mix of total compensation is said to
overcome some of the problems arising from the
divergence of interests. (Markman et al. 2001: 281)

In order to decrease the business risk that arises
from the very characteristics of growth companies,
an effective risk management is of highest impor-
tance. The particular risk factors of businesses have
to be identified and appropriate ways to measure and
track them have to be developed. Because of the high
importance of immaterial assets and the great inter-
nal and external dynamic, the evaluation of the risk
is a difficult task. The continuous monitoring re-
quires effective systems for early detection of threats
for the business. (Topfer 2005: 218; Schneider 2001.:
197). Given the high business risk and the high
agency risk of the growth companies a high level of
transparency is required, both internally in regard to
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the supervisory board and other members of the
company, as well as externally in regard to investors
and other stakeholders. On one hand, extensive and
detailed information on the development of the com-
pany and its markets is important for the stake-
holders in order to judge the associated business risk.
Given the specificity of the businesses, detailed ex-
planations are often required for their-understanding.
Especially the members of the supervisory board
depend on a high level of transparency in order to
fulfil  their  control  function  effectively.
(Baysinger/Hoskisson 1990: 77). On the other hand,
an open information policy can send a positive signal
to the outside owners and potential investors by
reducing the information asymmetries. Better infor-
mation signals that the managers are acting openly
and refraining from opportunistic behaviour. This
might increase the attractiveness for investors and
thereby the chances of the companies to obtain fur-
ther financing, which is crucial for the exploitation
of their growth potentials. (Kurzich/Rautenstrauch
2004: 85 f.). From the characteristics of growth
companies effective control by the supervisory
board, incentives for the managers, effective risk
management, and high transparency have been de-
rived as key corporate governance elements. Particu-
lar attention should be paid to their implementation.

Empirical Analysis of the Corporate Gov-
ernance Quality

In this chapter the corporate governance quality of
German growth companies is analysed empirically.
Given the high importance of corporate governance
for these companies, their ideally high commitment
is expected to be reflected in a good corporate gov-
ernance quality, especially in regard to the four ele-
ments that were identified as particularly important.
The analysis is done on the basis of the GCGC that is
introduced first. Then the conformity with the crite-
ria of this code is analysed in two ways: the level of
conformity for single companies is determined as
well as critical criteria for all companies. Finally, the
quality of the growth companies’ supervisory boards
is analysed in detail because of their particular im-
portance. The chapter closes with a discussion of the
results.

Corporate Governance Code as Instru-
ment

The GCGC is the main instrument for the implemen-
tation and evaluation of the corporate governance
quality of public German companies. It is aimed at
enabling the companies and the capital market alike
to implement good corporate governance. In this
paragraph its development and elements are intro-
duced. The first internationally accepted standards
for good corporate governance are the OECD Princi-
ples of Corporate Governance that were published in
1999 and revised in 2004. They describe shareholder
rights, equal treatment, disclosure, and transparency.
(OECD 1999: 16) Being the basis for other guide-
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lines, national distinctions such as different financial
and juridical systems require national adaptations.
(Hopt 1999: 901 f.)

For Germany the GCGC? is the authoritative in-
strument. Its first version was published in February
2002 by the corresponding government commission.
The objective of the code is to enhance the transpar-
ency of the German corporate governance structure
for national and international investors, and to set
standards for good corporate governance. (Govern-
ment Commission German Corporate Governance
Code 2003: 1)

The GCGC covers six chapters and criteria with
different levels of binding character: existing law,
shall-recommendations, and should-suggestions.
Companies can deviate from the shall-
recommendations and should-suggestions. In the
case of shall-recommendations, companies are le-
gally required to follow the comply-or-explain prin-
ciple, (8 161 Stock Corporation Law) meaning the
management and supervisory board must disclose
deviations yearly. In the case of deviations from
should-suggestions, disclosure is voluntary. So the
GCGC is not a law but a flexible framework that
follows the idea of a responsible organization, which
uses the code in a flexible manner for transparent
management and control. (Cromme 2003: 139 ff.)
Until now the code has been adapted twice: in No-
vember 2002 and in May 2003.

The six chapters of the GCGC can be grouped
under the following three headings:

Management: This comprises the chapters “Co-
operation between the Management Board and Su-
pervisory Board” and “Management Board” and
includes criteria that are related to the structure, the
incentives and the tasks of the managers. On one
hand, criteria concern the supply of information to
the supervisory board so that it can effectively con-
trol the company. On the other hand, criteria ask for
incentives for the management that are aligned to the
success of the company. Further criteria concern, for
example, the independence of the managers and the
publication of a corporate governance report.

Internal Control: The chapter “Management
Board” comprises four topics that are grouped under
this heading. First, the structure of the supervisory
board is a key element. Qualification, independence
and continuity should be considered when members
are selected. Moreover, the supervisory board should
possess comprehensive control and decision rights,

3 After two different initiatives created guidelines for good corpo-
rate governance in Germany, namely the German Panel on Corpo-
rate Governance and the Berlin Initiative Group, the federal
Government established the German Government Commission on
Corporate Governance in 2000. This commission proposed a
reform of the German corporate governance system including
among others the development of a GCGC. (Baums 2001: 63) This
was done by the implementation of the Government Commission
of the German Corporate Governance Code that comprised in the
majority by managers that were complemented by academics and
capital market participants.
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for example when it comes to the appointment and
the compensation of the managers. The third element
is a goal-oriented compensation of the supervisory
board members. Finally, the efficiency of the super-
visory board should be assured by a good informa-
tion basis and the implementation of commissions.

External Control: The chapters “Shareholders
and the General Meeting”, “Transparency”, and
“Reporting and Audit of the Annual Financial
Statements” under this heading include the following
four elements: The exercise of information and deci-
sion rights by the shareholders at the general meeting
should be facilitated by several criteria. A transpar-
ent information policy asks for extensive disclosure
of information such as information on the sharehold-
ings of managers and members of the supervisory
board as well as for equal treatment of all sharehold-
ers. The third element concerns accounting accord-
ing to the rules. Finally, the code asks for an inde-
pendent annual audit. The GCGC includes many of
the criteria that are relevant for growth companies.
Nevertheless, the code does not cover all the impor-
tant aspects or covers them only partially as some
criteria are not specific enough to fully capture the
described requirements.

The independence of supervisory board mem-
bers is included in the criteria but it does not, for
example, specify the personal relationship to mem-
bers of the management board as a problem. Fur-
thermore, according to the criteria the compensation
of the members of the management board should be
appropriate and include variable parts with short and
long-term perspectives. But neither the adequacy of
the compensation is operationalised nor is the level
of fixed compensation to be oriented to the financial
power of the company. This could be a limitation in
the use of the GCGC for the evaluation of the corpo-
rate governance quality of growth companies.

Therefore, a more detailed analysis of the super-
visory board is undertaken apart from the analysis of
the conformity with the GCGC criteria.

Methodology

The empirical study is undertaken for the German
companies listed on Tec-Dax, Deutsche Boérse’s
segment for high-technology companies on the basis
of information from the year 2003, if possible from
31.12.2003. The segment of the stock exchange was
selected as its listed companies have most of the
described characteristics of growth companies. In
order to determine the corporate governance quality
of growth companies, the conformity with the crite-
ria of the GCGC - in the version from 21.05.2003 -
as well as further corporate governance information
were collected. Only 23 of the 30 companies listed
on Tec-Dax are analysed because the other seven
companies either did not publish their annual report
between 01.06. and 31.12.2003 or did not have their
headquarters in Germany so that the underlying
version of the GCGC does not apply to them. In
order to allow a comparison of the results to those of

more mature companies, the same analysis was also
undertaken for the 30 German companies listed on
the Dax segment and the 43 German companies
listed on the M-Dax segment. Assuring maximum
objectivity, only publicly available information that
informed investors can receive is analysed, like an-
nual reports, corporate governance reports or agen-
das of annual meetings. The data collection was
undertaken following a fixed retrieval strategy. The
corporate governance quality is computed as a func-
tion of the conformity with all 67 shall-
recommendations and 16 should-suggestions. Every
single criterion within these two groups possesses
the same weighting. For the analysis of the effec-
tiveness of the supervisory boards, the profiles of the
members were screened, evaluating their independ-
ence and qualifications. As the sample size is very
small, it is not possible to use elaborate statistical
methods. Furthermore, this article is of an explor-
ative nature as the knowledge on this topic is still
very limited. Therefore, only descriptive results can
be shown at this point.

Conformity of German Growth Compa-
nies

In the next two paragraphs the results of the confor-
mity of German growth companies with the 83 shall-
recommendations and should-suggestions are pre-
sented. First, the overall level of conformity for the
23 Tec-Dax companies is described. After that, the
critical criteria that are not fulfilled by more than 50
% of the companies are addressed.

Level of Conformity

The analysed companies possess an average confor-
mity of 83 % with all criteria of the GCGC. The
spread between the companies with the highest level
and the lowest level of conformity is 28 points®,
which indicates that different levels of attention are
dedicated to corporate governance among the com-
panies. Three of the companies have a very good
corporate governance quality with six or less devia-
tions from the 83 criteria, representing a conformity
level of at least 93 %.

These results compare to an average conformity
of 90 % in the Dax segment and of 83 % in the M-
Dax segment. The higher average corporate govern-
ance quality among the more mature and bigger Dax
companies can be interpreted twofold: either the
commitment of those companies to good corporate
governance is higher or the criteria of the GCGC
might be more suited for bigger companies.

There are clear differences when looking at the
conformity with the criteria in the three areas man-
agement, internal control, and external control. The
highest average conformity is 93 % for external
control, which represents only 2,2 deviations from
the 29 criteria under this heading. In contrast to this,

* For detailed information on the results including the rankings for
the companies see Bassen et al. 2004.
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the average conformity with the criteria in manage-
ment and internal control is lower with 81 % and 75
% respectively. This means that especially the crite-
ria associated with the effectiveness of the work of
the supervisory board — which has a special impor-
tance in the case of growth companies — are not
comprehensively fulfilled.

This indicates that the overall conformity of Tec-
Dax companies is relatively high but two restrictions
exist: Particular companies have a low overall con-
formity and many companies have a low conformity
with criteria concerning the internal control. It might
be that the commitment to good corporate govern-
ance differs between the companies. Some compa-
nies attain a very high level of conformity and show
their commitment by publishing comprehensive
corporate governance reports. In contrast to this,
other companies comply only with a number of the
criteria, often without a sufficient explanation why
they do not fulfil all criteria. There are even some
companies that misinterpret the character or the
content of criteria, may it be intentional or uninten-
tional. These companies should pay more attention to
their corporate governance and the publications on
this topic in order to respond to its high importance.

Critical Criteria

A critical criterion is a recommendation or a sugges-
tion that is fulfilled by 50 % or less of the analysed
companies. There are eleven of the 83 criteria that
are critical for Tec-Dax companies; all of them are
should-suggestions. The  shall-recommendations
have an average fulfilment of 93 %, which means
that 1,6 of the 23 companies on average do not fulfil
a specific criterion. The lowest level of fulfilment is
52 %. In contrast to this, the fulfilment of the 16
shall-recommendations is much lower with an aver-
age of 40 %, which relates to 13,9 companies that do
not fulfil a specific criterion. The number of critical
criteria is comparatively higher than among the Dax
companies, where only four criteria are critical. On
the M-Dax the number is equally eleven. Among the
critical criteria only one is particularly relevant for
growth companies. It concerns the variable compen-
sation of the members of the supervisory board that
should include long-term elements with risk charac-
ter. This relates to the specific requirement that the
incentives of the managers are recommended to
support a long-term focus. Only 30 % of the compa-
nies on the Tec-Dax fulfil this criterion. The other
critical criteria are also of importance, but do not
concern the specific requirements of growth compa-
nies that were introduced in chapter 2.2. Among
them are, for example, two criteria that concern the
compensation and the structure of the supervisory
board, which is important for all companies.

Figure 2 about here

Overall, the analysis of the critical criteria also
supports the result that the corporate governance of
the Tec-Dax companies is of high quality if meas-
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ured by the conformity with the criteria of the
GCGC. These findings permit the question
whether the GCGC and the corresponding reporting
are well suited for the requirements of growth com-
panies. These doubts arise because the code was
primarily targeted at bigger public companies with-
out including specific criteria for particular types of
companies. For example, the code asks for the estab-
lishment of committees for different topics. But
given the small number of members in growth com-
panies’ supervisory boards, this requirement can be
considered to be inefficient. This example shows that
adaptations of the GCGC to the characteristics of
growth companies as a whole and to the situation of
the specific company are required.

Quality of Supervisory Boards

Because of the high importance of an effective su-
pervisory board in growth companies and the fact
that the effectiveness is not fully covered by the
GCGC criteria, a more detailed analysis is done on
the quality of the supervisory boards of the Tec-Dax
companies. The analysis is undertaken based on the
particular requirements of the control function of the
supervisory boards of growth companies, namely the
independence and the qualification of its members.
An effective supervisory board should have in-
dependent members that complimentarily possess the
three qualifications control, professional and leader-
ship competence. Independence comprises profes-
sional, personal and economic independence, which
means that the members should not be former mem-
bers of the management board, family members or
friends of the managers or representatives of the
parent company. (Markman et al. 2001: 285) Control
competence means that the supervisory board mem-
bers possess experience from supervisory boards
outside the group. Professional competence can be
proven by a management position in a company in a
related industry or from research in a related area.
Finally, members with leadership positions in other
companies provide competence in leadership, a re-
quirement to be able to evaluate the business devel-
opment. (The Telecommunication Development
Fund 2002: 9 f.) As the members of the board can
complement each other, it is sufficient if the different
competences are represented by at least one member.
A supervisory board is evaluated as being effective if
the independent members as a group have control,
professional, and leadership competence. Only inde-
pendent members were screened for the qualifica-
tions because dependent members might not effec-
tively execute the monitoring function. (Grun-
dei/Talaulicar 2003: 192 f.; Bassen 2002b: 158 ff.).
The results indicate that of the 152 supervisory board
members only 18 can be considered limitedly inde-
pendent. These 18 members are from boards of
eleven companies. So the qualifications were ana-
lysed only for the remaining 134 fully independent
members. The results imply that seven supervisory

boards, which represents 30 % of the total, lack at
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least one of the three competences: One supervisory
board does not include a single independent member
with control competence, meaning that no member is
part of a supervisory board out of the group. In six
boards there are no independent members with pro-
fessional experience, neither from practice nor from
research. And three boards lack members with com-
petence in leadership as they do not include an inde-
pendent member that acts or acted as manager in
another company.

Figure 3 about here

These results indicate inefficiencies in a number
of supervisory boards, which does not reflect their
high importance in growth companies. The high
number of boards that lack professional competence
is particularly serious as specific knowledge is re-
quired to understand and judge growth companies
that are associated with a high level of specificity.

The analysis delivers findings that contravene
the results from the analysis of the conformity with
the GCGC criteria as both, independence and quali-
fication of the supervisory board members were
explained to be fulfilled by all companies. As the
GCGC does not operationalise the two concepts,
different interpretations are possible, which could
explain the contradictory results. That leads to the
situation that there might be different understandings
not only between different companies, but also be-
tween the company and the financial markets. There
are two possible reasons for this: an imprecise for-
mulation of the recommendations in the GCGC or
inefficiencies in the companies’ reporting on their
corporate governance.

Conclusion: Summary

This article gives an overview on the corporate gov-
ernance of German growth companies. Because of
their very characteristics this topic is of high impor-
tance for growth companies. High business risk in-
creases the likelihood of opportunistic behaviour by
the managers and at the same time the severity of the
consequences of wrong decisions. High agency risk
in turn increases the possibilities of opportunistic
behaviour. Therefore, the owners of growth compa-
nies have a particular interest to implement good
corporate governance in their companies. There are
different elements that are especially important for
these companies, namely effective control by the
supervisory board, incentives for the managers to
increase the firm value, effective risk management
and high transparency. Against this background the
corporate governance quality of German growth
companies is analysed empirically. The results imply
an overall high conformity of the Tec-Dax compa-
nies with the GCGC criteria with some exceptions
for specific companies and criteria. The results of the
empirical analysis indicate that the corporate govern-
ance quality of German growth companies measured
by the conformity of Tec-Dax companies with the
GCGC criteria is relatively high. This is shown by

the average level of conformity of the companies as
well as by the analysis of the critical criteria. Look-
ing in detail at the quality of the supervisory board, a
differentiated result arises: In some of the analysed
companies the effectiveness of the supervisory board
is questionable as it may lack sufficient independ-
ence and qualifications. Overall, there are great dif-
ferences between the conformity among the single
companies as well as between the fulfilment of spe-
cific elements. These restrictions can be explained by
two different approaches. They can either be caused
by a limited commitment of the companies or by the
fact that the GCGC and the relevant reporting by the
companies might not be perfectly appropriate for
growth companies.

Finally, a possible limitation of the analysis
must be noted as Tec-Dax companies best represent
growth companies but possibly do not possess all of
their characteristics. Moreover, the sample size is
rather small so that the generalizability of the results
may be questioned.

Outlook

Based on the findings of earlier research and this
empirical analysis, no final conclusion on the corpo-
rate governance of German growth companies can be
drawn. The current level of knowledge does not
suffice to precisely define the specific requirements
for the corporate governance of growth companies
and analyse its quality. Therefore, further research
has to undertaken. This article might serve as a basis
for the hypothesis of a larger scale analysis.

Apart from the need for action on the part of re-
searchers, the growth companies themselves as well
as the policy makers should increase their commit-
ment to this topic. The companies that do not yet
possess effective corporate governance should im-
prove their structures and processes in order to se-
cure a positive business development as poor corpo-
rate governance might prevent potential investors
from investing in the company and thereby weaken
its growth potential. Apart from that, policy makers
should consider adaptations of the GCGC for growth
companies. Better-suited specific recommendations
can help companies and the investors alike to better
evaluate and improve the corporate governance. This
is in the best interest of all, as it might add to a posi-
tive business development.

References

1. Achleitner, A.-K./Bassen, A. (2002): Controllingsys-
teme in jungen Wachstumsunternehmen — terra in-
cognita, In: Betriebs-Berater, 57 Jg., 2002.
Auge-Dickhut, S./Moser, U./Widmar, B. (2000):
Praxis der Unternehmensbewertung, Landsberg/Lech
2000.

3. Baker, M./Gompers, P. A. (1999): Executive Owner-
ship and Control in Newly Public Firms: The Role of
Venture Capitalists, Harvard Business School Work-
ing Paper 1999, Boston, MA.

135

@

NTERPRESS
VIRTUS,



Corporate Ownership I Control / Volume 3, Issue 3, Spring 2006

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

136

Barney, J. B./Busenitz, L./Fiet, J. O./Moesel, D.
(1989): The Structure of Venture Capital Governance:
An Organizational Economic Analysis of Relations
Between Venture Capital Firms and New Ventures,
In: Best Papers Proceedings of Academy of Manage-
ment, 1989, pp. 64-68.

Bassen, A./Kleinschmidt, M./Z6lIner, C. (2004):
Corporate Governance Quality Study 2004 — Analyse
der Corporate Governance deutscher Unternehmen
aus Investorensicht, In: FinanzBetrieb, 6. Jg. 2004.
Bassen, Alexander (2002a): Institutionelle Investoren
und Corporate Governance — Analyse der Einfluss-
nahme unter besonderer Berlicksichtigung bdrsenno-
tierter Wachstumsunternehmen, Habil. Wiesbaden
2002.

Bassen, Alexander (2002b): Ausgestaltung der Corpo-
rate Governance bei Start-up-Unternehmen, In: U.
Hommel/T. C. Knecht: Wertorientiertes Start-Up-
Management, Miinchen 2002, pp. 150-162.
Baysinger, B./Hoskisson , R. E. (1990): The Compo-
sition of Board of Directors and Strategic Control: Ef-
fects on Corporate Strategy, In: The Academy of
Management Review, Vol. 15, 1990, pp. 72-87.
Bessler, W./Kurth, A./Thies, S. (2001): Gestaltung
der Kapital- und Aktionarsstrukturen am Neuen
Markt, in: Achleitner, A.-K./Bassen, A. (Ed.): Inves-
tor Relations am Neuen Markt, Stuttgart 2001.
Coffee, J. C. Jr. (1987): Shareholders Versus Manag-
ers: The Strain in the Corporate Web, Working Paper
# 17, Center for Law and Economic Studies, Colum-
bia Law School.

Cromme, G. (2003): Development of Corporate Gov-
ernance in Germany, in G. Cromme (Ed.): Corporate
Governance Report 2003, Stuttgart 2003.

Daily, C. M./McDougall, P. P./Covin, J. G. (2002):
Governance and Strategic Leadership in Entpreneurial
Firms, In: Journal of Management, Vol. 28, 2002.

Du Plessis, J. (2004): The German Two-Tier Board
and the German Corporate Governance Code, In:
European Business Law Review, Vol. 15, 2004.
Fama, E. (1980): Agency Problems and the Theory of
the Firm, In: The Journal of Political Economy, Vol.
88, 1999, pp. 288-307.

Franks, J./Mayer, C. (1990): Takeovers: Capital
markets and corporate control: A study of France,
Germany, and the UK, In: Policy: A European Forum,
Vol. 10, pp. 189-231.

Frederiksen, @./Klofsten, M. (2001): Venture Capital-
ists’ Governance Of Their Portfolio Companies, In:
Journal of Enterprising Culture, Vol. 9, 2001.
Gomez-Mejia, L. R./Nufiez-Nickel, M./Gutierrez, I.
(2001): The Role of Family Ties In Agency Con-
tracts, In: Academy of Management Journal, Vol. 44,
2000, pp. 81-95.

Gompers, P./Lerner, J. (2001): The Venture Capital
Revolution, In: Journal of Economic Perspectives,
Vol. 15, 2001, pp. 145-168.

Grundsatzkommission Corporate Governance (2000):
Corporate Governance Grundsatze (‘Code of Best
Practice’) flr borsennotierte Gesellschaften, Frankfurt
am Main 2000.

Grundei, J./Talaulicar, T. (2003): Aufsichtsrate in
jungen Technologieunternehmen: Ursachen und Imp-
likationen von Uberwachsungsdefiziten, In: Finanz-
Betrieb, 5. Jg. 2003, pp. 190-202.

Hart, O. D. (1983): The Market Mechanism as an
Incentive Scheme, In: The Bell Journal of Economics,
Vol. 14, 1983, pp. 366-382.

VIRTUS,

22.

23.

24,

25.

26.

217.

28.

29.

30.

32.

33.

34.

35.

36.

37.

38.

39.

Hayn, M. (1998): Bewertung junger Unternehmen,
Diss. Berlin 1998.

He, L./Conyon, M. J. (2004): CEO Compensation,
Incentives, And Governance In New Enterprise
Firms, In: Journal of Derivatives Accounting, Vol. 1,
2004, pp. 47-60.

Holstrom, B. (1999): Managerial Incentive Problems:
A Dynamic Perspective, In: The Review of Economic
Studies, Vo. 66, 1999, pp. 169-182.

Hopt, K. J. (1998): The German Two-Tier Board:
Experience, Theories, Reforms, In: Hopt, K.
J./Kanda, H./Roe, M. J./Wymeersch, E./Prigge, S.
(Ed.): Comparative Corporate Governance — The
State of the Art and Emerging Research, Oxford
1998, pp. 227-258.

Jensen, M. C./Meckling, W. H. (1976): Theory Of
The Firm: Managerial Behavior, Agency Costs And
Ownership Structure, In: Journal of Financial Eco-
nomics, Vol. 3, 1976, pp. 305-360.

Jensen, M./Ruback, R. S. (1983): The market for
corporate control: the scientific evidence, In. Journal
of Financial Economics, Vol. 11, 1983.

Kaplan, S.N./Strémberg, P. (2004): Characteristics,
Contracts, And Actions: Evidence from Venture
Capitalist Analyses, In: Journal of Finance, Vol. 59,
2004, pp. 2177-2420.

Kirzner, 1. M. (1997): Entrepreneurial Discovery and
the Competitive Market Process: An Austrian Ap-
proach, in: Journal of Economic Literature, Vol. 35,
1997, pp. 60-85.

Kurzich, M./Rautenstrauch, T. (2004): Investor Rela-
tions als Bestandteil von Corporate Governance bei
den im Nemax 50 notierten Unternehmen, In: Cont-
rolling, 16. Jg., 2004.

Kiting, K. (2000a): Mdglichkeiten und Grenzen der
Bilanzanalyse am neuen Markt (Teil 1), in: Finanz Be-
trieb, 2. Jg., 2000, pp. 597-605.

Kiting, K. (2000b): Mdglichkeiten und Grenzen der
Bilanzanalyse am neuen Markt (Teil 1), in: Finanz
Betrieb, 2. Jg., 2000, pp. 674-683.

Markman, G. D./Balkin, D. B./Schjoedt, L. (2001):
Governing the innovation process in entrepreurial
firms, In: Journal of High Technology Management
Research, Vol. 12, 2001.

McGuire, J. (2000): Corporate Governance and
Growth Potential: an empirical analysis, In: Corporate
Governance, Vol. 8, 2000, pp. 32-42.

Morck, R./Shleifer, A./Vishny, R. W. (1988): Man-
agement Ownership And Market Valuation — An Em-
pirical Analysis, In: Journal of Financial Economics,
Vol. 20, 1988, pp. 293-315.

Porter, M. E. (2004): Competitive Strategy — Tech-
niques for Analyzing Industries and Competitors,
New York 2004.

Prahalad; C. K./Hamel, G. (1994): Strategy as a field
of study: why search for a new paradigm?, In: Strate-
gic Management Journal, VVo. 15, 1994.

Rossler, S.(2001): Das Audit Komitee als Uberwach-
sungsinstrument des Aufsichtsrats: ein Beitrag zur
Verbesserung der Corporate Governance vor dem
Hintergrund des Gesetzes zur Kontrolle und Transpa-
renz im Unternehmensbereich (KonTraG), Lands-
berg/Lech 2001.

Schilling, M. A/Hill, C. W. L. (1998): Managing the
new product development process: strategic impera-
tives, product introduction in new firms, In: Academy
of Management Executive, Vol. 12, 1998, pp.67-75.

®

NTERPRESS



Corporate Ownership eI Control / Volume 3, Issue 3, Spring 2006

Stulz, R. M. (1987): Managerial Control Of Voting
Rights — Financing Policies and the Market for Cor-
porate Control, In: Journal of Financial Economics,
Vol. 20, 1988, pp. 25-54.263-292.

The Telecommunication Development Fund (2002):
Building Your Board: A Corporate Governance Guide
For Entrepreneurs, Washington 2002.

Topfer, A. (2005): Betriebswirtschaftslehre — Anwen-
dungs- und prozessorientierte Grundlagen, Heidelberg

Van den Berghe, L. A. A.J/Levrau, A. (2002): The
Role of the Venture Capitalist as Monitor of the
Company: a corporate governance perspective, In:
Corporate Governance, Vol. 10, 2002, pp. 124-135.

Williamson O. E. (1975): Markets and Hierarchies:
Analysis and Antitrust Implications, New York 1975.

Figure 3. Quality of the supervisory boards

Tec-Dax 30 — Quality of Supervisory Boards

Deviations ]

40. Schneider, J. (2001): Erfolgsfaktoren der Unterneh- 46.
mensutiberwachung, Berlin 2001.
41. Shane, S. (2000): Prior Knowledge and the Discovery
of Entrepreneurial Opportunities, In: Organizational
Science, Vol. 11, 2000. 47.
42. Shane, S./Cable, D. (2002): Network Ties, Reputa-
tion, and the Financing of New Ventures, In: Man-
agement Science, Vol. 48, 2002. 48.
43. Shleifer, A./Vishny, R. (1986): Large shareholders
and corporate control, In: Journal of Political Econ- 2005.
omy, Vol. 94, 1986, pp. 461-488. 49,
44. Smith, J. K./Smith, R. L. (2000): Entrepreneurial
Finance, New York 2000.
45. Smith, C.W. and Watts, R.L. (1992): The Investment
Opportunity Set and Corporate Financing, Dividends, 50.
and Compensation Policies, In: Journal of Financial
Economics, Vol. 32, 1992.
Appendices
Characteristics Specific requirements
technologies
. . . Effective supervisol
High business risk
High agency risk
Figure 1. Derivation of specific requirements
Figure 2. Critical GCGC criteria
\ Criteria H Deviations H Fulfilmem\
Explana_tlon of deviations from "should- 21 9% l Requirements H
suggestions"
Parts of compensation of supervisory board 19 17% n=23 supervisory boards

members related to long-time business success

during general meeting

Chair of audit committee not chairman of 17
supervisory board

26 %

Transmission of entire general meeting over 19 17%
Internet
Independence
Staggered supervisory board 19 17%
of the voting repi 17 26 %

Control competence

Professional competence

Leadership competence

0 supervisory boards

1 supervisory board
6 supervisory boards

3 supervisory boards

Deviations from at least one of the four

7 supervisory boards

Variable compensation of management board 16 30 %
members with short- and long-term elements
with risk character
Delegation of preparation and decision to 15 35%
commissions of supervisory board
ion of ission of supervisory 14 39% 3
board for appointment and compensation of requi rements
management board members
Meeting of supervisory board without the 13 43%
management board if required
Existence of commissions for specific topics 13 43%
(strategy, compensation, investments, etc.)
n = 83 criteria %] 139 40 %
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