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The term "corporate governance" is a collection of legal systems, concepts, values and
ideologies used in various ways in the process of overseeing the executive board of a
company or institution. Business administration is the collection of concepts, tools and
instruments used in running a business. The system of corporate governance defines the
relations between the board, shareholders, management, and other stakeholders of a
business. It is impossible to exaggerate the significance of corporate governance as it
guarantees that businesses are run profitably, in a morally responsible way and in the
interests of all stakeholders. A system that reduces risks, improves performance, and
encourages responsibility and openness within the company is provided by effective
corporate governance (Cadbury, 1992; Shleifer & Vishny, 1997). Robust corporate
governance is crucial for long-term performance and investor confidence in today's
dynamic and complicated economic environment (OECD, 2015). An organization's
strategic direction and operational efficacy can greatly be influenced by its corporate
governance. It covers important topics such shareholder rights, board composition,
CEO remuneration, and transparency. The interests of investors and other stakeholders
are protected by good governance standards, which also assist avoid corporate scandals,
financial mismanagement, and conflicts of interest (Becht, Bolton, & Réell, 2003).
Furthermore, a company's image, legal status, and general market success are all
significantly impacted by corporate governance (La Porta et al., 2000). Since the Corona
epidemics the social relations on the shopfloor have intensified from storytelling to fierce
debates, whether it is about political discussions (Hambrick & Frederickson, 2001) or
improper behaviour, oral or physical. As a result the social media have become an
important factor in systems of corporate governance, both for the executive board as

for the non-executive board (Ang, Hsu, Tang, & Wu, 2020).
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The question to be asked is which conceptual or theoretical frameworks actually
underpin corporate governance, and whether these are the conceptual or theoretical
frameworks that should underpin corporate governance in view of the diversity of claims
to governance and expectations in society. The corporate governance codes dominantly
are based on corporate law, corporate finance, management accounting/auditing with
some support of the agency theory and administrative behaviour. In view of the
multiplicity of claims set to systems of corporate governance and expectations living in
society, it is to be expected that in addition to those discipline presently dominant in
corporate governance, the conceptual and theoretical bearers of corporate governance
should be the political philosophy of democratic societies (Danley, 1994), business
administration, including management control (management control includes
management accounting, risk management, etc.) organizational behaviour (Greenberg,
2010; Huczynski & Buchanan, 2007) and the theory of the firm (Foss, 2000; Williamson,
2002). The agency theory, corporate law (institutional theory), and administrative
behaviour —are examined in this chapter. The connection between principals, or
shareholders, and agents, or managers, is examined under agency theory. This applies to
the USA jurisdiction, in the legal systems of continental Europe the concept of principals
(shareholders) and agents (executive board, does not apply. In continental Europe the
executive board is autonomous except for restrictions defined by law and the statutes of
the corporation. It deals with the inherent conflicts of interest that develop when the
principals' and the agents' objectives diverge. According to the notion, agents may
behave more in their own self-interest than in the best interests of the principals if there
is inadequate oversight and absence of incentive alighment (Jensen & Meckling, 1976;
Eisenhardt, 1989). The strategies to lessen these agency issues that will be covered in this
part include governance rules, incentive systems, and monitoring (Fama & Jensen, 1983).
The study of institutional contexts' effects on corporate governance practices and
structures is known as institutional theory. It highlights how normative, regulatory, and
cultural-cognitive factors influence how an organization behaves (DiMaggio & Powell,
1983; Scott, 2001). This institutional framework includes the press, NGOs, academic
research, ad hoc groups of investigative citizens and the social media. According to this

view, businesses function within larger social frameworks that provide rules and dictate
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what constitutes appropriate conduct (Meyer & Rowan, 1977; North, 1990). This chapter
will examine the ways in which diverse institutional elements influence governance
practices in different settings and the mechanisms by which institutional change takes
place. The psychological and cognitive aspects of corporate governance decision-making
are the focus of behavioural governance, which basically builds on the field of
administrative behaviour and group dynamics. Administrative behaviour highlights how
biases, heuristics, and group dynamics impact boardroom behaviour and company
choices, challenging the conventional economic assumptions of rationality and self-
interest (Kahneman & Tversky, 1979; Bazerman & Moore, 2012) (H. A. Simon, 1997).
Common behavioural biases including overconfidence, anchoring, and groupthink will
be discussed in this section along with methods to lessen their negative effects on
governance outcomes (Thaler & Sunstein, 2008; Tversky & Kahneman, 1986). This
chapter looks at different theoretical frameworks in an attempt to give readers a
thorough grasp of how intricate and multidimensional corporate governance is. It will
provide light on the ways in which these theories influence stakeholder interactions,
governance frameworks, and business performance, providing insightful information for
corporate governance practitioners and scholars alike (Aguilera & Jackson, 2003;

Claessens & Yurtoglu, 2013).

The following table provides an overview of the primary theoretical paradigms that
shape corporate governance. It highlights the key concepts, main proponents, primary
focus, and criticisms of each paradigm. By understanding these paradigms, we can gain
insights into the diverse approaches that inform governance practices and their

implications for organizational behaviour and performance.

Table 2.1: Key Theoretical Paradigms in Corporate Governance

cognitive pillars

Theoretical Key Concepts Main Primary Focus Criticisms

Paradigm Proponents

Agency Theory Principal-agent Jensen & Mitigating conflicts | Overemphasis on
problem, Meckling, Fama between owners financial incentives,
monitoring, and managers neglects social and
incentive psychological
alignment factors

Institutional Regulative, DiMaggio & Influence of Deterministic view,

Theory normative, Powell, Scott institutional underplays agency,
cultural- environments on changes under
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governance influence of social
structures media
Behavioural Heuristics, Kahneman, Psychological underestimates the
Governance biases, decision- | Tversky, influences on role of cognitivism,
making Bazerman governance risk escapisms
processes, practices from analytical
effects of group thinking into
dynamics psychology.
Underestimates the
moral dimension in
decision making
(Etzioni, 1988)

The principal-agent dilemma, which arises when there is a conflict of interest between a
principal—such as shareholders—and an agent—such as managers—Ilies at the core of
agency theory. Although the agent is hired by the principle to carry out activities on their
behalf, the agent's objectives could not coincide with the principal's. Agents may behave
in their own best interests rather than the owners' due to this mismatch, which might
result in inefficiencies and financial losses for the business (Jensen & Meckling, 1976).
Information asymmetry, in which the agent knows more about the principal's activities
and intentions than the principal, makes the principal-agent dilemma worse. As an effect
of the declining costs of information and the growth of open information spaces the
nature of information symmetry is changing. In the conventional principal agency
“theory” this asymmetry is about asymmetry in facts. Because of social media, the use of
employees of open generative Al, the modern way how companies organize their private
information spaces, factual asymmetry is diminishing. The growth of information, or
better data, shifts the weights in the governance and strategy to the quality of the
interpretation of data, the quality of eidetic information (Strikwerda, 2023b). Due to the
role of reconceptualization in strategy no longer by default the executive produces better
eidetic information, her or his interpretation of data may be biased by the existing

business model, compensation system or other interests.

Due to the old imbalance, the principal finds it challenging to adequately supervise the
agent's performance, which raises the possibility of problems like moral hazard and
adverse selection. Adverse selection describes the difficulty of choosing the appropriate

agents based on insufficient knowledge, while moral hazard occurs when agents take
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excessive risks because they do not fully bear the consequences of their actions. Several
influential individuals created the groundwork for Agency Theory with their important
works that have had a significant impact on the subject. One of the most often
referenced papers in the topic is "Theory of the Firm: Managerial Behaviour, Agency
Costs, and Ownership Structure," written in 1976 by Michael C. Jensen and William H.
Meckling. They established the idea of agency costs, which comprise the expenses paid
by the agents to guarantee the principals, the costs of monitoring and providing
incentives to the agents, and the residual loss resulting from the proprietors' and agents'
divergent interests. In their 1983 paper "Separation of Ownership and Control," Eugene
F. Fama and Michael C. Jensen elaborated on these concepts, pointing out that in
contemporary corporations, the separation of ownership and control necessitates the
implementation of efficient governance mechanisms in order to balance the interests of
shareholders and managers. In her seminal 1989 work "Agency Theory: An Assessment
and Review," Kathleen M. Eisenhardt offered a thorough analysis of the theoty,
including its tenets, practical applications, and supporting data while also suggesting
solutions to its drawbacks. These seminal works have cleared the path for more study
and advancement in the subject and established Agency Theory as a critical paradigm for

comprehending corporate governance dynamics.

It is crucial to put in place procedures that balance the interests of principals and agents
and lessen information asymmetry in order to alleviate agency difficulties. The two main
approaches are incentive alignhment and monitoring. The board of directors and other
governing authorities must supetrvise managers' activities in order for monitoring to be
effective. Regular financial reporting, audits, and performance reviews are a few
examples of this. The objective is to guarantee that managers follow set procedures and
meet certain performance standards in order to operate in the best interests of
shareholders. Creating incentive packages that balance managers' financial interests with
shareholders' is known as incentive alignment. Bonuses tied to performance, stock
options, and other equity-based pay are examples of this. These incentives incentivize
managers to make choices that maximize shareholder value by linking their pay to the
company's success. The board of directors provides supervision and strategic direction,

which is vital in reducing agency difficulties. The board is in charge of selecting and
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assessing senior executives, approving important strategic choices, and making sure that
all legal and regulatory obligations are met. A well-functioning board is composed of a
combination of outside directors, or independent members, who provide impartial
supervision and mitigate any conflicts of interest, and internal directors, or executives.
Aligning the interests of managers and shareholders requires carefully crafting executive
remuneration packages. These packages often consist of a mix of long-term incentive
schemes, stock options, performance-based incentives, and fixed salaries. Executives
should be encouraged to accomplish both short- and long-term company objectives via
the design of these packages. The performance indicators that are used to calculate stock
options and incentives must be catefully selected to align with the company's strategic
goals and the interests of its shareholders. The corporate governance structures' different
agency problem-solving techniques are listed in the table that follows. It outlines each
process, offers illustrations, and clarifies the anticipated results. These procedures are
necessary to bring managers' and shareholders' interests into line, which improves

performance and responsibility.

Table 2.2: Mechanisms to Mitigate Agency Problems

Mechanism Description Examples Expected Outcome

Monitoring Opversight by boards or Board of Directors Increased transparency
external auditors and accountability

Incentive Alignment | Linking executive Stock options, Alignment of interests
compensation to bonuses between managers and
performance metrics shareholders

Governance Policies | Implementation of rules Corporate Standardization of
and procedutes to guide governance codes governance practices
behaviour

Organization of Sharing of data (open apps Improved quality of

information calculations) cidetic information.

Agency Theory has been subject to several critiques and limits, even with its extensive
implementation. Opponents of Agency Theory contend that it overemphasizes
monetary rewards at the expense of other motivators, including corporate culture, ethical
issues, and innate drive. Unintended outcomes from this limited focus might include

management prioritizing short-term rewards above long-term sustainability or taking
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unnecessary risks. Furthermore, Agency Theory makes the assumption that all actors are
opportunistic and self-interested by nature. Although this assumption makes the analysis
easier to understand, human behaviour is not always as simple as it seems. Numerous
managers are driven by emotions like responsibility, pride in their work, and devotion to
the company, which may have an impact on their decisions in ways that the theory does
not anticipate. Moreover, agency theoty's conventional emphasis is on the interaction
between managers and shareholders, often ignoring the interests of other stakeholders
including workers, clients, suppliers, and the larger society. This constrained viewpoint
may result in governance procedures that are not long-term sustainable or
comprehensive. Several supplementary viewpoints and extensions of agency theory have
been put forward in an effort to overcome these drawbacks. According to the tenets of
stewardship theory, managers are stewards of the business and behave in the best
interests of the stakeholders. They are driven by internal motivations such the need for
recognition, organizational loyalty, and the will to succeed and a responsibility for
society. According to this notion, encouraging a positive company culture and giving
managers more authority may produce greater results than only providing financial
incentives and tight oversight (Donaldson & Davis, 1991). The goals of corporate
governance are broadened by Stakeholder Theory to include interests of parties other
than shareholders. In order to promote more ethical and sustainable corporate
operations, this strategy promotes governance procedures that strike a balance between
the demands and expectations of diverse stakeholder groups (Freeman, 1984).
Behavioural Agency Theory offers a more sophisticated explanation of management
conduct by combining ideas from behavioural economics and psychology. It provides a
more thorough framework for assessing and resolving agency issues by taking into
account elements including social effects, risk preferences, and cognitive biases
(Wiseman & Gomez-Mejia, 1998). These supplementary viewpoints and elaborations
provide insightful analysis and assist in mitigating some critiques of conventional Agency
Theory, presenting a more comprehensive and grounded understanding of the dynamics

of corporate governance.

Agency theory is based on the one-dimensionality of the financial interests of

shareholders. Its emphasis on information asymmetry is limited to pragmatic
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information and ignores a far more important issue, that a diversity of viewpoints is
needed to deal with growing and changing complexities in business. Agency theory
ignores values, and it cannot deal with the complexities in e.g. care. Agency theory is
being dwarfed by the growing information spaces in which firms, executive boards and
supervisory boards operate. Agency theory ignores the most critical type of information

eidetic information, to be successful.

The stronger and more fundamental facets of social structure are the emphasis of
institutional theory. It examines the ways in which social structures—such as law,
accounting standards, trade rules, labour law, contract law, corporate law, conventions,
routines, and schemas—become accepted as the last word on acceptable conduct in
social situations. According to the notion, the larger institutional framework in which
organizations function also influences organizational behaviour in addition to logical
decision-making. The legal environment, societal norms, and cultural expectations all
have a role in shaping organizational practices and policies. The writings of eatly
sociologists like Max Weber, who investigated how bureaucracy and rational-legal
authority shaped organizational behaviour, was where Institutional Theory first emerged.
Scholars such as John Meyer and Brian Rowan, in their 1977 seminal paper
"Institutionalized Organizations: Formal Structure as Myth and Cetemony," however,
are largely responsible for the theory's current development. They contended that
organizations frequently adopt formal structures and practices to acquire legitimacy
rather than to increase efficiency. In their 1983 paper "The Iron Cage Revisited:
Institutional Isomorphism and Collective Rationality in Organizational Fields," Paul
DiMaggio and Walter Powell developed this viewpoint further by introducing the idea
of institutional isomorphism, which describes how organizations within the same field
tend to become more similar over time. Institutional Theory identifies three key
components, or pillars, that underpin institutions: regulative, normative, and cultural-
cognitive. Firstly, regulative pillar, it encompasses the formal rules, regulations, and laws
that govern behaviour within a society. It emphasizes the role of coercive mechanisms,
such as legal sanctions and regulatory oversight, in ensuring compliance with established
norms. In the context of corporate governance, the regulative pillar includes laws and

regulations related to financial reporting, shareholder rights, and board responsibilities.
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Secondly, the normative pillar refers to the social norms, values, and standards that
prescribe appropriate behaviour for individuals and organizations. These norms are
reinforced through professional networks, industry associations, and educational
institutions. In corporate governance, normative pressures might include expectations
regarding ethical conduct, corporate social responsibility, and stakeholder engagement.
Thirdly cultural-cognitive pillar, this pillar involves the shared beliefs and cognitive
frameworks that shape how individuals perceive and interpret their environment. It
emphasizes the role of taken-for-granted assumptions and shared understandings in
guiding behaviour. In governance, cultural-cognitive elements might influence how
board members interpret their roles, how executives view their responsibilities to

shareholders, and how organizations perceive risk and opportunity.

Institutional environments significantly influence corporate governance structures and
practices. Organizations operate within a framework of rules and norms that dictate what
is considered legitimate and appropriate behaviour. These institutional pressures can
come from various sources, including regulatory bodies, industry norms, cultural
expectations, and professional standards. Regulative pressures often lead to the adoption
of governance practices that ensure compliance with legal and regulatory requirements.
For example, companies may implement robust internal controls and audit committees
to meet financial reporting standards and reduce the risk of fraud. Normative pressures
can drive organizations to adopt best practices in governance, such as having
independent directors on the board or establishing ethics committees, to align with
industry standards and enhance their legitimacy in the eyes of stakeholders. Cultural-
cognitive pressures influence how governance practices are perceived and enacted. For
instance, in countries with a strong emphasis on collectivism, corporate governance
might prioritize stakeholder engagement and consensus-building, whereas in more
individualistic cultures, the focus might be on shareholder value maximization and
executive autonomy. These cultural dimensions shape the expectations and behaviours
of both managers and directors, leading to variations in governance practices across
different contexts. Corporate governance practices vary widely across different national
and cultural contexts due to differing institutional environments. In countries with

strong regulatory frameworks, such as the United States and the United Kingdom,
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governance practices tend to emphasize transparency, accountability, and shareholder
rights. These countries often have well-developed markets for corporate control, where
hostile takeovers serve as a mechanism for disciplining management. In contrast, in
many continental European countries, such as Germany and France, governance
practices are influenced by a stakeholder-oriented approach. These countries often have
codetermined supervisory boards, where employee representatives participate in board
decisions, reflecting a broader focus on stakeholder interests beyond just shareholders.
The legal systems in these countries also tend to provide stronger protections for
employees and other stakeholders, influencing governance practices accordingly. In
emerging markets, governance practices may be shaped by different sets of institutional
pressures. For instance, in China, the role of the state as a major shareholder in many
enterprises significantly influences governance practices, with a focus on aligning
corporate strategies with national economic goals. In India, family-owned businesses and
conglomerates dominate the corporate landscape, leading to governance practices that

emphasize family control and succession planning.

The following table explores the influence of institutional factors on corporate
governance practices. It categorizes these factors into regulatory environments,
normative pressures, and cultural-cognitive factors, explaining their impact on
governance structures. Examples are provided to illustrate how these institutional

influences manifest in different contexts.

Table 2.3: Institutional Influences on Governance Practices

Institutional Factor

Description

Impact on
Governance

Example

Regulatory
Environment

Laws and regulations
governing corporate
behaviour

Compliance
requirements, board
composition, issue is
reregulation in response
to financial disasters

Sarbanes-Oxley Act is
recalled because it
conflicted with the
entrepreneurial agenda

of the USA.

Normative Pressutres

Industry standards
and norms

Adoption of best
practices, but ‘best
practices’ are obsolete
practices, here auditors
went wrong.

Corporate social
responsibility norms
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Cultural-Cognitive Shared beliefs and Influence on decision- Varying governance
Factors values, overtaken by making processes practices in different
postmodernism in cultures
business

Institutional change refers to the processes through which institutions evolve and
transform over time. According to Williamson (Williamson, 2000) institutions in terms
of embeddedness, informal institutions, customs, traditions, religion change at a
frequency of 102 to 103 years. The institutional environment formal rules, property rights,
corporate law, the judiciary changes with a frequence of 10 to 102 years. Governance,
alignment, business models change with a frequency of 1 to 10 years. Resource allocation
and employment change, adapt continuous. This illuminates the problem underlying
todays (strategic) governance systems. Corporate law, the legal basis of corporate
governance, is based on a theory of the firm as it existed around 1900. That is a
dominance of tangible assets, arm’s length one-off transaction, the boundaries of the
system of value creation coincided the boundaries of its physical system, exploitation of
codified knowledge in discrete products, separation of capital and labour, idiosyncratic
standards in products, tools and work methods, etc. (Zingales, 2000). Around 1900 the
institutional foundations of the firm were congruent with the basic conditions in the
economy, a condition for economic growth. Since 1900, especially since £ 1980 a
number of changes developed in these basic conditions: the raise of the economic
importance of non-codified personal knowledge (Jensen, 1998), that is human capital
becoming a material part of the capital base of the firm, the raise of information as a
capital good, input and output of the firm and organization capital. The accounting
standards have not been adapted to these changes in the basic conditions, whereas
corporate finance have acknowledged these in the valuation of firms (Copeland, Koller,
& Murrin, 2000), but not in their definition of entitlement on the residual claim (still only
the financial capital providers) nor in their definition of the firm as nexus of contracts
between providers of financial capital (knowledge workers as carriers of human capital
have no access to the general meeting. The result is that since the eighties capital is
overcompensated and workers are undercompensated, especially the lower quartile of

incomes. With the effect of deep underlying tensions in (democratic) societies with
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political consequences. But there is another consequence for cotporate governance. It is
acknowledged that for various reasons accounting rules will not be changed in the
foreseeable future. When Michael Porter discovered around 1990 that the US economy
was suffering from overinvestments in tangible asset and underinvestment in intangible
assets (human capital, information capital and organization capital) (Porter & Wayland,
1992), the White House decided not to waste time and resources in attempting to change
accounting rules or the capital allocation system within private firms: via a backdoor
Kaplan & Norton ‘discovered’ the Balanced Scorecard. Which isn’t a scorecard after all,
it is a rhetorical instrument to move American CEOs to prioritize investments in
intangible assets over investments in tangible assets, against the preferences of the capital
market and underplaying accounting rules (Strikwerda, 2014). In firms with new business
models, often complex processes of value creation the traditional system of internal
control, based on accounting rules, is replaced by a system of management information,
an management information space, designed to serve the complexities of the business.
One of the dimensions in such a space is that of the annual report, which in its one-
dimensionality does not reflect the nature of the business. The practice of complex
information spaces is being used to bridge the discrepancy between obsolete accounting
rules and the requirements of ever changing business models.(Strikwerda, 2019). The
language of the obsolete accounting rules is still to be found in codes for corporate
governance principles. The question is whether supervisory boards are aware, or better,

are part of this more complex management information space.

Alike, labour law is based on the separation of capital and labour. The emergence of
non-codifiable, personal knowledge has eroded this separation, partly to be seen in the
growth of self-employed workers and retention bonusses in case of takeovers. Hence
the pressure for a revision of labour laws. This disappearance of the separation of capital
and labour also erodes the foundations of the traditional control by management over
de organization, based on Roman law, the separation of zus utends, ius fruendi and the ius
abutendi (Furubotn & Richter, 2000). Executives sensed this change for some time, but
the attempt to counter this by emphasizing corporate culture has failed. As a
consequence, supetrvisory boards need to pay a close look at the personnel policies of

the business.
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This change can be driven by various factors, including shifts in regulatory frameworks,
changes in societal norms and values, technological advancements, and economic
pressures. Institutional change can occur through mechanisms such as isomorphism,
deinstitutionalization, and re-institutionalization. Isomorphism, as described by
DiMaggio and Powell (1983), refers to the process by which organizations in the same
field become more similar over time. This can occur through coercive isomorphism
(pressure from regulations and laws), mimetic isomorphism (imitation of successful
practices), and normative isomorphism (influence of professional norms and standards).
For example, the widespread adoption of corporate social responsibility (CSR) practices
can be seen as a result of mimetic isomorphism, where companies imitate the CSR
initiatives of leading firms to gain legitimacy. Deinstitutionalization involves the erosion
or discontinuation of established practices and norms. This can happen when existing
practices are no longer seen as effective or legitimate, leading organizations to abandon
them. For example, the shift away from hierarchical organizational forms to more
flexible and decentralized organization forms. In the modern organization
decentralization is that as many of its workers or teams, can calculate by themselves
which of their alternative initiatives and decisions will contribute most to the business at
large (Arrow, 1974). This requires the business model in its causal relations is known to
and understood by most workers, and no longer monopolized by managers for reasons
of power. It also requires that those workers and teams have access to all information
and that they are familiar and understand the objective function of the business and its
hierarchy of values.  Re-institutionalization occurs when new practices and norms
become established and widely accepted. This process can be facilitated by regulatory
changes, shifts in market conditions, or the emergence of new technologies. For
instance, the rise of digital governance practices, such as the use of blockchain for
transparency and accountability, represents re-institutionalization in response to

technological advancements.

Case studies provide concrete examples of how institutional environments shape
governance practices and drive institutional change. One notable example is the
transformation of corporate governance in Japan following the economic reforms of the

1990s. Traditionally, Japanese corporate governance was characterized by insider
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control, cross-shareholding, and a focus on long-term employment and stakeholder
relationships. However, economic stagnation and financial crises prompted regulatory
reforms aimed at enhancing transparency, accountability, and shareholder rights. These
reforms led to the adoption of more Western-style governance practices, such as the
introduction of independent directors and the establishment of audit committees,
reflecting a shift towards a more shareholder-oriented model. Another example is the
evolution of corporate governance in South Africa in response to the King Reports on
Corporate Governance. The King Reports, starting with King I in 1994, have
emphasized the importance of integrated sustainability reporting, stakeholder
inclusiveness, and ethical leadership. These reports have significantly influenced
corporate governance practices in South Africa, leading to the widespread adoption of
integrated reporting and a strong focus on corporate social responsibility. The King IV
Report, in particular, has promoted principles-based governance and the concept of
“apply and explain,” encouraging companies to not only adopt best practices but also
explain how they are implemented in their specific context. In conclusion, Institutional
Theory provides a robust framework for understanding the influence of institutional
environments on corporate governance practices. By examining the regulative,
normative, and cultural-cognitive pillars, and considering the processes of institutional
change, this chapter sheds light on the complex and dynamic nature of governance in
different organizational and national contexts. Through detailed case studies and
examples, it becomes evident how institutional pressures shape governance structures

and drive the evolution of governance practices over time.

Behavioural Governance is an evolving field that incorporates insights from
administrative behaviour, group psychology and behavioural economics into corporate
governance. Administrative behaviour challenges traditional economic assumptions that
corporate actors are fully rational and always maximize utility, be it that of the firm or
their own. Instead, it recognizes that human behaviour is influenced by cognitive
limitations, emotional factors, social pressures, and psychological biases. By integrating
these behavioural insights, the framework provides a more nuanced and realistic
understanding of corporate governance in practice. Traditional economic theories, like

Agency Theory, assume that individuals are rational actors seeking to maximize their
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utility, usually in financial terms. This perspective relies on the notion of Homo
Economicus, a petfectly rational and self-interested agent. In contrast, administrative
behaviour acknowledges that real-world decision-makers often deviate from rationality
due to bounded rationality, a concept introduced by Herbert Simon in 1955, which
suggests that individuals’ cognitive limitations constrain their ability to process
information and make optimal decisions (H. A. Simon, 1997)(Simon, 1955). Often
executives are satisfiers, not maximisers (which isn’t necessarily bad from a perspective
of the firm). This recognition leads to a more comprehensive approach to governance,
considering the psychological and social dimensions of decision-making. Behavioural
Governance covers a broad range of topics, including how cognitive biases affect board
decisions, the role of emotions in executive behaviour, and the impact of social dynamics
on boardroom interactions. It secks to identify and mitigate the negative effects of these
behavioural factors, thereby improving corporate governance practices (Bazerman &
Moore, 2012). The following table examines the behavioural biases that can affect
corporate governance. It describes various biases, their impact on governance practices,
and strategies for mitigation. Understanding these biases is crucial for developing more
effective governance frameworks that account for human cognitive limitations and

decision-making processes.

Table 2.4: Behavionral Biases Affecting Governance

Bias Description Impact on Mitigation
Governance Strategies

Opverconfidence Overestimating one's Risky decision- Diverse board

abilities or knowledge making composition, external
advisors

Anchoring Relying too heavily on Suboptimal Training on cognitive
initial information decisions biases

Groupthink Desire for harmony Lack of critical Encouraging
resulting in poor evaluation dissenting opinions
decisions

Cognitive biases and heuristics significantly influence decision-making processes in
corporate governance. Heuristics are mental shortcuts that individuals use to simplify

complex decision-making tasks. While useful, heuristics often lead to systematic errors
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or biases. Overconfidence bias, for example, may cause decision-makers to overestimate
their knowledge and abilities, leading to overly optimistic projections and risk-taking.
CEOs with overconfidence might pursue aggressive expansion strategies without
adequately considering potential downsides (Tversky & Kahneman, 1974). Confirmation
bias leads individuals to seek out and favour information that confirms their pre-existing
beliefs, often resulting in groupthink in boards where dissenting opinions are ignored,
and flawed decisions go unchallenged. Anchoring bias occurs when decision-makers rely
too heavily on the first piece of information they encounter (the "anchot") when making
decisions, affecting budget allocations, executive compensation decisions, and strategic
planning (Bazerman & Moore, 2012). Loss aversion, where people prefer avoiding losses
over acquiring equivalent gains, can result in risk-averse behaviour in governance, with
boards and executives avoiding potentially beneficial but risky ventures (Thaler &
Sunstein, 2008). Board dynamics and executive behaviour are profoundly influenced by
psychological factors. Behavioural Governance examines these dynamics to understand
how they impact corporate decision-making and performance. The composition and
diversity of a board, for instance, can affect its decision-making processes and outcomes.
Diverse boards in terms of gender, ethnicity, and professional background are often
better equipped to challenge prevailing assumptions and introduce new perspectives.
However, diversity can also lead to conflict and slower decision-making if not managed
effectively (Larcker & Tayan, 2011). Social dynamics, such as power relations and group
cohesion, also play a crucial role. For example, the presence of a dominant CEO can
inhibit open discussion and critical evaluation of strategic decisions, leading directors to
feel pressured to conform to the CEO's views, resulting in suboptimal governance
outcomes. Conversely, a well-functioning board with strong, independent directors can
provide effective oversight and strategic guidance. Executive behaviour is similarly
affected by psychological factors. Personal traits of CEOs, such as narcissism or
humility, can shape their leadership style and decision-making. Behavioural Governance
explores how these traits influence organizational outcomes and how governance
mechanisms can be designed to account for them (Finkelstein et al., 2009). For instance,

narcissistic CEOs may pursue bold, high-risk strategies, leading to significant gains or
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catastrophic failures, requiring governance structures to balance encouraging innovative

risk-taking with safeguarding against excessive risk.

To address the negative impacts of cognitive biases and psychological factors, several
strategies can be employed in corporate governance practices. Implementing structured
and formalized decision-making processes can help mitigate biases. For example,
requiring detailed risk assessments and (Simons, 2000) analyses can counteract
overconfidence and anchoring biases (Bazerman & Moore, 2012). Promoting diversity
in board composition and ensuring the independence of directors can reduce the risk of
groupthink and confirmation bias, as independent directors are more likely to provide
objective oversight and challenge the status quo (Larcker & Tayan, 2011). Providing
ongoing training for board members and executives on cognitive biases and behavioural
insights can raise awareness and improve decision-making, including workshops on
critical thinking, risk management, and ethical decision-making (Thaler & Sunstein,
2008). Engaging external advisors or consultants can offer fresh perspectives and reduce
the influence of internal biases by providing independent evaluations of strategic
decisions and governance practices. Behavioural insights can also be leveraged to
enhance the overall effectiveness of boards. Regular evaluations of board performance,
including peer reviews and self-assessments, can help identity areas for improvement
and ensure that board members are effectively fulfilling their roles, with feedback
mechanisms designed to promote honest and constructive discussions (Finkelstein et al.,
2009). Creating a board culture that encourages open dialogue, and dissent can improve
decision-making quality, with chairs playing a crucial role in fostering an environment
where all members feel comfortable expressing their views and raising concerns
(Bazerman & Moore, 2012). Recognizing that one-size-fits-all approaches may not be
effective, governance practices should be tailored to the specific context and challenges
of the organization, including considering the unique behavioural tendencies of the
board and executive team. Incorporating behavioural metrics into performance
evaluations can provide a more comprehensive assessment of executive and board
performance, including measures of decision-making quality, risk management
effectiveness, and ethical behaviour (Larcker & Tayan, 2011). In conclusion, Behavioural

Governance frameworks offer a valuable lens through which to view and improve
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corporate governance practices. By acknowledging and addressing the psychological and
cognitive factors that influence decision-making, organizations can enhance the
effectiveness of their governance structures, leading to better outcomes for shareholders
and stakeholders alike. This approach not only complements traditional economic
theories but also provides a more holistic understanding of the complexities inherent in

corporate governance.

The field of administrative behaviour, including behavioural economics and Bazermans’
concept for decision making, are in itself valid and useful, but these concepts are based
in the basic conditions of the era of modernity. This was the era in which positivist
thinking dominated and subsequently inductive and deductive thinking. Traditional
MBA-concepts are based in inductive and deductive thinking. Due to increase of
feedback mechanisms due to digital technology and especially the speed of feedback
mechanisms (Strikwerda, 2023b) reflexivity has become a dominant mechanism in
business, markets (consumer preferences) and in politics as well. That is, it is
acknowledged that successful business models destroy themselves  because these
operate on the assumptions on which these through induction are based. As a
consequence abductive thinking has become the mark of good strategy, in combination
with the capacity to reconceptualize new situations (Helfat & Peteraf, 2015; Martin,
2007). To deal with complexity the first tool for CEO’s is (non-reductionist) abstract
thinking, to understand the new complexities before a temporal new simplicity can be
defined (Lindsey, 2012; Martin, 2007; O'Toole, 1993). In corporate strategy and with
that in corporate governance the issue today is more about diversity in thinking and
integrative thinking, in the (conceptual) interpretation of data instead of data-driven
decision making. For this reason Simons places diagnostic control system (the level of
data-driven control, machine learning etc.) in the context of interactive control, that is
where fae-to-face managers discuss new developments, uncertainties, test interpretations
beyond the existing model of operation or the business model, in order to be in-control

(Simons, 1995). This requires a safe psychological climate to avoid group think.

Board room dynamics is an elaboration of the social psychological group dynamics as

developed Kurt Lewin (1890-1947) in the 1940s. Boardroom dynamics is concerned with
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the social-psychological and inter-psychological processes at work when a group of a
team work on a common objective or task. This applies as well to supervisory boards
and executive board and to their common meetings (Harshak, 2019). If not
acknowledges or effectively controlled (primarily by the chair) these processes may
define the outcome of judgement, interpretations, conceptualizations, decisions, in
conflict with the facts at the table. Some of the dimensions of boardroom dynamics, as

relevant for strategic corporate governance, are:

- Trust in the information provided by the executive board to the supervisory
board

- Distortion of perceptions due to—unconscious—emotional reactions on the
information, proposals, judgements, brought to the table by other members.

- Absence of dominance due to social comparison between members.

- A safe psychological climate, which tolerates critical questions, explorative

questions, diversity of viewpoints, absence of groupthink.

When comparing Agency, Institutional, and behavioural theories in the context of
governance dynamics, it becomes apparent that each offers distinct perspectives and
dimensions on how governance systems function and how decisions are made within
organizations. Agency Theory primarily focuses on the relationship between principals
(such as shareholders) and agents (such as executives), emphasizing the alighment of
interests and the mitigation of agency problems through mechanisms like monitoring
and incentive alignment (Jensen & Meckling, 19706). In contrast, Institutional Theory
examines how broader institutional environments shape governance practices,
emphasizing the role of norms, rules, and cultural contexts (Scott, 2001). Behavioural
Theory, on the other hand, explores the psychological and cognitive factors that
influence decision-making within governance structures, highlighting the impact of
biases, heuristics, and social dynamics (Kahneman, 2011). While each theory offers
valuable insights into governance dynamics, they also exhibit differences in their
assumptions and theoretical foundations. Agency Theory, for instance, operates under
the assumption of rational self-interest and assumes that individuals act to maximize

their utility. Institutional Theory, meanwhile, emphasizes the role of social norms and
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cultural values in shaping behaviour, often focusing on broader socio-economic contexts
rather than individual motivations. Behavioural Theory challenges the rational actor
assumption by highlichting the limitations of human cognition and the influence of
emotions and social factors on decision-making. Despite their differences, these
theoretical paradigms can complement each other by offering different lenses through
which to analyse governance dynamics. Agency Theory provides insights into the
principal-agent relationship and the design of governance mechanisms to align interests
and reduce agency costs. Institutional Theory helps contextualize governance practices
within broader social and cultural contexts, highlighting the importance of regulatory
frameworks and institutional norms. Behavioural Theory complements these
perspectives by uncovering the psychological biases and social dynamics that may impact
decision-making within governance structures. However, these paradigms can also
contradict each other in certain respects. For example, while Agency Theory assumes
rational behaviour and focuses on contractual relationships between principals and
agents, Behavioural Theory challenges this assumption by highlighting the limitations of
human rationality and the presence of cognitive biases. Similatly, Institutional Theoty's
emphasis on social norms and cultural contexts may diverge from the individualistic

focus of Agency Theory.

Agency Theory

. %

Institutional Behavioral
Theory Governance

Figure 2.1: Comparative Analysis of Governance Theories

To provide a comprehensive understanding of the key theoretical paradigms that shape
corporate governance, the following Venn Diagram figure 2.1 offers a visual comparison
of Agency Theory, Institutional Theory, and Behavioural Governance. Each circle

represents one of these foundational theories, highlighting their unique elements as well
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as the areas of overlap where their concepts intersect. The overlaps illustrate the
integration of structures, incentives, contextual influences, and behavioural insights
within governance practices. This comparative analysis serves to elucidate how these
theories complement each other and contribute to a holistic view of governance
dynamics, enhancing our understanding of their implications for organizational
behaviour, performance, and resilience. While each theoretical paradigm offers valuable
insights into governance dynamics, there is also potential for theoretical integration to
develop a more comprehensive understanding of governance phenomena. Integrating
these perspectives can help overcome the limitations of any single theory and provide a
more holistic framework for analyzing governance dynamics. Table 2.5 offers a
comparative analysis of the major governance theories: agency theory, institutional
theory, and behavioural governance. It compares these theories across several aspects,
including focus, key assumptions, strengths, and weaknesses. This comparison highlights
the unique contributions and limitations of each theoretical perspective in understanding

governance dynamics.

Table 2.5: Comparative Analysis of Governance Theories

Aspect Agency Theory Institutional Theory Behavioural
Governance
Focus Economic incentives Institutional Psychological factors
environments
Key Assumptions Rational actors, self- Embeddedness in Bounded rationality,
interest institutions cognitive biases
Strengths Clear mechanisms for Contextual Insights into
alighment understanding of decision-making
governance processes
Weaknesses Oversimplification of Deterministic, neglects | biased to
human behaviout, cannot individual agency behaviorism, rooted
deal with complex in modernism, tends
businesses to be simplified by
algorithms

A comprehensive framework for understanding governance dynamics could draw on
elements of all three theoretical paradigms. Such a framework would recognize the
importance of contractual relationships and incentive structures highlighted by Agency
Theory, the influence of institutional contexts emphasized by Institutional Theory, and

the role of psychological biases and social dynamics explored by Behavioural Theory. By
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integrating these perspectives, researchers and practitioners can develop a more nuanced
understanding of governance dynamics and enhance the effectiveness of governance
practices. For example, a comprehensive framework could inform the design of
governance mechanisms that not only align interests between principals and agents but
also take into account broader institutional contexts and mitigate the impact of cognitive
biases on decision-making processes. In conclusion, while Agency, Institutional, and
Behavioural theories offer distinct perspectives on governance dynamics, there is also
potential for theoretical integration to develop a more comprehensive understanding of
governance phenomena. By drawing on elements of all three paradigms, researchers and
practitioners can enhance their ability to analyse governance structures and improve
governance practices. It should be noted that in the contemporary society a number of
stakeholders, whose power increases due to social media, perceive the system of
corporate governance less through these three lenses, but implicitly through the lens of
the roles of corporations in a free democratic society, beyond profit making. The three
lenses implicitly are based on an opposition of capital and labour, and on a disconnect
between business and society. Responsible companies see themselves as an intrinsic part
of society and, dependent on its size and role, tend to see themselves as constitutive

institutions of society (Kanter, 2011).

Governance systems can have a profound impact on organizational behaviour, shaping
how decisions are made, how resoutces are allocated, and how conflicts are managed
within firms. Effective governance mechanisms can foster a culture of transparency,
accountability, and ethical behaviour, which in turn promotes positive organizational
behaviour. For instance, boards of directors that actively monitor management and
engage in strategic oversight can help ensure that executives act in the best interests of
the company and its shareholders. This can lead to more responsible risk-taking, better
alighment of corporate strategy with stakeholder interests, and improved overall
organizational behaviour (Larcker & Tayan, 2011). Real-world examples illustrate how
governance structures influence organizational behaviour. For example, in companies
where the board is highly independent and diverse, there tends to be a greater emphasis
on ethical conduct and social responsibility. One notable case is the board of Unilever,

which has been praised for its strong governance practices that emphasize sustainability
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and ethical business practices. This has fostered a corporate culture that prioritizes long-
term value creation over short-term gains, influencing the behaviour of employees at all
levels of the organization (Eccles, loannou, & Serafeim, 2014). Conversely, weak
governance structures can lead to negative organizational behaviours, such as unethical
practices, excessive risk-taking, and poor decision-making. The scandal at Enron is a
prime example, where failures in governance, including a lack of oversight by the board
and conflicts of interest among executives, led to unethical behaviour and fraudulent
activities that ultimately resulted in the company’s collapse (Healy & Palepu, 2003).
Governance practices are closely linked to firm performance and resilience. Effective
governance can enhance a firm's financial performance by ensuring that management
decisions serve the interests of the corporation and with that shareholder interests and
those of legitimate stakeholders. For instance, research has shown that firms with strong
governance practices tend to have higher valuations and better financial performance
metrics (Gompers, Ishii, & Metrick, 2003). These companies are often better equipped
to navigate economic downturns and other challenges, demonstrating greater resilience
in the face of adversity. Case studies further illustrate the impact of governance on
performance and resilience. For example, during the 2008 financial crisis, firms with
robust governance structures, such as Goldman Sachs, which maintained stringent risk
management practices and strong oversight by its board, were able to weather the crisis
more effectively than those with weaker governance. Goldman Sachs’ ability to navigate
the crisis was attributed to its disciplined approach to risk and its strong governance
framework, which provided the necessary oversight and strategic direction during
turbulent times (Motrison & Wilhelm, 2008). It should be noted that Goldmanc Sachs
paid their investments bankers more in bonusses as it paid its shareholders in dividends
Another example is Toyota, which, despite facing significant challenges such as the 2011
earthquake and subsequent supply chain disruptions, demonstrated remarkable
resilience. Toyota's governance practices, including a strong emphasis on continuous
improvement (Kaizen) and a well-functioning board that actively engages in risk
management, allowed the company to quickly adapt and recover from the crisis. This
resilience can be attributed to the firm’s governance framework that integrates strategic

oversight with operational flexibility, ensuring that the company can respond effectively
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to unexpected challenges (Cusumano, 2010). In conclusion, the influence of governance
structures on organizational behaviour and firm performance is profound. Effective
governance fosters a culture of accountability and ethical behaviour, while also
enhancing a firm's ability to achieve superior financial performance and resilience. By
examining real-world examples, it is clear that robust governance practices are critical
for promoting positive organizational behaviour and ensuring long-term success and
stability. The following table illustrates the implications of various governance practices
on firm outcomes such as organizational behaviour, performance, and resilience. It links
specific governance practices to their impacts and provides real-world examples to
demonstrate these relationships. This analysis underscores the importance of effective

governance in achieving desirable organizational outcomes.

Table 2.6: Implications of Governance Practices on Firm Outcomes

Outcome Governance Practice | Impact Example
Administrative Effective board Improved decision- Enron (failure), Apple
Behaviour oversight making (success)

Firm Performance Incentive alignment in Enhanced Tesla (innovative
executive performance strategies)
compensation

Resilience Intellectual openness Increased degree of Johnson & Johnson
and situational being in-control / (crisis management)
awareness in the continuity
execution of Corporate
Governance

This chapter has explored the advanced theoretical paradigms shaping corporate
governance, including Agency Theory, Institutional Theory, and Behavioural
Governance Frameworks. Each of these theories offers unique insights into the
dynamics of governance structures, stakeholder relationships, and organizational
outcomes. Agency Theory highlights the principal-agent problem, emphasizing the need
for mechanisms like monitoring and incentive alignhment to mitigate conflicts of interest
between principals (shareholders) and agents (executives). It underscores the importance
of board oversight and executive compensation in aligning interests and reducing agency
costs (Jensen & Meckling, 1976). Institutional Theory provides a broader context by

examining how governance practices are shaped by institutional environments, including
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regulatory frameworks, cultural norms, and social expectations. It emphasizes the role
of the regulative, normative, and cultural-cognitive pillars in shaping organizational
behaviour and governance structures (Scott, 2001). Behavioural Governance
Frameworks introduce the psychological and cognitive dimensions of decision-making,
challenging traditional assumptions of rationality. This perspective highlights the impact
of biases, heuristics, and social dynamics on governance processes, providing a more
realistic view of how decisions are made within organizations (Kahneman, 2011). The
integration of these theoretical paradigms offers a comprehensive understanding of
governance dynamics, emphasizing the importance of considering multiple perspectives
to enhance governance practices. For researchers, this integrated approach opens up new
avenues for exploring the complex interactions between governance structures and
organizational behaviour. Practitioners can leverage these insights to design more
effective governance mechanisms that account for institutional contexts and behavioural

influences.

As corporate governance continues to evolve, several emerging trends and areas for
future study are worth noting. One significant trend is the increasing focus on
sustainability and ethical governance. Future research could explore how governance
structures can be designed to promote long-term sustainability and ethical behaviour,
balancing financial performance with social and environmental considerations (Eccles et
al., 2014). Another promising area is the study of digital governance. With the rise of
digital transformation and big data, researchers can investigate how technology impacts
governance practices and decision-making processes. This includes exploring the role of
digital tools in enhancing board effectiveness and the implications of cybersecurity risks
for corporate governance. Phenomena like social media with its autonomous feedback
to companies and their boards impacts their position in society (Ang et al., 2020; Chaher
& Spellman, 2012). Generative Al will change the information position of supervisory
boards vis-a-vis executive boards. The impact of global diversity on governance
practices also presents a rich area for future research. Understanding how different
cultural, legal, and economic environments influence governance structures can provide
valuable insights for multinational corporations operating in diverse contexts.

Comparative studies across regions and industries can shed light on best practices and
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common challenges in global governance. Furthermore, the COVID-19 pandemic has
highlighted the importance of resilience in governance. Future research could examine
how governance frameworks can be adapted to enhance organizational resilience in the
face of crises. This includes studying the role of crisis management, strategic foresight,
and adaptive governance practices in ensuring long-term stability and performance. In
conclusion, the evolution of governance paradigms reflects the dynamic nature of the
business environment. By integrating insights from Agency, Institutional, and
Behavioural theories, researchers and practitioners can develop more effective and
resilient governance structures. As we move forward, continued exploration of emerging
trends and challenges will be crucial in shaping the future of corporate governance,
ensuring it remains responsive to the changing needs of organizations and their

stakeholders.
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