Vlerick Leuven Gent

Management School

the Autnmmmoms Monsgemend Schonl of

12 b | I..ili'!Fl'!ll_l' il Kntbsalinks Undversiieit Lanves

Vlerick Leuven Gent Working Paper Series 2004/22

THE INTERFACE BETWEEN CORPORATE GOVERNANCE
AND CORPORATE SOCIAL RESPONSIBILITY
AND ITS RELEVANCE FOR THE FINANCIAL AND INSURANCE S ECTOR
LUTGART VAN DEN BERGHE
Lutgart.VanDenBerghe@vlerick.be
CELINE LOUCHE

Celine.Louche@vlerick.be

D/2004/6482/23



THE INTERFACE BETWEEN CORPORATE GOVERNANCE
AND CORPORATE SOCIAL RESPONSIBILITY
AND ITS RELEVANCE FOR THE FINANCIAL AND INSURANCE S ECTOR
LUTGART VAN DEN BERGHE
Vlerick Leuven Gent Management School
CELINE LOUCHE

Vlerick Leuven Gent Management School

Contact:

Céline Louche

Vlerick Leuven Gent Management School
Tel: +32 09 210 98 16

Fax: +32 09 210 97 00

Email: Celine.Louche@uvlerick.be



ABSTRACT

Based on the argument that Corporate Social Re#pliyss not just a fashion but rather the
future from another angle, this paper exploresliie between corporate governance and
corporate social responsibility in insurance. Altgb insurance industries have been less
exposed to criticisms than other sectors, like athgr business, they are subject to increasing
societal scrutiny. After a reconsideration of therporate governance paradigms and
mechanisms, the paper analyses the relevance mdrede social responsibility and corporate
governance for the insurance sector. It exploepasitive and negative externalities and its
role as institutional investor. The paper also mes policy recommendations for

mainstreaming corporate social responsibility wittiie sector.



INTRODUCTION

Corporate Social Responsibility: yet more hype witbut a sustainable future, or the
future from another angle?

Time and time again, with the regularity of a clptkisinessmen and management
professors find themselves assailed by new busifask#ons, pretending to hold the absolute
and definitive key to strategy and thus to the reitof the company. Kenneth Clark pointed to
the danger of this when he stated that “Confidemiclas on the future seem to me,
intellectually, the most disreputable of all fornt$ public utterance” It would be
understandable were certain readers of this aricleject the concept of Corporate Social
Responsibility (CSR) as being just another busifesision, a new religion or a new ideology,
which in practice has nothing to offer; understdildabut wrong, at least in the opinion of
this article’s authofs

The present contribution represents a reconnoiinthe future of business conduct
and governance. To avoid provoking the above aiticof Kenneth Clark, however, we
would just say that, in such an exercise, posiegight questions (and particularly continuing
to pose them) is more important than giving answ&hsch will necessarily change anyway
over the years. Indeed, anyone attempting to preristor her piece of the truth as the entire
truth destroys its value.

Becoming involved in CSR can be seen as a passiangiression of faith. While
disclaiming a passionate involvement, we aim tdyegathe contextual factors that could lead
to CSR simply being a sensible strategic optiothéchaotic world we live in, or at least in a
number of industries closely connected with thevidedge society. Before doing so, we have
to point to the link between CSR and corporate guuece.

The interface between 'Corporate Social Responsiliy' and '‘Corporate Governance'

The concept of CSR is closely allied to that of ggmance. Both CSR and corporate
governance have to do with the direction of comgsr@nd with the translation of that into
corporate strategy. What has been written on thierlasubject3 is overwhelming and

increasingly underlines to what extent change oughte a part of our thinking and how

! Quoted in John D. Barroumpossibility, The Limits of Science and the Scierfidémits OUP, 1998, 232 pp.
2 For more detail see, Van den Berghe, L. & VerbékBuurzaam Ondernemen ... of het heruitvinden van elkotast en
het doorbreken van fundamentalisqiesDe durf om te ondernemen : nieuwe aspectenoralernemerschap en
groeimanagement’ Hans Crijns en Hubert Ooghe (eldsnoo, juni 2001, ISBN 90 209 4183 6, pp. 225-23



much more rapidly change occurs. Success seentioddg little relevance for the future and
it can sometimes be a few years or just a few n®ohé#fore the difference between winning
and losing becomes apparent. Whereas strategy poeMdibusly be approaches as ‘strategic
planning’, comparable to equipping a steamshiptlier voyage between Southampton and
New York, whereby fuel consumption and the pretise of departure and arrival (barring
confrontations with icebergsn routg were known, it is now more like navigating a seyt
ship on a river after a rainstorm, with many robksring the way and many other boats and
craft darting about and preventing easy passagauidh a raplex environment (with rapid and
complex changes), at least equally essential as@sp idea of one’s destination and how to
reach it, is the quality of the crew.

Our growing impotence to ‘plan strategically’ aldwms to do with increasing
discontinuity and the paradoxical phenomena abditlwCharles Handyand others have
written so well. One thing which appears paraddxigdhe phenomenon of the ‘and’ world
instead of the ‘or’ world: the necessity to optastidy less for ‘either the one thing or the
other’ and to reconcile what, at first sight, app®abe opposing ideas and objectives. As will
become apparent below, CSR is an excellent exaofples.

Corporate strategy, too, has to be fleshed out wodd in which the concepts of
dualism are coming to be steadily less meaningfhle antagonism between capital and
labour or between private interest and common geatbsolete, though this is not to say that
there is a resulting harmony, but rather that thera resulting, consciously experienced,
disharmony. The key lies in tension and in conssisearching. CSR begins where dualist
thought ends.

Approach and hypothesis of this contribution

Faced with the increasing pressure for corporateéakoesponsibility and a broader
role of business in society, it is no longer suéiit for a ‘responsible firm' to live by the law
and focus on financial profit to create value foareholders. This is also true for the financial
and insurance sector. However, traditional corgorgbvernance as well as traditional

management tools and accounting principles do liew @orporate social responsibility to be

® For a description and a scientific criticism of ttagious schools of strategy and for an introductiothéomany
illusory pronouncements in this respect, see MintzlddrgStrategievorming : Tien scholen.”, transl.. Jh.
Tromp, Scriptum (Schiedam), 1994 153 p

“ C. Handy Trust and the virtual organization — How do you manpgeple whom you do not seé®arvard
Business Review, May/June 1995, pp. 40-50; C. Hahlg,Hungry Spirit: Beyond Capitalism — A Quest for
Purpose in the Modern WorldHutchinson, 1997, 288pp.

5



managed efficiently and effectively. This is thenttal thesis we want to discuss in this
article.

In a next section, we will examine the increasecu$oon the role of business in
society and its effects on corporate governancewilfepproach the redefinition of the role
and the content of corporate governance in thiegesstirst, we will highlight the need for a
new paradigm underlying traditional corporate goaace thinking. In a second step, we will
redefine the corporate governance mechanisms. And third and final step, we will
elaborate on the monitoring of corporate governaacd corporate social responsibility.
Section 3 will address the relevance of Corporatea® Responsibility (CSR) and Corporate
Governance (CG) for the financial and insuranceaose®e will develop its potential for
specific negative and positive externalities asl asglits role as institutional investor. Based
on these sectoral specificities, we will presemhssuggestions for mainstreaming CSR and
CG into their policies. We conclude with a shomnsoary and some ideas for further research
and reflection.

INCREASED FOCUS ON THE ROLE OF BUSINESS IN SOCIETY AND ITS
EFFECTS ON CORPORATE GOVERNANCE

Business conduct under growing societal scrutiny

Manifestations of change

Anyone who watches television, who reads newspapdistens to the radio has been
extensively informed of the tough battle of thei-ghbbalists against globalisation in general
and global businesses more specifically. If we adlthis anti-globalisation movement of its
spectacular street fights and sometimes outrage@unsfestations, we can observe that some
of the basic messages go to the heart of CSR. #iggonumber of organisations, referred to
as ‘civil society' are thoroughly questioning thesiness conduct of increasingly powerful
global players. They claim that a business firmusthchave a 'responsible’ attitude and
behaviour, wherever they operate. Respect for hurigdms, no pollution, no involvement
with corruption are top priorities in their worldide scrutiny of business firms. CSR
presumes a conscious search for a balance, bepondterm efficiency, whatever its nature.
The challenge is to achieve long-term, sustainsibeess, based on a balanced respect for the
interest of all parties involved in the company.alrcertain sense, this is the business model

that in corporate governance circles is known asRfineland’ or ‘stakeholder’ model.



Albeit from a quite different nature, the corporatandals like Enron or WorldCom in
the United States, Ahold in the Netherlands, ViveindFrance or Parmalat in Italy, also
resulted in a growing criticism against businessagers and directors. Here too, the media
played an important role in creating world-wide asveess for the problems these failures
brought about for all stakeholders involved.

Whereas the anti-globalisation movement mainly $eclion a firm's behaviour in less
developed countries, the corporate scandals fotikedworld-wide attention on firms not
living up to standards of business conduct and aratp control. Undoubtedly, the recent
American and European corporate scandals contgacts of shortcomings of corporate
governance. However, it is striking to see that sahthese companies, like Enron, at first
sight were good adherents of the basic recommendabn corporate governance. Yet, it
went wrong!

A more thorough analysis of these corporate fadumhich goes beyond the search
for the 'guilty’, clearly shows numerous failures'lmusiness monitoring' market failures,

internal monitors that failed, shareholder monitgrfailed and also management failures.

Underlying forces: the changing paradigms

Although the anti-globalisation agenda and the mi&g of the recent corporate
failures may -at first sight- be of a totally difést nature, their underlying forces are

surprisingly comparable.

Opening-up the black box: the new invisible hand

The increasing emphasis on corporate accountabgisyprobably be driven primarily
by non-market forces:

"When the market fails to achieve an optimal statsgiety will, to some extent at
least, recognize the gap and non-market institatioil arise attempting to bridge it" (Arrow,
1962, p. 22).

These non-market forces are so powerful that s@sertbe them as the new 'invisible
hand' (Huysse, 1999) that reigns the business vemdddefinitely opened-up the black box of
board and management trade-offs and decision-maKing media and the Internet helped

numerous types of NGOs, trade unions, institutiona¢stors and governments to hold the

® For more detail, see Van den Berghe & Baelden, 2003



business world increasingly responsible for th&eat and indirect impact on society. These
market and non-market forces operate in a very t@mmmgntary way. Polonsky (1995)

considers the media as a ‘bridging stakeholder'abse of its ability to influence other

stakeholders who can -in turn- directly influenceporate behaviour.

The past years witnessed an increasing influengeowirful NGOs, which in some
countries may have far more members than the dexically elected government. In a
globalising world, NGOs become more and more thescience of the world and have been
influencing the public opinion significantly. Moreer, they are perceived as the “true
credible source on issues related to the enviroharhsocial justice” (Vogl, 2003). A World
Economic Forum inquiry (2003) has shown that NG@sgeha far higher credibility than the
business world in these issues. There is a growfigy and sophistication of activist groups
to target corporations that are perceived as spdiegsponsible.

In an ‘information age’, the impact of these vadopressure groups is growing
perceptibly, thanks to, among other things, therhndt, which permits information to be
disseminated in a modern, cheap and rapid way.dHEmeage that their action can inflict,
certainly on the value of a listed share, can leranus. Also the media played an important
role in facilitating and stimulating this evolutioExamples of the growing power of the
media can be found in CSR as well as in governéaittees. Shell is an interesting case in
this respect: with the Brent Spar-case the debagtseen Greenpeace and Shell received
massive attention leading to a change in the puglinion; with the recent restating of its oil
reserves, the media echos the shareholders' candéris resulting in far-reaching effects on
its management and governance: several executigppisg down while at the same time
forcing a rethinking of Shell's corporate goverrastructure.

Stimulated and influenced by this new invisible dhamarket parties also start to
consider CSR and good corporate governance asrénequpisite for sustainable growth and
welfare within a globalising business environme®ititical customers, knowledge workers
and shareholder activists increasingly scrutine@arate behaviour and attitude. If customers
are aligning their purchases with social critettieey have the power to influence a firm's CSR
stance. There is also pressure from the investormuanity for firms to engage in CSR
practices.

This 'opening-up of the black box' is only one asp# the fact that we live in an
increasingly transparent society. Listed compaaiesobliged to disclose detailed financial
results and urged to publish a social and envirotiaheéeport. Moreover, they are faced with

an increasing demand for more information on thaividual remuneration of executives.
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Even the results of unlisted companies must be rpalléc. Society at large is searching for
more disclosure on numerous other aspects, dogcdmes fashionable to publish lists of the
private wealth of the richest families and Intercbat rooms disseminate the latest news
(correct or incorrect). It is obvious that thereais increasing amount of scope for malicious
news about companies, but whether this malice hasmgact depends on how those
companies are perceived. The citizen, the conswuandr the employee are finding their
tongues, are better informed (or believe they ang) demand better management at all levels:
less of the ‘more’ and more of the ‘better’. Pemojudgment is coming less and less to
determine what is correct and what is not; it itheathe media and organizations with access
to it (such as the many action groups) that detegmivhat the vast majority of people think
about issues in general and companies in particMaitinationals have learned that the
censure of a court of law in another country has kffect than a negative pronouncement on
the part of a reputable and respected action grolgy asked themselves to be ‘audited’ by
that same action group, and establishing a goaodl isathe following step on the way. In this
way, non-governmental organizations are increagitgilcoming a source of law. Law is
essentially territorial (its basis being the nat&tate) and hierarchic (the one norm stands
above the other). The entire Internet businessserdially neither territorial nor hierarchic.
This fundamental mismatch between the knowledg@@oy and the way in which law is

currently made and administered is a major factahe crisis facing the justice system.

Ignoring business externalities no longer a possilty?

In order to understand the potential impact of ¢hesw business paradigms, it is
interesting to look at the question of businesemdlities (Van den Berghe and Carchon,
2002). Externalities are the side-effects of coapmmactivities on society. They can be either

positive (economies) or negative (diseconomies).

In a completely liberal economy, without any goweemt interference or regulation,
the optimal firm behaviour is to ignore these exadities, because it is not considered a firm's
duty to take these external factors into consid@maiGiven that some of these externalities
can be important, the welfare economists developedthesis that it is the role of the
government to create stimuli to foster positive eexalities (e.g. trough subsidies) or
discourage negative externalities (by installinig\ay or a tax) or by simply forbidding these

types of activities. As long as firms remain witha 'closed’ regulatory system, the



combination of these two approaches gives rise rfooptimal welfare. But the anti-
globalistation movement criticised the ability ofational and even supra-national
organisations in monitoring the global behavioubwo$iness firms and their effects on society
at large. The lack of common standards on CSR amabcate governance is one of their main
concerns. Given the huge societal impact of the ineigible hand, forward-looking business
firms prefer to take their societal responsibiityo their own hands. In so doing they also

hope to make further regulation unnecessary.

However the different national and corporate atgtitowards corporate responsibility
make the degree of integration of business extéiggmbuite different around the globe. In a
competitive environment, business firms will needblance the costs involved in coping
with externalities while keeping their long-termoaomic profit in mind. In order for a
business firm to manage this difficult balance, areeds to develop a better view on
stakeholder expectations. At the other hand stdéef®do need a better understanding of the
limits to the societal role of a business firm. d§jing the expectation gap must therefore
receive more prominent attention. Numerous pressuce make the business world
responsible lead to creating extreme and unreaksipectations and defines corporate social
responsibility in too broad a perspective:

"... society’s plea to provide innovative solutiomsdeep-seated problems of human
misery’; ...'the calls for corporate involvement liadressing broader problems of society’;
...'should a firm devote its resources to combathsproblems as malnutrition, infant
mortality, illiteracy, etc.?" (Margolis & Walsh, 2@, p. 2, 4 & 7).

We would therefore like to point to the critiquet porward by Zadek (2001): he urges
society to be careful with what it can expect frbuosiness: “In fact, we do not and probably
cannot know enough about the system to understatidsi sense the relationship between the
activities of one organisation and the whole syst&here is little point in blaming pigs for
not being able to fly”. He adds that “a businessmtribution to sustainable development
therefore needs to be understood in terms of #bl&ioptions and what it makes of them”.
Indeed, one could wonder whether taking care debé&busing, better schools, and a cleaner
environment is a duty of companies. Some auth@saseore explicit role of the government
in this respect: “It might be better to look at théngs that the private sector does not deliver,
and then get governments fill the gap [...] Comparaies not here to build a fairer society.

That is the job of government” (The Economist, 2002
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Faced with the combined forces of the new invisibdsnd and the alerted market
parties, the business world can no longer ignaeénitreased societal accountability. In this
respect traditional corporate governance and mamege paradigms need a thorough
reconsideration.

The need for a new corporate governance paradigm

Although corporate governance received quite sottemtion in “specialized” circles
during the nineties, it remained a rather vague @amkhown topic for the majority of (the
business) society. The recent wave of corporat@dsda in the United States (Enron,
Worldcom, Tyco, etc.) and in Europe (Parmalat, Ahdlivendi, Lernout & Hauspie, etc.)
increased the interest in corporate governanceatrealy. All of a sudden, discussions about
corporate governance, boards of directors, CEQditas, etc. have become daily business,
even in the mass media.

Corporate governance has been defined by Sir AdCadbury as the direction and
control of the company. For our analysis we neduntcader look and define the underlying
philosophy and methodology. In philosophic ternmishas to do with transparency, with
accountability (in the sense that our errors camalzeto our score) and with honesty; these
are the universal realities of governance. In ndthagical terms, it has to do with the
necessity of achieving greater certainty in therextiness of decisions being taken and to
achieving that via a number of measures (structymexesses, checks and balances, correct
monitoring, etc.). Proper governance will thus @idoly lead to the situation where, in a board
of directors, various strands of interest (familhaseholders, institutional investors,
management and the common good) may and ought bodoght forward in discussion, but
where ultimately resolutions have to be taken (Byia the interest of the company, an
interest which all members of that board are reglio serve.

The idea of governance rapidly leads to questibas go beyond methodology and
efficiency: what the purpose of business is, whatitterest of the company is that has to be
served, where the balance has to be sought betwetern and, for example, social
responsibility.

In this sense, corporate governance (and pringipmlivell-composed and properly
operating board of directors with real independeimcehe interest of the company) is a
methodology for sustainability and a guard agathst blinkered vision that can send a
company down the wrong path. Furthermore, corpgyaternance and CSR are two concepts

that draw vigour from the same source: transparamgountability and honesty.
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Mainstream corporate governance thinking is under gack

The traditional neo-classical view of the firm Istibminates governance thinking (see
Van den Berghe, 2003). Due to the focus on shadem®land financial performance, the
impact of corporate activity on society, has laygbkeen ignored in traditional corporate
governance.

Even today, mainstream governance literature agulagons ignore the more modern
theories of the firm. Meanwhile economic and manag@ literature as well as business
practice and society at large have criticised taelitional view on the role of the firm.
Corporate governance can no longer ignore thesecnaeepts and need redefine a number of

its underlying paradigms need to be redefined:

Redefining the role of the firm and its effect orporate governance

Traditional governance thinking is founded on tberdaries of the firm as developed
by the transaction-cost theories. In legal as a®kconomic theories of corporate governance
the concept of ownership of the firm plays a cruectde. Hence the focus on capital and
shareholders (owners of the firm) as the referebase for all corporate governance
mechanisms.

Alternative theories such as resource-based vieawledge-based view, networkers
and the communitarians view (for more detailedrnfation see Van den Berghe, 2003) have
challenged these 'boundaries' of the firm from ssvgerspectives. Network theories stressed
the importance of firm-networking and cooperatidhe knowledge-based view of the firm
stressed the knowledge-creating capabilities, wbarimot be owned in the classical sense of
the word: 'What determines the boundary of the fisrmot the legal ownership of some
assets, but how well a firm can facilitate suclenactions' (Nonaka et al., 2000); hence the
huge importance of intangible assets, like intéllatand social capital, reputation, etc. Based
on these assumptions, corporate governance neepshlieyond the legal boundaries of 'the'
company and integrate group relations, joint vesguand all relevant sources of capital into
the reference base for developing good directi@hcamtrol mechanisms. This does not mean
that these new theories ignore the primary roleedt@ders can play, but that corporate

governance should integrate the interaction withittoader set of stakeholders.
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From the traditional principal-agent theory to tineanagement of complex principal-

agent relationships

The neo-classical model is still based on the $idder asthe only ‘principal’, all
other stakeholders being considered as ‘agenthis faradigm goes back to the hypothesis
that there is only one scarce factor of productlming capital while labour is abundant and
environment is a ‘free’ good. Implicitly it is assed that it is not the role of the firm to take
externalities into consideration when making bussngidgements. Moreover these premises
suppose that the shareholder is the ‘owner’ ofra'$i assets. Indeed capital and assets can be
owned. But this becomes far more complicated witlarigible assets, knowledge workers,
partnerships and trust. The more the latter bedomegamental ingredients of the value of a
modern firm, the less this paradigm becomes retevan

Based on this neo-classical theory, one of the nwhallenges for corporate
governance is to govern the potentially conflictnetationship between the principal (owner)
and the agent (managet) between the creation of shareholder value andctiporate
strategy developed by managers. From the perspeatiCSR, this basic challenge should be
enlarged to include all potential conflicts of irgst within a firm and this not only from a
shareholders' perspective, but from the broaddwebtdder perspective. More attention is
therefore necessary for the interaction and reiatigps between different classes of ‘agents’
and 'principals’, involved in a corporation and ¢ftvernance problems stemming from their
diverging objectives.

The big challenge for corporate governance theasi¢s include these complex sets
of relationships and their potential conflicts onfdrest and develop governance mechanisms
to manage them effectively and efficiently. Ther#é e a greater need for a transparent view
on the interests the firm should foster. This chaidll be impacted by micro-factors (who has
the force to control? one or all shareholders?c@sdalent make capital dafiepas well as

macro-factors (main premises of the macro govemamvironment, e.g. primacy of market

® In general terms, the agency conflict relatethéopossibility that the execution of the authodéjegated

from the principal to the agent is not in accordanith the agency contract defined as the “contracien
which a person (the principal) engages another pétBeragent) to perform some service on his behalf
which involves delegating some decision making authéwithe agent”. In corporate governance terms the
principal is defined as the shareholder(s) while ta@ager is seen as the 'agent'. Jensen, M. and W.
Meckling, 1976, “Theory of the Firm: Managerial Befior, Agency Costs and Ownership Structure”,
Journal of Financial Economi¢805-360; Jensen, M., 1986, “Agency costs of fresh ¢lw, corporate
finance and takeoversAmerican Economic Revie®23-329.

" Ridderstale, Jonas and Nordstrom, Kjell, 2000,020@ Funky Business - Talent makes capital dané¢.eom Pearson
Education Limited.
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forces versus legal straight jacket). The art afpocate governance is to strike a balance
between the interests of each of the aforementigaeties i.e. to minimise the conflicts of
interest and to arrange that the interests of itme fwhatever they may be) are fostered.
Therefore one of the duties of corporate governascé organise for monitoring and
disciplinary mechanisms, so that this balance t¢dérasts is well respected. This can be
organised on the base of laws, by-laws, regulatisel-regulation and of course also market

forces.

From short-term shareholder value to sustainablei@areation

Based on neo-classical and transaction cost théleeyhighest priority in corporate
governance is given to the functioning of capitadrkets and the respect of shareholder
interests. Shareholders have a prominent plackeagrincipal of the firm, who expects from
its agent, the manager, to maximise profitabilityl @hareholder value (Macho-Stadler et al.,
2001; Eisenhardt, 1989; Jensen & Meckling, 1976ivef these priorities, maximising
shareholder value becomes the final goal of the &s well as the final duty of the board and
the management (Easterbrook & Fischel, 1991). Ablaital markets and investment circles
often focus on short-term financial performancedatbrs.

However academics as well as business managetaatig to reconsider the pure
shareholder thinking as the primary goal of a faofip corporation (George, 2001). Adepts of
the neo-classical theory of the firm have devoteilegsome attention to these critiques and
tried to come up with adapted versions. For exanftldnson et al. (1997) provide an
analytical framework to integrate the societal obyes in the traditional shareholder model.
For these modern neo-classicals, the whole chadleegto prove that corporate social
performance leads to better corporate financidiopgance. Demonstrating that the financial
bottom-line benefits from being a responsible fioreates awareness -within the shareholder
wealth-maximization paradigm- for humanitarian cemd.

Other interesting developments of performance memagt instruments are the
balanced scorecard (Kaplan & Norton, 1997), the MRQodel (European Foundation for
Quality Management, 1999) and the Employee-CustdPneiit chain (Heskett et al., 1997).

These instruments are aware that creating long-s&ameholder value requires more than the

8 For an overview of the literature that studiedlihle between corporate social performance and aatpo
financial performance see Margolis & Walsh, 2001.
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pursuit of financial objectives. There is need widening the management of financial

objectives to include non-financial objectives adlw

No convergence to the dominant firm logic?

The reliance of corporate governance on the miaditional' theories of the firm can
probably be explained by the ‘dominant firm logiaradigm. The concept of the 'dominant
firm logic' refers to those governance structurest tare used as the reference base for
developing (national) laws, regulations and seifutatory recommendations (Van den
Berghe et al., 2002). Since most of the corporateemance laws and recommendations are
mainly developed for listed companies, the ‘capiterket’ model is the main reference
framework for corporate governance. Global capitarkets are headed by Anglo-American
countries. In these countries the "Berle & Meanstial of the publicly listed company with a
(very) dispersed shareholding (Berle and Means21&3the dominant firm logic (Van den
Berghe et al., 2002). Following Berle and Meansllysis, governance literature presumed
dispersed ownership and the separation of owneeshdpcontrol to be universal (Becht and
Mayer, 2001). It therefore became the dominant fiogic not only in research, but also in
laws, regulations and self-regulatory recommendat{®an den Berghe et al., 2002; Bebchuk
and Roe, 1999; Roe, 1994 & 1991; Black 1990).

Given the reliance on capital markets, the neoaksconomic theory has been an
important reference framework to develop corpogaieernance thinking. The separation of
ownership and management, so typical for the domifian type, induced further reliance on
the concepts developed by transaction-cost ecorsoanid contractarian theories.

The prevailing global dominant firm logic is onlglevant for certain types of firms.
The less the Berle and Means’ firm typology is val@ for a country because of a wider
range of firm types, the less useful the dominamb fogic becomes. This is the case in
numerous Continental European as well as Asian tdesnand certainly holds for less
developed markets. Continental European countaes kjuite diverging business models, so
that their dominant firm logic leads to differenational corporate governance laws and
recommendations. In fact, the dominant firm logiplains why the so-called single European
market does not exist when it comes to corporateerg@ance, company law and capital
market regulations (Van den Berghe et al., 2002firiihg an optimal governance system is
necessary in order to give the firm a better chdocesuccess and to foster the creation of
shareholder value and the economic wealth for tdkeholders. Optimal corporate

governance can be developed along a double trabke wthe basic corporate governance
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principles are universal, their translation and lengentation in practice needs to be
differentiated according to the type of firm (artd relevant governance challenges and

problems) (Figure 1).

Insert Figure 1 About Here

Towards responsible corporate governance

To embody the idea of the responsible firm, we tgpexd a hierarchical governance
framework. This enlarged corporate governance freone is based on the redefinition of the
theory and role of the firm, as well as on the sgdgaent of the principal-agent theory to
include multiple principals and agents (stakeholdelusiveness). Such a framework should
allow a firm to reflect upon the potential issuesd®arn corporate governance should take into
consideration.

In its simplest form, corporate governance focuseshe operation and composition
of the Board of Directorddvel 1lin Figure 2). This is the central perspective afstmof the

codes and recommendations on corporate governance.

Insert Figure 2 About Here

Taken in a broader context, corporate governaneeevsed from the angle of the so-
called corporate governance tripodevel 2, whereby particular attention is paid to the
relationship between shareholders, directors andagement. Given the focus on the
traditional role of the firm, this angle receivesshattention, both in the legal disciplines and
in practice. The tripod is also the focus for ayéapart of economic research: indeed a great
deal of this research concentrates on how the e®tof management (the agent) can be
aligned with the interests of shareholders (thexgyial). In this monitoring process, the

financial markets and external directors are agglgnmajor monitoring role.

® For a more detailed analysis of the synchronizaiieteen firm typology and relevant corporate gnaace
challenges at the one hand and corporate govermaleseand recommendations at the other hand, seeéran d
Berghe et.al. (2002).
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From a modern management perspective, a moreib@jsproach at the corporate or
firm level is required lével 3. Companies are increasingly structured in naticared
international groups. Moreover, global competitwithin the network economy is giving rise
to the embedding of companies in a cluster of netsvavith both suppliers and clients.
Managing such networks therefore becomes a muck owmnplex matter than managing just
a single, specific company with a single principdahe shareholder — and a single agent — the
management. In the new knowledge society, firmayrehore and more on networks and
other long term relationships. Consequently greaitention is being given to employees and
other stakeholders.

From a socio-economic and chiefly political anglecompany is increasingly being
forced to act as a corporate citizelevél 4. Consequently, the mission of corporate
governance has broadened to take into consideraticgtakeholders and it has become the
task of corporate governance to ensure that attensi given to a balanced weighing of all
stakeholder interests. In such an approach, nbdudistinction is made between levels 3 and
4 and one speaks simply of tsiakeholder modellhis model pays a great deal of attention to
the sustainableor responsiblesnterprise.

Lastly, atlevel 5 the corporate governance debate focuses on testign of the
primary reason for a company’s existence. The foreddgal question is whether a company’s
raison d'étreis to create shareholder value or to create pritgptor all stakeholders
involved. This perspective is central to the disous of corporate social responsibility and
the responsible firm. But also the debate on cayesgre of corporate governance models
essentially boils down to this fundamental question

The enlarged reference framework for corporate gwuece is not sufficient to
develop a modern corporate governance toolbox ot only a question of reflecting upon
the parties and interests involved. A broader s$akiele for the firm should also be translated
in the recommendations and principles that guidedgmrporate governance. Figure 3 gives

an overview of the dimensions corporate governahogld cover.

Insert Figure 3 About Here

Financial corporate governandecuses on the structures and processes necdssary
the pursuit of shareholder value. Important elesi@nthis discussion are shareholder rights,

protection of minority shareholders as well as sparency and disclosure issues. This is by
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far the most important focus of the investment camity in general and shareholder service
firms more specifically.

In order to reach the goal of financial corporateveynance, attention traditionally
focused orconformance issue3he main emphasis of the many codes and reconatiend
has been on the development of a set of rules andigdes that corporations should respect.
Living up to the formal standards or benchmarksabee the reference point to judge the
guality of corporate governance. Many of these meoendations can easily lead to a kind of
box tickingexercise with somsuperficial or cosmeticadaptations. The focus on compliance
can therefore be at the detriment of sufficienergton for governance reality. Interesting
examples where such box ticking often applies idigtlosing the composition of the board,
the minimal number of independent directors, thal#shment of board committees etc. The
great challenge, however, is to change the fundtatsenelated to the correct governance
attitude and behaviour of (business) leaders amattdirs. Only then will substance reign over
form. Numerous are the corporate governance cogesmmmendations, and governance
rating systems that were developed from this peisge The emphasis on conformance
resulted in many recommendations to organise bettitrol and supervision over
management, like establishing board committeed) ascthe audit committee, the search for
truly independent directors, management oversigtit ldowever the failure of numerous
firms that followed these recommendations, at l&asbally, has created much support for an
enlarged governance approach.

First of all, the disproportionate emphasis on oomiance distracted attention from
the complimentary issues pérformanceWe may not forget that corporate governance is not
an aim in itself, but a mechanism of structures pratesses to allow companies to realise
their ambitions and goals and to create welfare ecmwhomic well-being. The pursuit of
shareholder value is certainly hampered if the eaahin processes and board structures is
univocally oriented towards control and supervisigkttention must be given to the
establishment of the necessary structures and gsesdo realise a firm’s strategic ambitions.
Entrepreneurship and stewardship are instrumaemja¢dients to foster business prosperity.

Secondly, directors have traditionally been (vesgpsitive to the demands of their
shareholders. However, in the modern business amwient, firms more and more have to
cope with other critical stakeholders. The chaleefay corporate governance in general, and
board members more specifically, is to include they of balancing the interests of all
stakeholders. In an information and knowledge s¢gciefirm’s reputation, its intellectual

capital, and finally its license to operate, becdargely dependent on this complex balance
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of interests. Therefore, the content of corporateegnance has to be extendeddsponsible
corporate governan¢® The essential difference between financial cargogovernance and
responsible corporate governance lies in the diefindf the goal of the firm in general and of
corporate governance more specifically. In bothesasorporate governance is about
structures and processes to allow the firm to seallis strategic goals. Financial corporate
governance defines the firm as the instrument efstimareholders and considers that the role
of the firm and its directors’ duties are simplyastholder value maximisation. Responsible
corporate governance defines the firm as a long-teartnership of shareholders and other
stakeholders. Therefore corporate governance stalcht optimising the (long-term) return
to shareholders whilst satisfying thegitimate expectations of stakeholders. In fact, this
supposes that shareholders becosmared value holdersUnderstanding the issue of
responsible corporate governance now lies at tlaet lod good corporate governance. It is
essential in establishing a corporate brand, softhstrating this broader scope of corporate
governance could prove to be commercial suicide.

Responsible corporate governance transcends tleatiatt for the interests of
employees. It is about balancing the legitimateeriggts of all stakeholders involved.
Moreover the emphasis on ethics and sustainabletigrie fundamental.

It should be clear that a ‘responsible’ firm is faore than a nice to haweeld-onlike
charity, philanthropy, etc. Corporate social resoility is more than public relations or
reputation management. The societal responsililiiea firm must bdully integratedin
corporate governance and management practice aodytiThe modern view on the role of
the firm in society should be translated into tlens products, the production process, the
treatment of stakeholders (including the environtpethe system of governance and
accountability, and the codes of conduct (Wilsa®®@0@®. It forms an intrinsic part of modern
business opportunities, threats and risks. Thisoixentral to the success of the firm that
corporate social responsibility cannot be compjetdtlegated. It must become the final
responsibility of senior management and the bodrdirectors. Hence, a broader scope of

firm performance is necessary.

9 For a more in-depth analysis of these principlesafer to Van den Berghe L.A.A. Carchon S. Levraw/an
der Elst C. 2002. Corporate Governance in a Globagligvorld : Convergence or Divergence? A European
Perspective. 223 p. Kluwer Academic Publishers. '
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Redefining the corporate governance mechanisms

Given the increased expectations towards businessociety and taking into
consideration the increasing mistrust due to cafeoffailures, fiddling with a couple of
formal requirements with respect to corporate goaece is not the answer. If we want to
rebuild trust in the corporate world, numerous ooape governance mechanisms will need to
be redefined. We will present some fundamental cilas, which are complimentary

conditions to obtain effective monitoring and cohtr

Managing conflicts of interest to avoid that privae benefits prevail over the corporate

interest

From the analysis of the corporate scandals, wendelathat numerous types of
conflicts of interest were at the heart of the cogpe breakdown. Many of the parties
involved seemed to have pursued their private éstsr while ignoring the long-term interest
of the company. In the case of Enron, all monitodies received direct or indirect funding
from the top management of the company (see FigyreConsequently monitors were
restrained from effectively challenging the peopi¢he helm of these companies. They were
not willing to bite the hand that fed them. They became richer, while long-term
shareholders, including the employees of the complast their money. This case clearly
shows that the Enron-employees suffered the masn fthis failure: given the huge
investments of pension money into the firm, the leyges not only lost their shareholder

capital, they also lost their pension savings d$ agetheir jobs.

Insert Figure 4 About Here
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Enron, World Com, Parmalat and other scandals stmaw the impact of business
failures goes far beyond the loss of shareholdereva he societal values destroyed by these
companies are immense. In fact, the actual corp@edndals highlight the need for another
kind of corporate monitoring, also in terms of niagaexternalities. No wonder many of the
recent reform initiatives focus on the eliminatiari certain conflicts of interest by

strengthening the role of (independent) internal external monitors.

Redefining the role of the board: making the correttrade-offs

Since the board of directors is the first instrutri@n monitoring the firm, the board
should be aware of its enlarged duties. Sound gewee will ensure that, via a well-
constituted board of directors, all the relevargpamnsibilities will be addressed and that a
balance will be struck in dialogue with the managemTensions do not have to be avoided
in this. The key lies in a conscious handling @& thany tensions: short versus long term, self-
interest versus the common good, left versus rigapitalism versus the social economy,
efficiency versus taking it easy, the team verbesindividual, less management versus better
management; in short, away from the ‘or’ world ke tand’ world. The same message is
translated in the concept of the ‘Triple Bottom &linThis rhetorical device, coined by
Elkington, has created a safe linguistic havendosiness, government and civil society,
allowing previously antagonistic players to shamoemon vision of the longer term, rather
than simply fight over an unsatisfactory ‘curresality’ (Wheeler et.al. 2003).

Suggestions of this enlarged role of boards cafobed in the academic literature.
Pfeffer and Salancik (1978) viewed the board agaliak to the external environment and
identified three key roles: serving as co-optivechanism to access resources vital to the
organisation, serving as boundary spanners andnemgaorganisational legitimacy. Hung
(1998) goes a step further in enlarging the boaxles among the six basic board roles figure
duties like ‘linking the organisation to the extafrenvironment’ and ‘coordinating the
interests of shareholders, stakeholders and thicpub

In mainstream business, a stakeholder approachyeadully to supersede the
shareholder primacy model of corporate governatimejgh a narrower, but still responsive
relationship model, is now commonplace. The evidesmow mounting that what is said to
one stakeholder group, i.e. the investors, neetbmger be in conflict with what is said to
employees, customers, supply chain partners arad émmmunities. This may soon help to

eliminate a potent historical source of double-kpbg corporate board members and
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executive officers as well as the limitless potntor cognitive dissonance caused by the
disconnect between the rhetoric of corporate leaderd stakeholders’ actual experience
(Wheeler et.al.; 2003).

The broader scope of the role of the firm is legdin some countries to a
reformulation of the legal duties of directors. Tiev company law in the UK as well as the
duties included in the Turnbull report (holistiskimanagement) or the new French law on
CSR reporting by the board of directors are illate in this respect. In the US corporate
constituency laws passed recently in at least 28estnow explicitly permit corporate
directors to base their decisions on non-sharehoiderests. These statutes suggest a
fundamental —but highly controversial- shift in hefinition of the role of the corporatibin

In continental European countries, that traditigpnaevoted more attention to the
societal impact of corporations, like the Nethedgror Germany, an opposite movement

seems to take place: giving a louder voice to $twders’ interest.

More effective monitoring through independent/objetive directors

Avoiding conflicts of interest as much as possilslea first important step, but is,
surely, not enough to rebuild trust in the capitelrkets. Trying to guarantee that monitors
can perform their role from an unbiased, “indeperttigooint of view, is one thing.
Motivating them to make all the necessary effootsdmplete their task is something else.
What we need, is effective control, done by vidilamonitors who are willing to challenge the
company and its top executives. The right strustwwan help to regain confidence, but
eventually, only the right people with the rightitatle will make the difference.

The presence of a sufficient amount of independeetctors in the board and in its
sub-committees, can be a facilitating factor tcatzethe right culture inside the boardroom,
but is, nevertheless, no sufficient guarantee divatctors will have the right attitude. In fact,
one should make a distinction betweéorthal independenéewhich can be interpreted as an
absence of possible conflicts of interest amdiépendence of mihdwvhich comes down to an
attitude of independent thinking. What we reallyedieto ensure effective control, is
“independence of mind”.

Given the complex nature of “independence of minitl’js advisable that more

attention and research is devoted to the necessaitions, the underlying indicators and

1 Wharton Impact, Winter 1993, p.4.
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drivers, and possible routes to judge and evalhatelegree of independent behaviour. If such
a reference framework could be developed it coelcbme an interesting instrument for pre-
nomination discussions and post-nomination evalnatiand feedback. Meanwhile, it is
generally accepted that “formal independence” & liest possible guarantee, as monitors
faced with conflicts of interest will have a tougls¢éand to display an independent judgement;
hence the greater attention given to formal catemi order to define a minimum degree of
independence in the board room. However, we shioegh in mind that it is not a sufficient
condition for “independence of mind”. Moreover, fiioal independence” is in theory not
even a necessary condition to display a true “ieddpnce of mind”. Ideally, a really self-
critical person is able to identify and transcemsl dwn dependencies to make an objective
decision in the interest of the company and itkestalders. Of course, reabjectivityis very
difficult to achieve. We all live in a personal ¢ext and have our own views. But this should
not restrain us from pursuing objective decisiorkimg in the corporate world.

The efforts of the High Level Group of Company Lawxperts (2002) and the
Sarbanes-Oxley Act to strengthen “formal indeperdé@and to increase the presence of that
type of directors in the board of directors and ¢tsmmittees are extremely valuable.
Notwithstanding, the attention in the future shobkl on the “soft factors” — like culture,
attitude, ethics, etc. — factors that influenceeotlye decision-making by the board of

directors.

Empowering the board to go beyond the pursuit of sbrt term shareholder value

Minimizing conflicts of interest, motivating diremts to perform a challenging
monitoring role and increasing the degree of indepace of the board are already three
important steps in the right direction. But of ceeirwe also have to give corporate monitors
the necessary powers to perform an effective job.

All new governance recommendations and codes aftgieht importance to the
empowerment of the board in order to perform ite s the crucial internal monitor. From a
legislative perspective especially the audit cortesitis increasingly positioned as the
conductor of the corporate control process. Given énhanced pressure on audit committees
to prevent future scandals one could even questiomhat extent audit committees will be
able to live up to these expectations (Spira, 2002)

But in today’s business environment it will mairlg the shareholder that has to be

convinced of the need to empower the board to fdbesattention on long-term value
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creation. Although many family shareholders haverbguite sensitive to societal needs, the
movement of corporate social responsibility wilbpably be led by the larger international
groups, which are mostly listed on internationatktexchanges. The overwhelming focus of
corporate governance on listed companies (cf. damifirm logic), their high visibility and
international position places their shareholdersthe spotlight for fostering ‘responsible
firms’. Therefore the institutional shareholdersilcowell become an important driving force.

Although shareholder activism does get quite sottention in corporate governance
circles, it mainly relates to financial corporatevgrnance and fostering shareholder value.
Active monitoring by institutional investors to eate the responsible firm is still
underdeveloped. But their sheer size will putitngbnal investors in the spotlight to behave
asresponsible institutionsAs trustees of the money of their members (penfimds) or
customers (insurance companies, mutual funds), ttneyselves will come under increased
scrutiny of the new invisible hand of the media d@imel NGOs. Combining their shareholder
activism with the concept of the ‘responsible firi€aves us with the possibility that
institutional investors could well become the magportant force in rethinking the corporate
governance paradigms.

One possible route to stimulate the multiplier-effef shareholder activism could be
to make institutional investo@ccountable for the role djusiness in societfeven without
the hard scientific proof that corporate socialpmsibility is leading to shareholder value
optimisation, the sheer belief of institutional @stors that this is inevitable in actual society
would proof to be a kind of a self-fulfilling prophy. This is not unrealistic, as has been
proven with the famous effect of institutional ist@s’ belief in the positive correlation
between corporate governance and financial perfocataeven without highly convincing
scientific proof, institutional investors do belein such a positive correlation, as has been
highlighted by concepts such as the McKinsey premiar the CalPERS’ effect (Van den
Berghe et al., 2002). Especiabypcially responsible investment funttsuld lead the way, as
highlighted by Margolis and Walsh (2001):

“... while scholars continue to debate whether caposocial performance enhances

corporate financial performance, companies conttouevest in social initiatives.”

No effective monitoring without information

Empowerment of the board and of external direajoess hand in hand with measures

to guarantee a better quality of information. Ratprdy reforms attach great importance to
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external transparency (see chapter regulation), dmtgive less attention to internal
transparency towards directors. In this respeetatiiequacy and reliability of the information
process is a critical point, especially becauseth® information asymmetry between
insiders/executives and outsiders/non-executivesgd @ometimes even between the
representatives of the reference shareholder amdotimer directors. One cannot expect a
director to perform an effective monitoring roletmaut the right and timely information.
Concrete suggestions on how to do this are diffittuinake (“one size does not fit all”), but
every board of directors and every board membeuldhstrive for the right information and
evaluate its quality periodically. Does every boang@mber know where he can obtain
additional information? What procedure has to bkodeed to ask independent external

advice? Are there sufficient (informal) contactshithe management team?

Responsible governance is not only a duty of busisg firms

Considering the global trend to impose tougher @@ governance principles on the
business world, it is surprising to observe tha& flame focus on governance principles is
(almost) lacking in many other organisations. Tis¢ &f organisations, that need further
attention from a governance perspective, is unfately very long. It is striking to observe
that institutional investors, supra-national orgations or non-governmental organisations,
whose impact is expanding quickly, do not facevanedo not practice hard governance rules.
The same holds for state-owned enterprises and gthernmental organisations. Potential
agency conflicts and control bias can exist becaus& of these organisations are not subject
to market disciplinary measures, nor are most efmthsubject to tough rules of control,
accountability and disclosure.

Institutional investors are crucial drivers behitlte recent changes in corporate
governance thinking. However, they themselves ateimmune to conflicts of interest and
control bias problems. To remedy these potentiablems, corporate governance rules for
institutional investors should be developed or/arstitutional investors will need to monitor
their own corporate governance programs. The saoh@s Ifor the numerous rule-setting
bodies or the semi-public institutions that perfoamsupervisory or monitoring function.
Besides responsibleorporategovernance more attention should therefore be tpasdcietal

governance (Van den Berghe et al., 2002).
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RELEVANCE OF CSR AND CG FOR THE FINANCIAL AND INSUR ANCE
SECTOR

The insurance and financial services companies: fins as any other enterprise?

The financial and insurance sector is —as any dibsiness sector- subject to tougher
societal scrutiny. The insurance and financial isess/ sector has certainly not been on the
forefront of great attacks from the anti-globalisat movement. Its rather low profile in
environmental risks is probably one of the majoplamations. In the recent corporate
collapses, financial services firms where not amémg ‘leading’ examples either. If we
however go back in time, important sectoral corfiscandals occurred in the 80’ies and
90’ies. Just think of BCCI, Maxwell (pension funaok) Barings. These were certainly at the
origin of a first wave of stricter corporate govance rules in the UK (like the Cadbury Code
in the mid 90’ies). The more recent corporate Esiés also had quite substantial indirect
effects on the financial services sector. Somestilitive examples in this respect were the
conflicts of interest of investment banks and fitiahanalysts, or the loss of pension savings
in the Enron case. Moreover, the insurance seefoich was heavily invested in stocks after
the bull market of the nineties, was greatly hyrtlee stock exchange debacle, that followed
these corporate collapses.

If we analyse the relevance of the general antededd the increased role of business
in society, we come to some interesting observati@iven its specific core business, its
regulatory environment and its important poterftialpositive and negative externalities, this
sector shows some very specific characteristics thake it an interesting test case for
applying the analysis of CSR and corporate govermaas discussed in the previous part.
Such a sectoral approach has explicitty been stegesby the European
MultiStakeholderForum as a route towards a bettderstanding and mainstreaming of CSR:

“A close collaboration between firms in specifict#s can enable the awareness for
CSR and facilitate the transfer of knowledge betwiens. There is indeed a great need for
building case studies as learning tools, thus rgawareness and developing the skills of
future managers and other stakeholders; hencesubgestion to look at stimulating sector

networks”.
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Sectoral relevance given its potential for specifipositive externalities

Given the huge potential for positive externalitiesnbedded in the insurance and
financial services sector, it is clear that thesmd perform a far greater role in society than
their pure micro-economic market role. From a CSRspective this supposes that
governments and civil society should foster theettggment of these sectors in order to
optimise societal value. It is still open for dission whether these positive elements are
sufficiently taken into consideration or whethee thotential for negative externalities has

overwhelmed the public perception.

Management of pure risks: how financial institutiors and insurers can help to solve

societal problems

From a conceptual perspective, we have proven tiséiye externalities created by
the insurance and financial services indu$trn fact, by applying the law of large numbers,
insurance companies transform individual insecunty transferable risk and by doing so,
they create a higher level of assurance and stimwaonomic risk taking. Moreover,
insurance is built on a solidarity mechanism betwéertunate and unfortunate insured
customers. In order to make insurance ‘affordatdgbersons and organisations with higher
risks, governments can even allow insurers to knilélements of obligatory systems of
solidarity.

One of the ways CSR could translate into bettefopsance at corporate as well as at
societal level, is through a more efficient and eneffective risk management. The potential
for positive externalities can clearly be documeriig referring to some recent examples.

Strict liability, especially for pollution, makesn&ncial institutions and insurances
directly or indirectly responsible for the projett®y are insuring or financing. For example
in 1980, the Comprehensive Environmental Responsmp€nsation and Liability Act
(CERCLA) in the U.S. backed up the Environmentait€tion Agency's (EPA) efforts to
clean up contaminated sites. This Act — also knasnSuperfund — made owners of
contaminated sites liable for the cleanups. Altlloufe Act exempted lenders from
ownership status, due to the complexity of thedssimvolved, some banks were forced to
enter into the court procedure and some recorawthdial losses (Environmental Protection
Agency, 2001).
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A second example is the Directive on Civil Lialyilitor Damage Caused by Waste
issued in 1989 by the European Commission. Accgrdinthis document the liability for
damage caused by waste could be assigned to Ipptdacer of the waste and a person “who
had actual control of the waste, if he is not abithin a reasonable period to identify the
producer” (extracted from Schmidheiny & Zorraqul996). The bankers’ community found
the wording “actual control” potentially dangerousnce the interpretation of the phrase
could lead to lender’s liability in certain instaasc

Another example is the Fleet Factors case in 1988.Fleet Factors Corporation case
was among the first in a series of legal proceedingthe U.S. that eviscerated the banks’
exemption from Superfund liability. The liabilitgsue has been an important element that
started to question the role of financial instiat within sustainable development. Although
it is a rather negative approach, financial insitius were forced to consider environmental
aspects in their business.

The liability issue is certainly an imperative cilesation to be taken up by financial
institutions and insurers. They have an importale of assessing risks, estimating ways to
manage these risks and calculate the return offpessk management routes. The insurance
industry can help to remediate environmental danaageprovide a mechanism to internalise
environmental and social externalities by puttiniae on environmental and social risks.

Because it is desirable to prevent damage rattear tbmediate it, insurers need to
send clear market signals to accurately price réskd reward socially and environmentally
well-managed companies. Since reducing risk isvieryody’s advantage and interest, it
would be beneficial to the corporation as well@asdciety at large if CSR would result in risk
reduction. This was shown in the European MSF lycthise of Federchimica: after adopting
their Responsible Care Programme the number oflects dropped significantly. This has a
direct effect on the cost of insurance cover andcke can be considered as a positive
financial driver for CSR. On the other hand, if thesiness world is unable to answer the
societal needs, new liability legislation couldfogher forced upon them. To what extent this
creates new captive markets for insurance covdrdspend on the insurability of the risks
involved.

Since liability has been clearly strengthened tglolegislation as well as through

civil society, this also raises new challengesciamporate risk managers. If they want to gain

2yan den Berghe, L. (1981)
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access to bank finance or insurance at reasonablethey will need to improve their overall
social and environmental performance.

Another relevant CSR-issue for the insurance imglust climate change. Recent
apparent instability in the weather and a succassimatural catastrophes have made it more
difficult for insurers to calculate risks. The imance industry already took some initiatives
such as the development of financial tools to feiginess off-load some of its environmental
risks, and the drafting by insurers of a U.N. ohiaxn sustainable development. Leading
insurers such as Munich Re and Swiss Re are tatkiagidea of global warming very
seriously.

Management of business risks: how financial instittions and insurers can help to

evaluate the governance and risk profile of the buisess firms

From a corporate governance perspective, the rem@pbrate collapses resulted in
tougher regulations. Especially the Sarbanes-ORely (aiming at companies listed in the
US) directly and indirectly increased the focusrisihk management for all companies world-
wide. Directors, members of the audit committeesvalt as external auditors have to pay
attention to the management of corporate risks, justt the financial ones. Directors are
responsible for insuring that an effective systdmisk management is installed. This results
in the fact that the core business of insurersfarahcial service providers becomes all of a
sudden one of the focal points of attention of deand top management.

A positive side-effect of the instrumental roleursnce and financial services firms
are playing, could well be that they get more resgality in judging the governance and risk
profile of business firms. Regulations like Sarl=@xley and the Basle Il put indeed quite
some additional responsibilities on the shoulddrsnsurers and bankers. The increased
obligations on risk management and on monitoringcafporate governance, installed by
Sarbanes-Oxley, will necessitate that insurers takdoser look at these elements before
accepting to take over some of the business risk.

lllustrative in this respect is the amuck run byGAlwho had insured the directors’
liability of the failing Ahold executives. AIG blagd Ahold for their incorrect corporate
governance. Recently they finally reached an agee¢that laid down some far tougher rules
on the firm. Ahold put in place a series of measutet aim at reinforcing accountability,
controls and corporate governance. They have replt#te decentralized system of internal

control with a one-company system with central répg lines. The Internal Audit
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department now not only reports to the Chief ExeeulOfficer, but also to the Audit
Committee of the Supervisory Board. The accounaind business control functions have
become more centralized while the division of rexglailities at Corporate level is now better
reflected through the establishment of separateénBss Controlling and Accounting and
Reporting departments. Ahold initiated a compangeninancial integrity program, and is
now convening a shareholders’ meeting devotedystdetorporate governance. It is also one
of the first companies in the Netherlands to immemthe recommendation of the Dutch
Tabaksblat Committee on corporate governance. Bblaiers have been given more rights
and the cumulative preferred financing shares teen restructured. All these proposals aim
at improving transparency and a far-reaching irsaa the power of Ahold’s shareholders.
Indeed, they are considered by third-party expéotsbe at the forefront of corporate

governance initiatives in The Netherlands.

Management of economic and system risks: the larggsale impact of financial

intermediation

By intermediating between surplus and deficit sesgtdinancial service providers
create economic value while facilitating corporatel private financing as well as saving and
investment. The less capital markets are develogdmore important this intermediation
function becomes. In this respect these firms day @ very important role in less-developed
countries to start-off economic development.

In buying insurance or investment products trusheservice provider is of enormous
importance. In life insurance and pensions, custershould have the trust that the company
they pay yearly premiums to, will still be arouritea 30 or 40 years and be able to pay them
back all of their saving money. In trusting one’smay, savings or investments to financial
service providers, a customer must have the negegaarantees of solvency and liquidity at
all times. Trust in the financial system is therefof utmost importance for the stability of the

economy; hence the serious interference of goventsrie regulate these activities.

Special attention for the potential of negative exrnalities

Unfortunately for the insurance and financial seeviproviders, their sectoral
specificities not only hold the potential for posit externalities. On the contrary, also
important negative externalities can occur. Theaeehprobably gained far more public

attention (recently) than their positive side-eféec
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The danger of false expectations and miss-selling

Sometimes, customers of insurance and financialicgeproviders suffer from ill-
advised products, overselling or even miss-selliffgs has not only given rise to numerous
customer complaints, but also to outright scandalsome cases it is clear that hard selling
techniques and unfair distribution practices arthatheart of the problem. In other cases it is
more the complex nature of modern financial ses/it@at gives rise to the potential for miss-
selling. The more developed capital markets becdh@more financial products proliferate
in all formats and shapes. These sophisticateduptedcan pose complex challenges for
advisors as well as for customers to choose theecioproduct that best fits the customers’
specific needs. Moreover, the pricing of these potel can become rather intransparent. This
certainly holds for a great deal of investment picid. That the potential for miss-selling is

considerable has recently been shown in many desntr

v' Great negative publicity was given to the pensiod enortgage miss-selling in the
UK.

v" Another example of negative externalities was e€rpeed by Dexia, a Belgian-
French financial conglomerate. They suffered a huggutation loss as well as
numerous court cases in relation to the stock-lga®elucts, developed by the
investment company they bought from the Dutch ies@egon.

v" In the US, numerous financial services providergehaeen condemned by the SEC

for incorrect cost and investment allocations eirtimutual funds in the US.

That the number of these complaints and court dageslrastically increased the last
couple of years is probably not due, in the firsicp, to an enormous deterioration of the
ethical stance of insurance and financial servitces A far more important driver is to be
found in the effects of the new invisible hand. Th&ernet lowered the barrier for product
comparisons, while consumer groups and frustratestbmers have made large-scale use of

the media to echo their complaints publicly.

The silent revolution in shifting the risk burden back to the customer

Numerous examples of actual and future shiftingthef risk burden, back to the
customer, can be observed in the insurance woHih Silent evolution could well become a

boomerang if not well addressed and managed isponsible way.
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The more open the competition becomes and the mdrédualism reigns, the less
viable is it to build large-scale solidarity intosurance products. In such environment, risk
tarification becomes more and more individualisédr the good risks, this is a great
evolution, but for the higher end of the risk spect insurance cover becomes far more
expensive if not outright unaffordable. This hasmeverwhelmingly clear in the tough
competitive battle in markets like auto-insurante.some countries, insurers have been
blamed for reckless tarification on the back of nh@re problematic risk groups. This in itself
is a proof of the externalities and their devastapotential effects on this type of business.

From a CSR-perspective, a future time-bomb is nigkinder the pension system.
With the growing longevity, the funding of pensions increasingly under attack.
Governments, business firms as well as insurerspamdion funds try to switch gradually
from a defined-benefits to a defined-contributignstem. The enormous impact of this shift is
however not sufficiently explained and the potdrrigks involved, for the future generations
of pensioners, is certainly not clear at all. Inesa of increased accountability and scrutiny of
the business world by civil society, it is in thedrest of the service providers to invest more
time and effort in improving the understanding bk tgreat consequences of this shift.
Another important step could be to offer sufficierdnsparency and choices, certainly for

those that can not or do not want to carry this bbisrden themselves.

From dominant firm logic to fair value accounting: is there still a future for long-term

risk spreading?

The focus on the dominant firm logic has driven #ueounting principles into the
direction of fair value accounting. In a listed qumny with dispersed shareholders the market
is finally the best monitor. However market monitgr supposes very detailed disclosure, in
order to make external monitoring feasible. Moreamea stock market where the engine is
made up of sharetraders and daytraders disclodufairomarket value is of tremendous
importance. Although these recipes mainly holdtf@t dominant firm logic, as in any other
field of corporate governance, all other typesioh$ are greatly affected too. In the EU the
IAS accounting regime will hold for all listed commpes that have to publish consolidated
annual accounts, including banks and insurance aoreg.

Without going into the detailed effects of this naacounting regime, it is necessary
from the perspective of externalities to pointhe hegative effects this fair value accounting

could have for the core business of insurance. rGtlie inversion of the exploitation cycle,
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the need for risk spreading from a time as welras a customer perspective, insurers need
to build substantial technical provisions. Suchglvarm stability buffers are essential for
smoothly performing their core function. Indeedsurance is embedded in uncertainties as to
the timing, frequency and amounts of claims to &g pThis is in fundamental contrast with
the short-term focus of fair value accounting. Aligh solutions can be found in the capital
market to shift the burden away from insurersemains to be seen whether this shift is not

endangering the mere existence of the insurannsfeafunction.

Specific CSR- and corporate governance relevanceiygn the role as institutional
investor

Although to a different degree, all insurance conigs, pension funds, investment
funds, credit institutions, etc. perform a role‘iastitutional investor. In respect to corporate

governance as well as to CSR, the institutiona¢sters can perform an important role.

The potential role in shareholder engagement

Many countries are supervising the investment bela\of institutional investors in
as far as it influences their solvency. Some gosiap further, by making them accountable
for effectively voting in shareholders’ meeting$.accountable for voting behaviour, this
mainly focuses on disciplinary mechanisms to improshareholder return. However,
institutional investors themselves are under irs@dascrutiny from society in two directions:
they are increasingly questioned about their ownpa@te governance while pressure is also
mounting to enlarge their accountability for chexkalso the CSR-policies of firms. Indeed,
insurance companies and pension funds are stewhttsir customers or members’ money,
and as such, they have a (very) powerful posifidreir own corporate governance and CSR
is increasingly being questioned:

“...are these interventionist owners of shares, wiay simply be stewards of pension
fund investments, empowered to act in disregamhgfloyee considerations?

...highly visible yet frequently anonymous, with able exceptions, creators of
mergers and acquisitions, financial engineers,tadgppers, institutions, whom I've already
argued often, are but the stewards of pension fomdstments masquerading as owners”
(Denis Cassidy, Henley Conference on Corporate haviee, 2001).

As the recent literature points out the interestinstitutional investors in CSR is
increasing (Hummels, 2003; Coles, D. and D. Grdgd22Bayon. 2001; Gribben, C. and A.
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Faruk, 2004). But also inter-governmental orgamsatsuch as the European Commission or
the U.N. and governmental organisations are exggnmessures on financial institutions and
insurance to engage in CSR through their powedsltpn as investors.

According to Clarck and Hebb (2003) institutionaveéstors changed behaviour in the
1990s to began to aggregate shareholders’ intaresto use their concentrated power, and
the resulting reductions in transaction costs, divaely engage with board of directors in
order to lengthen investment horizons and raise-favel standards of behaviour across a
range of issues such as accountability, transpgrand, social and environmental standards.
Shareholders have rights to align directors’ irdesevith those of shareholders and hold them
to account for the management and performance efcdmpany (Forum for the Future,
2002).

Institutional investors adopt different engagenstrdategies which range from passive
to active. The first strategy, negative screenisgbased on exclusionary criteria through
which investors make use of their exit voice (s@éesdthman, 1970). Basically investors may
decide to divest from a company or a whole sectinis one does not meet their criteria. The
other strategies are positive screening, engagementl proxy voting. Hummels,
Willeboordse et al (2004) define engagement adutmicing corporate policy by virtue of the
position as investor and the associated rightsar&tolder activism is the strongest form of
engagement where shareholders exercise their pibwmeargh general protest voting at AGM
or the support of SRI/CG related shareholder ré¢ismist®. Engagement differs from voting,
as voting is often required by Law and in that senst necessarily an active stance. These
strategies, especially the last two, are more actwd involve the voice option (see
Hirschman, 1970). Rather than simply divesting froompanies engaged in activities they
consider to be contrary to their values, investseschoosing to actively invest and use their
positions as shareholders to affect corporate hehavihese strategies are not exclusive, and
investors can apply combined strategies.

For a long time, the most active institutional stexiders have been found in the US,
especially driven by large public pension fundseli€alPERS and TIAA-CREF. More
recently, the British insurers and pension fundstst to develop their shareholder activism
much more in concert with each other. Especialttaal organisations, like the Association
of British Insurers (ABI) and their colleagues frahe pension side, the National Association

of Pension Funds (NAPF) played a prominent roléhia respect. Now that they also joined
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forces with the Investment Management Associatiora) and the Investment Trusts (its) to
form the ‘Institutional Shareholders’ Committeehey are really becoming a powerful

monitor of business firms in the UK.

Socially Responsible Investments: a marginal markear an important CSR-driver?

According to Insight Investment, institutional irsters and fund managers have a
responsibility towards stimulating CSR. They argbat Socially Responsible Investment
(SRI) in particular might considerably influenceetkthical stance of a company. As SRI
receives growing attention, more companies arevelgtitaking measures to make sure they
are not excluded from SRI-indexes such as the FG8Ed and the Dow Jones Sustainability
Index. Therefore, SRI and investor relations’ @fie (who are both explaining companies’
strategies to investors and echoing investors’ egtens within their companies) are
considered as possible drivers of a CSR-approachdmpanies. However it can take some
years before investor relation officers will be elbd perform their potential role as CSR-
catalysts.

Although seen by many as one of the drivers be@i8R, it cannot be overlooked that
SRI has still an extremely limited market sharefiibeg SRI funds from both a positive and
negative screening perspective, the relevant SRi-fuarket is less than 1 % of the total retail
market across Europe and between 2-3 % of thetutistial market (figures for 2003).
However, if the SRI definition simply comprises kigions — for instance from an industry
perspective — and engagement practices, the rat8Ro funds reach a considerable size in
certain countries (in particular in the UK and thetherlands).

Notwithstanding its relatively small portion of &tinvestments, socially responsible
investing continues to grow and becoming more nteas and influential. Total
investments using at least one social investmeatiesty have grown from $40 billion in 1984
to $639 billion in 1995, to $2.34 trillion in 200kccording to the report by the Social
Investment Forum (SIF). Social investments now antdor about 12 percent of the
estimated $19.9 trillion under professional managm@min the U.S., according to the SIF
report®. According to the SIF 2001 report, the growth @itassets found in socially screened

portfolios was over one and a half times that bpedfessionally managed investment assets

13 Eurosif (2003). Socially Responsible Investment agnBaropean Institutional Investors: 2003 report.
4 SIF (2001). 2001 Report on Socially Responsiblesting - Trend in the United States, Social Investmen
Forum US.
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in the US. Note that the 2001 figures, although gbing up, reveal a slow down of the
curves. It may be interesting in the near futureiteck whether this tendency is continuing or
whether it is an accident. If it continues, one mander whether or not ethical investment
has reached some kind of maximum threshold. A stadsied out by the Siri Group shows a
similar growth in Europe. The total assets thatsar@ally screened have increased from 11.1
billion Euro at the end of 1999 to 14.4 billion Buat the end 2001 (SIRI Group, 2002).
According to the SiRi 2002 report four countriedJrited Kingdom, France, Sweden and
Belgium —account for more than 68% of the fundslalke in Europe, and three countries —

UK, Sweden, Netherlands — hold 58% of the totablgaan ethical retail asset.

SRI: a need for evidence

According to Harry Hummels institutional investors will not consider SRI ass
there is evidence that there is a positive linkMeein social, environmental and ethical issues
(SEE) and long term shareholder value.

Fiduciary duties are the most important duties radtitutional investors. They are
required to carry out investment decision in thie soterest of their beneficiaries. Since no
Law in Europe clearly and explicitly defines thdatmnship between fiduciary duty and
social, environmental and ethical issues (SEEjitin®nal investors do not feel the necessity
to integrate SEE in their investment policy. Thare different views on this issue from both
academics and practitioners. Generally the trathliocview considers SRI/CG as having a
negative effect on the profitability and therefonay infringe upon their duties. Academic
research, analysing the portfolio performance ofl 8Rds, shows diverse results (see
Louche, 2004). The dominant claim is that ethicalestment provides higher financial
returns than regular funds (Luther, Matako, & Corri992; Mallin, Saadouni, & Briston,
1995; Snyder et al., 1993; Social Investment Forl®93; Bauer, 2002). A number of studies
show inconclusive results either because of a tddignificant statistical difference between
the returns of ethically screened and unscreenékenses (Diltz, 1995; Sauer, 1997) or
because of sector and style biases (Louche, 20843 B Krausz, 1996). Very few studies
conclude that ethical funds under-perform (Muell€91).

As long as the positive impact of SEE on portfofierformance is not shown,

institutional investors will remain reticent to SR positive relationship is a prerequisite for

15 Interview with Harry Hummels, 25 May 2003
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SRI to become a logical development. However vdowly institutional investors are
recognising that social and environmental standarés appropriate concerns in order to

ensure long-term returns and therefore fulfil rathen detract from their fiduciary duty.

Linking SRI and CG

Recently corporate governance (CG) is becoming m@portant issue among
institutional investors. The Parmalat and Enromdaés proved to the world that stakeholders
can suffer together from abuse by company managemsnwell as by some influential
shareholders. Moreover research showed that gogubrade governance is positively linked
to financial returns. Initially the scientific remeh was directed mainly towards the
relationship between one or more corporate govemaharacteristics and the share price,
valuation and earnings or the company. Positivatiteiships were fourld Other more
comprehensive studies, such as Gompers, P. A.,Ishii, et al. (2003), showed also positive
results. Therefore and contrary to SRI, CG doesfam# the question of fiduciary duties as
described in the previous paragraph.

Although the Dutch Foundation for Corporate Goven®a Research for Pension
Funds (SCGOP) recognises only an indirect link eetwSRI and C8, there are at least two
clear links between the two. First of all, SRI &b8R advocate and encourage stakeholder
dialogue. Shareholders are one of the stakehotifeiee company and corporate governance
enables the dialogue between the company and #selsbiders through the right to
information, shareholder’s representation at corygmrard level, right to submit resolution at
AGMs, and the voting rights.

And secondly good corporate governance, both imftemational and shareholders’
rights aspects, enables SRI. As argued Clark arixb 2003), institutional investors have a
role to play in the monitoring of firm managemeshhviour as they “engage directly with the
firm through corporate governance over longer tipeeiods” and “began making linkages
between the underlying fundamentals of the firs didy-to-day decision-making process and
long-term shareholder wealth”. He also expectseatgr awareness of the impact of corporate

governance on long-term value after the scandals as Enron and WorldCom.

6 Bauer, R. and N. Gunster (2003 (May)). Goed bestant voor beleggers. ESB also available at
www.abp.nl.
1 SCGOP (2004). Manual Corporate Governance, SCGOP.
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Moreover through their rights, institutional inveist can enable SRI and CSR. Indeed
what we see developing lately is the broadeninghaireholders concerns which increasingly
include issues related to social and environmerdaterns. Their argument is that a greater
regard for long term impacts of the firms and iasexd CSR reduce risks, adds share value
and in the long term serves owners’ interests.dtfh SRI and CG have a different end, they
can be seen as complementary. As said Clark anth K2892), there is an intersection of
interest between the two.

Moreover, good corporate governance is centraingagement and Voting. Although
institutional investors may not use the traditiotedhniques of SRI, negative and positive
screening, they may embrace corporate engagemenvaimg as a sound mechanisms to
raise firm-level standards and long-term perforneaffitirough engagement they will improve

transparency and disclosure of companies.

SOME SUGGESTIONS FOR DEVELOPING A POLICY TO MAINSTR EAM CSR
AND CG IN THE FINANCIAL AND INSURANCE SECTOR

Greater emphasis on the management of negative extalities

Compliance with customer needs

Given the complexities involved with financial ptang and risk management, an
average customer is certainly not able to come itip avclear view on what his or her actual
needs are and/or his or her future interests \eillWith a more critical customer base and a
more demanding society the insurance and finaseialices sector can no longer allow itself
to stick to a push-marketing and cross-sellinguaté. The service providers need to invest
more time and effort into a better understandinghefspecific needs of the customer. In the
context of the new invisible hand, too much focasshort-term profit at the cost of long-term
sustainability can easily lead to a kind of a bomang-effect. Building a corporate culture
that rewards integrity will probably be a far beitestrument than any strict regulation.

Educative efforts towards (potential) customers

Customers as well as employees and distributionesemtatives need a far better
understanding of the complex characteristics of enodnsurance and financial services
products. Risk identification, risk transfer andidarity, investment options and cost elements
all deserve far more attention. But the most diftichallenge will be to make the transfer
from mere product information over financial edumatto good financial advice. Interesting

in this respect is the recent initiative of the @E@nanced by Prudential to bench mark best
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practices in financial education (presented at@®CD Forum in Paris on 12 & 13 May
2004).

Making more optimal use of the potential for positve externalities

The focus of CSR and corporate governance on rigkagement carries huge
potential for the insurance and financial servisestor. This opens-up new opportunities for
the development of tailored business solutionsthatsame time, trade federations and other
sectoral organisations should more pro-activelyidooin the potential for improving the
sector’s reputation.

From a governance as well as from a CSR-perspedtisarers, pension funds and
other institutional investors will increasingly h@aced before their responsibilities as
‘external’ monitors of good corporate behaviour.eTiCombined Code on Corporate
Governance has explicitly given the institutional/@stors the duty to perform a tough
monitoring of the firms they invest in. After thauf2h Tabaksblat code did the same, there is
now a Dutch initiative to install a special corperagovernance commission to develop
specific recommendations for the accountabilityirgdtitutional investors. Faced with the
potential for conflicts of interest, some of theservice providers will turn to specialist
shareholder services for outsourcing this importaioty. However with or without
outsourcing, they will finally be held responsibite making full use of their potential for
positive externalities also on this level.

In a recent speech at the London seminar of trerrational Insurance Society, the
British Financial Services Authority explicitly $ém their reliance on corporate governance

mechanisms of insurers as a corner stone forgidatory approach.

CONCLUSION

From a societal perspective, the duties and redpibtiss placed on the enterprise,
have increased drastically the last couple of yeHne more the business world becomes a
prominent economic force, the more society expfcts to operate in a responsible way. In
essence a responsible firm takes into consideratlatirect and indirect external effects of its
operation. By doing so, the business world “con$itnthat the pure market theory as
developed by neo-classicals and contractarianscismplete in as far as they are ignoring

externalities:
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“Even if people believe that maximizing shareholdalue enhances human welfare,
the belief does not make it so; ...there is a difieeebetween pragmatism and religion.”
(Margolis & Walsh, 2001).

Positive externalities or external economies ategwrated in concepts like corporate
citizenship and philanthropy. The critique put fard by the anti-globalist movement focuses
on the negative externalities or external disecaasnT heir claims on the firm go far beyond
the borders of the pure local market. In fact,dttention for the potential negative effects of
globalization is a global and large-scale expansabrthe fragmented opposition against
environmental and social malpractices of the bisseorld.

After acknowledging that business conduct is fadmgeasing societal scrutiny, in the
first part of the paper, we looked at the effedtsarporate social responsibility on corporate
governance. We first point at several paradigmsribad to change in order to integrated new
concepts such as CSR. A number of shifts need tmdude: from the traditional notion of
boundaries founded on the boundaries of the firmdeseloped by the transaction cost
theories to network theory in order to include adaler range of stakeholders; from the
traditional principal-agent theory to the managenugrcomplex principal agent relationships;
from short term shareholder value to sustainableevareation; and to revise the dominant
firm logic to move towards an optimal corporate gmance system. Based on these paradigm
shifts, we developed a hierarchical governance draonk in order to embody the idea of
responsible firm. This enlarged corporate goveragdr@mework is based on the redefinition
of the theory and role of the firm, as well as ba enlargement of the principal-agent theory
to include multiple principals and agents (stakdboinclusiveness). Such a framework
should allow a firm to reflect upon the potentisdues modern corporate governance should
take into consideration. We then redefine somehefdorporate governance mechanisms ,
which is necessary if we want to build trust in tte¥porate world. The mechanism covered
include managing conflicts of interest, role of theard, empowering the board, effective
monitoring through independent and objective doesitand power and information. The
section ends by looking at the monitoring of cogtergovernance and corporate social
responsibility. We discuss the issue of voluntarisregulation, the role of the government
and of civil society. We conclude by arguing thatormation and communication with
stakeholders is an important element of CSR bot@<G.

In the second part of the paper, we focus on thevaace of CSR and CG for the
financial and insurance sector. As any other seofoactivity, financial institutions and

insurances are subject to tougher societal scrutMiyough the social and environmental
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impacts of the sector are limited, it is not exelddrom societal pressures. Its specific core
business, its environment and its important poéritr positive and negative externalities
makes it an interesting sector for applying thelysis of CSR and corporate governance.
Two main aspects come out of the analysis. Finantséitutions and especially insurances
can play an important role as valuer in assessisks rand estimating returns and as
institutional investors. Transparency and CSR eome additional valued properties for the
financial institutions and insurance. This is imeli with World Business Council for
Sustainable Development (WBCSD) who argues thapthieuit of sustainable development
makes the organisations “[...Jmore resilient to slscekmble in a fast-changing world, [...],
and more at ease with regulators” (Holliday Jrale2002). The increasing level of CSR with
regards to investment strategy goes hand in haiid ngk management and integration of
CSR in organisation structure (Moskowitz, 1972)e Tiwvestment policy must evolve hand in
hand with the risk management and supports theutool of SRI and environmental social
and ethical considerations.

SRI as strategy to invest is maybe a too far regchpproach. However we believe
that an engagement strategy may be a valuablegyréd enable CSR. They would have a
direct contact with companies, including communaratvith senior management and board
members about performance, corporate governancetaed matters affecting shareholders’
interests, including CSR. Insurance, as instit@ianvestors, should use their voting rights.
For this purpose it would be useful to write a ppldocument on the exercising of proxy
votes as well as communicate to the clients theangofactivities in order improve
transparency.

As this paper shows, corporate governance and rgpsocial responsibility are
highly relevant for the financial and insurancetsecA number of issues, that have been
raised, need to be further researched. First offiancial services firms and insurance
companies have to develop a better understandirtgef numerous positive and negative
externalities. However, assessment is only the $itesp in a comprehensive management of
these externalities. Given the increasing attentonrisk management and its relevance to
both corporate governance and CSR, special attenigst be given to build on the societal
role the financial sector can play in this respéctorder to play its role of valuers, the
financial and insurance sector need better toolasgess social and environmental risks.
Moreover, corporate governance and socially resplengvestment are two powerful means
for corporate social responsibility. Notwithstanglisome integrative initiatives they remain

two separate concepts. SRI-rating organisationsentgc tend to consider corporate
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governance more seriously and start to integrateesof these elements in their screening
assessment. On the other end, corporate govermatings only slowly start to integrate
CSR-related indicators into their evaluation instemts. It would be of interest for both
managers and academics to further investigateirikeoetween CG and SRI. It is only when
there will be scientific certainty of a positivdagonship that institutional investor may adopt

a SRI investment strategy.
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FIGURE 1

Positioning corporate governance : extending the doinant firm logic

Source: Van den Berghe et al (2002)

Institutional capitalism
by stewards of pensio

Fully Open -
Disperse
Shareholdership

Listed with
Reference
Shareholder

Government
owned

Silicon Valley model Social Profit

Private with external
partners

Subsidiaries

Closed -
Family-owned

and System Governance

From Company to Corpora

50



FIGURE 2

Corporate governance framework

Source: Van den Berghe et al. (2002)
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FIGURE 3.

Governance pyramid
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FIGURE 4

Identifying conflicts of interest in the Enron Case

Source : Van den Berghe & Baelden (2003)
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