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A. Reform of the German Stock Corporation Law between the 13th and 15th Legislative Period (1998-2002) * 
 
[1] Since the mid-90\'s Germany has seen a whole range of laws on corporate governance: first and foremost the 
KonTraG, i.e. the law on control and transparency (1) , followed by the NaStraG, i.e. the law on registered shares and 
the facilitating of proxy voting (2) , then, more recently, the TransPuG, i.e. the law on transparency and disclosure (3) 
, and - finally - the German Corporate Governance Codex issued by the Cromme Commission (4) -- and there is 
probably more to come during the next legislative period. What are the reasons for this striking increase in activity? 
What are the driving forces and is there a master plan behind these efforts? 
 
B. The Need for Reforming the German Corporate Governance System 
 
[2] The German set of rules on corporate governance is a system in itself (5) . It must be kept in mind that any 
amendment of one component potentially impacts all other components. For simplification purposes, the German 
system is often referred to as one of \"internal\" corporate governance, versus the \"external\" corporate governance 
system in the Anglo-American environment . In any case, our system has produced good results in the past, in 
particular during the period of the so called Wirtschaftswunder in the 1950\'s and 1960\'s, although the control 
exercised by banks and insurance companies and the existence of cross-holdings have given rise to increasing 
criticisms in recent years.  
 
I. The Components of the System 
 
[3] The German system essentially consists of the following known components, or players (7) : 
 
Board of management, supervisory board (8) , labour representatives in the co-determined supervisory board (9) , 
auditors, shareholders at the general meeting, major shareholders, small shareholders, custodial banks, associations 
of shareholders, institutional investors (mutual funds, asset managers) (10) , analysts, rating agencies, and of course 
the economic and financial press.  
 
II. The Causes 
 
[4] It must be borne in mind that the German corporate governance system has developed and grown on the basis of 
very specific economic and social conditions (11) . As the external conditions of a system change, the system needs 
continuous adaptation and reform. Regardless of short-term bull or bear markets and the burst of the internet 
bubbles, we see the following long-term changes of the external conditions (12) : 
 
- The globalisation of the world economy and the internationalisation of the financial markets is likely to increase. 
 
- We observe a slow shift away from borrowing and internal financing, as well as a shift from the principal banker 
relationship towards more equity financing  
through the stock exchanges. The discussions on the Basel II Accord suggest that this trend will continue. 
 
- Conversely, these developments also change investor behaviour; the share of venture capital assets in the 
portfolios has increased and in the field of retirement provision, we see a growing trend towards funded systems. 
 
- Most German companies have so far been controlled by major shareholders (families, banks, insurance companies, 
cross-holdings) (13) . In recent years we have observed a gradual break-up of the so-called Deutschland-AG 
(\"Germany Inc.\"), possibly also a withdrawal of banks from industrial holdings, a change in shareholder structure 
towards more free float, more IPOs, an increase in the number of shareholders, and, in particular, a substantial 
increase in foreign shareholders, especially institutional investors.  
 
III. The Effects 
 
[5] These developments do not necessarily create a recognition of the need to step up legislative action. As we all 
know, the political debate on corporate governance is usually not driven by theoretical considerations - but by 
scandals. This also explains why this discussion has moved in waves. However, these scandals and corporate crises 
are only the external factors; the actual prime movers of the continuous reform process are the on-going changes of 
the economic conditions of our system, as described earlier (14) . So this is not a radical upheaval, but rather a 
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gradual shift. This shift has impacted the discussions on legislative action as follows: 
 
[6] Growing globalisation of the world economy tends to strengthen the influence of mobile production factors such as 
capital and technology at the expense of labour, which is considered an immobile factor. As international free float 
replaces conventional control mechanisms (major shareholders, banks), the principal-agent problem is aggravated, 
and a control vacuum emerges.  
 
[7] Because of the international structure of the financial markets, German companies compete with global 
investment alternatives seeking venture capital. Nowadays, they must even compete for the money of German 
investors who have become used to diversifying much more broadly and internationally than in the past. 
 
[8] Foreign investors expect company earnings to match internationally used benchmarks, and they expect German 
company law to be consistent with international standards or particular patterns of thought - whereby the question of 
which standards are better does not really matter.  
 
[9] On the whole, we see a growing influence of the capital markets on stock corporation law . (15) 
 
[10] In particular, we see that the corporate governance discussion follows the example of other countries, especially 
American patterns of thought . (16) 
 
[11] The traditional shareholder meeting where shareholders are actually present is becoming more and more 
parochial because the shareholders physically present at the meeting no longer reflect in any way the actual structure 
of globally dispersed shareholders.  
 
[12] Internationally operating groups which employ most of their staff abroad are raising the issue of making the 
composition of the boards more international - including the labour representation in the German supervisory board.  
 
[13] In view of the dramatic increase of shareholders in large companies (up to two to three million in some cases) 
and the fact that they are dispersed throughout the world and in view of the massive volumes of securities 
transactions there is growing pressure to use modern communication media in the field of company law (17) .  
 
IV. The Programme 
 
[14] These influential factors have charted the course for our legislative projects in the course of the last ten years 
and will also be the driving forces behind the projects planned for the next legislative period (18) . They dictate the 
long-term reform programme – as follows: 
 
[15] The responsibility and control of the board of management as well as its focus on profitability and 
competitiveness must be strengthened (19) .  
 
[16] The supervisory board must be revitalised and given a new impetus as an efficient and qualified control body 
(20) . This can and must be achieved even within the framework of the German co-determination system (21) . This 
implies a shift of power from the board of management to the supervisory board. The supervisory board\'s 
independence, in particular vis-à-vis the board of management must be assured. By the same token it is necessary to 
safeguard the auditor\'s independence from the board of management; auditors should be tied in more closely with 
the supervisory board and act as its auxiliary . (22) 
 
[17] The shareholder meeting as a physical assembly must be given a new mission. Its role must be redefined. (23)  
 
[18] Rather than expanding the decision making rights of the shareholders at the meeting or of shareholder 
minorities, it would be preferable to increase the liability of the company\'s officers and directors . (24)  
 
[19] Existing shareholder rights - in particular information and voting rights - must be available to all shareholders, 
including foreigners . (25)  
 
[20] The financial information provided by companies must be improved and made available internationally . (26) 
 
[21] Conflicts of interest of all players - from the members of the board of management to the analysts - must be 
disclosed and minimised, and violations against insider rules must be countered effectively . (27) 
 
[22] Company and accounting laws must be geared to a lesser degree towards company creditors and more towards 
the capital markets. Internationally used financial instruments and international accounting standards must be 
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integrated into the German laws .(28)  
 
[23] Wherever possible, red tape should be reduced and costly rules deregulated.  
 
[24] So this is the programme. Virtually all amendments of the stock corporation law in recent years, as well as most 
of the measures planned for the future, fall into this programme. A great deal has already been achieved! (29) 
 
V. The Shareholder Value Doctrine(30)  
 
[25] The shareholder value doctrine propagated in the 90s was also of a programmatic nature. The German KonTraG 
(law on control and transparency) (31) was strongly influenced by this doctrine. However, the law itself was not aimed 
at increasing shareholder prosperity as an end in itself. Instead the focus of corporate policy and the officers and 
directors on shareholder value, or rather on \"value-added\", was used to make companies better performers and 
more competitive for the benefit of all. The intention was to put the continuous quest for added value once again in 
focus as the driving force of entrepreneurial action and thinking. Even if the term \"shareholder value\" has fallen out 
of fashion, the policy objectives for which the term was used are still valid. The Holzmann case, I think, has 
demonstrated in exemplary fashion that management-policies such as \"Fill the books, what matters is turnover\" 
have led to situations where large-scale projects were started even though it was clear from the beginning that they 
would not be profitable. Similarly, excessive takeovers for the purpose of turnover at the expense of returns often 
lead in the wrong direction. On the other hand, the massive pressure from the capital markets on companies to show 
higher and higher earnings has created misleading incentives in favour of \"accounting for growth\" and some rather 
creative accounting practices. Therefore it is important that we not lean too far in the other direction. 
 
VI. The Aim 
 
[26] It is the objective of all legislative action to shape the terms and conditions for management and control of large 
corporations in a way to enable them to generate income and to operate competitively. That is easier said than done. 
Corporate governance has to do with people, as all key positions of our corporate governance system are occupied 
by people. These people are not necessarily committed to the values of \"truth and justice\". They are primarily 
interested in their own benefit, in \"quick money\" and only as a second thought do they perhaps attend to the 
interests of their client or employer. This applies not only to managers, supervisory board members and small 
shareholders, but also to analysts, financial journalists, auditors and, with all due respect, presumably also to fund 
managers - in other words, to all the players in this complex corporate governance system (32) . Whether the 
scandals we have seen in the last time, especially in the United States, show symptoms of a drop in standards and a 
loss of professional ethics , or whether this is merely due to eternal human nature is a question we cannot yet answer 
definitively. At any rate, this is one of the problems which makes our task so difficult and the reason why the quest for 
good corporate governance requires our ongoing efforts and continuous countermeasures.  
 
C. The Role of Mutual Funds(35)  
 
[27] The legislator can only create the legal framework. It is up to the economic actors themselves to fill this 
framework. Mutual funds belong to these economic players. How is their role changing with the change of the 
external conditions?  
 
[28] As the role of major shareholders declines and more companies become widely held, small shareholders can no 
longer act as free riders relying on others to perform control functions - they must themselves also exercise control.  
 
[29] Small private shareholder are not always able to assume this role, though. In recent years, they have started to 
invest increasingly in equities - this was a positive trend although they sometimes followed blind euphoria. Now they 
will become more cautious and will leave this turf to the professionals, in other words to mutual funds.  
 
[30] In this environment the investment fund managers will in the future assume the role of exercising ownership 
control in stock corporations (36) . If mutual funds simply invest along the index they obviously give companies 
extremely negative incentives to improve their corporate governance. The so-called Wall Street rule, i.e. voting with 
one\'s feet, appears quite convincing on first sight but it also has its shortcomings in that its effects often come too 
late. For management - which is not subject to ongoing control by the shareholders - it is apparently quite easy to 
develop strategies by which it can mislead the listless markets over a longer period of time. Once the swindle is 
exposed, share prices suffer extreme erosion, and the macroeconomic damage is considerable.  
 
[31] Until now, corporate governance was only an issue when a company was in trouble. Shares which looked 
successful were sought after and bought without paying much attention to corporate governance. This is wrong. 
Corporate governance must also be given attention in good times.  
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[32] For this reason, the control function of mutual funds must start at an earlier stage. Of course, they can not 
scrutinise in detail every company they hold in their portfolios. Neither will it be possible for them - at least not at 
reasonable cost - to understand the complexity of all legal and corporate systems. But what they can do is assess 
corporate governance on the basis of comparative standards. For this purpose, corporate governance codices, which 
formulate best practice rules tailored to the legal environment in each country, can be quite helpful . Many countries 
have such a codex. Germany issued its codex, the so-called \"Cromme Codex\", only recently . It provides an 
excellent overview of our legal system and formulates sensible and internationally recognised best practice rules. By 
means of a \"comply or explain\" mechanism, companies must state which of these practices they comply with and 
which they don\'t. This is stipulated in the law . (39)  
Mutual funds can use such national codices for the purpose of better screening and comparing companies within a 
given legal system.  
 
[33] Investment funds will also have to accept the fact that they will have to scrutinise company accounts more 
thoroughly. The gradual reduction of the great number of different accounting systems worldwide to US-GAAP and 
IAS, as well as the cautious rapprochement between these two major systems, should make this task somewhat 
easier in the future.  
 
[34] Investment funds hold the voting rights of the equities in their portfolios. It is their duty and responsibility to 
monitor shareholder meetings to ensure that the shareholders do not unwittingly allow decisions to pass to the 
shareholders\' own detriment. I am referring for instance to stock option programmes, the main features of which are 
adopted under German law by the AGM, that is to say, under the eyes of the shareholding public.  
 
[35] It makes no sense to demand more shareholder rights if these rights are not exercised or exercised only by 
randomly knit small majorities.  
 
[36] For all these reasons the investment fund managers should also consider developing mechanisms for cross-
border voting and should urge Governments, including the German Government to ease the legal conditions for it. 
Obviously, it will not be possible or desirable for every investment fund to create the manpower needed to compile 
the necessary know-how for all legal systems. But funds could create national voting right representations which 
could represent the votes of many funds and thus benefit from economies of scale. The German \"Viertes 
Finanzmarktförderungsgesetz\" (Fourth Financial Markets Development Act) (40) has recently opened up the 
possibility for investment funds to give a permanent power of attorney to independent third parties such as 
associations of shareholders. 
 
[37] We also support the Brussels efforts to develop principles for cross-border voting in Europe. But in view of the 
worldwide distribution of shares, we must look beyond Europe, cross border voting must become worldwide, simple 
and low-cost, and that means that it must become possible to vote on the internet . (41) By the same token, 
information about shareholder meetings, agendas etc. must become available worldwide, fast and inexpensive - and 
here again, the answer is the internet . (42) 
 
[38] We have no intention of making it compulsory by law for investment funds to exercise their voting rights. All we 
can do is to appeal to the funds to do it - in their own interest and the interest of their investors who have entrusted 
their money to them . (43) 
 
[39] Of course, we must look further into the future: In a system which is based on private ownership of the means of 
production, it is understood that the owner is in the best place to make the right decisions on the allocation of the 
scarce capital resources. However, funds are not the economical owners; they are trustees. Neither are associations 
of shareholders or professional voting right representatives of the real owners. This means that we will once again 
come across the principal-agent or conflict of interest problem at a second level, so that the classical question arises: 
who controls the controllers? 
 
[40] Fund managers, after all, are also human beings - therefore it is important that they too adhere to best practice 
rules including ethical and professional best practice standards. The International Investment Fund Association as 
well as the European Federation of Investment Funds and Companies (FEFSI) (44) have developed such standards - 
this is a good thing and a far-sighted move.  
 

 
 
* The text was presented at the 16th International Investment Funds Conference in Berlin, 16 October 2002. 
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