
Introduction to the English Edition

Rarely before has a greater false doctrine been spread in so short a time
than the American doctrine of shareholder value and stock-market–related
value creation as the central factors of corporate governance. Rarely before
was anything also proclaimed with so much smugness and self-righteous-
ness as this false doctrine. It is wrong and damaging for the management
of a company.

It would have been possible to have left the question unanswered for a
while as to whether the shareholder value doctrine is suitable as a manage-
ment philosophy, at least for the USA itself. But the scandals and corporate
collapses indicate the opposite, and so far it is also not possible to see that
the correct steps for corporate management are being taken.

The damage that has already been done all over the world is immense;
but even more is probably yet to come. The financial losses are not even the
most important thing, although these, too, are larger than at any other time.
It is the immaterial damage that counts. Much more significant than the
money are top management’s loss of credibility and the loss of trust in the
senior management of large corporations. Added to this is the far-reaching
miseducation of two generations of managers, who have learned nothing
apart from the doctrine of shareholder value and who are incapable of
imagining that it is false and that there are alternatives to it. They are so
miseducated that the necessary retraining is difficult or impossible.

In the meantime, doubts about the magic recipes have spread. Lack of
orientation and perplexity have arisen; the result is helplessness. According
to temperament, what follows may be either lethargy or activism. It is time
to stop imitating American management methods, in particular those for
corporate governance.

Two errors in reasoning have led to the naïve imitation of seemingly su-
perior US management methods. The first is that the US economy is
strong. In fact, it is merely large. The second error is to believe that the rea-
son for this strength is that the management of US companies is good and
superior to management all over the world. In fact, American management
can only be used where it is has to deal with simple conditions. For com-
plex, multicultural, or even global tasks it is unsuitable and damaging.

9
Effective Top Management. Fredmund Malik
Copyright © 2006 WILEY-VCH Verlag GmbH & Co. KGaA, Weinheim
ISBN: 3-527-50117-7



The US economy is in a desperate state, which is disguised by wrong fig-
ures, tendentious media reporting, and a dubious economic theory. Neither
the growth rates for the economy nor the employment figures are correct;
the profit figures for companies are not right and the economic recovery is
not worth mentioning when it is compared with the six recessions since the
Second World War. The theory of economics dominant in the USA, that of
the “asset-based, wealth-driven economy”, is one of economic history’s
ironies.

America has many large companies that impress managers around the
world and stimulate imitation. The USA does not owe the size of its com-
panies to the quality of their management. US companies are large because
they have something that has never otherwise existed in a developed coun-
try, namely, a big and largely homogeneous domestic market. It is no won-
der that large companies arise where there are about 290 million con-
sumers who all speak the same language, who pay in the same currency,
and who, to a large extent, have a mentality which makes the consumers re-
ceptive to uniform advertising and promotion and which makes uniform
product design possible. Management is simple when there are no customs
frontiers to be overcome and where regulations and tax laws are all the
same. None of this existed in Europe until a short time ago. We can only en-
vy the Americans their comfortable situation; we shouldn’t imitate them.

The export quota of the typical US company is small or nonexistent; that
of the typical European company is large. America is an importing nation;
Europe lives from export. Where English is not spoken, American man-
agement soon ceases to work. For these reasons, the USA is by no means,
as people like to believe, the center of global thought and business activity.
On the contrary, the center is where more than five hundred years ago busi-
ness relations existed with China and Japan, without E-mail, cell phones,
and jet planes, and where hardly any fuss is being made about globalization
because it has long been nothing particularly new. That center is Europe.

For the reasons mentioned, it is much easier to manage a large company
in the USA than in Europe. There is therefore no cause to look at America
in order to learn about management for complex situations. American
management is like doing the standard compulsory figures in ice-skating;
managing a large company in Europe is like doing the more demanding
freestyle.

As a result of the shareholder value doctrine, a type of manager has
reached the very top of major companies who previously would hardly have
had a chance: the money-driven manager, who is unable to distinguish the
logic of the real, nonfinancial economy from that of the financial economy,
because for him the only thing that exists is what can be quantified in mon-
ey. This type of manager could be described as the monetarist manager. It
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has little or absolutely nothing to do with good corporate management.
Genuine management begins in any case where quantification, especially
quantification in money, is no longer possible but where nevertheless deci-
sions and action have to be taken.

Consistent in his error, the monetarist manager believes that the
supreme goal of a company is profit, because he is not able to see that in a
market economy there are essentially no profits but only costs: the costs of
current business and the costs necessary to stay in business. This type of
manager is also not capable of distinguishing between dealmakers and
genuine entrepreneurs or between the company as the object of crafty fi-
nancial moves and the company as a productive social system.

The shareholder value doctrine has failed and what is thought to be its
salvation, the stakeholder approach, is a step backwards. The Americanized
managers with their MBAs will now have to change their ideas quickly and
fundamentally. They will have to construct a completely different notion of
the company which does not focus on interest groups, either shareholders
or stakeholders, but on the company itself. The company itself, its health,
and its viability have to form the criterion for corporate governance.

Those managers holding an MBA will also have to learn that managing
a company does not consist in solving case studies but in exactly the oppo-
site, namely recognizing where what case could be brewing. If everything
can be put down in writing nice and neatly in a case study, a case is no
longer a problem but merely the carrying out of work. If a business plan à
la business schools can be drawn up, others have long done the work, be-
cause they reacted to the faint signals instead of waiting for the ten-year
cashflow analysis. Business administration is what the name says it is: ad-
ministration and not anticipatory, entrepreneurial, or even strategic action.

This generation will find that the orienting factors propagated around
the world as ultimate truths – shareholders, stakeholders, value creation –
are in fact the opposite, namely disorienting factors. For this reason, lack of
orientation and perplexity are already to be seen in top management; they
are less and less easily concealed, even if still glossed over with posturing
and showing off.
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Preface to the English Edition

In this book I take a view of corporate governance that is fundamentally dif-
ferent from the more or less prevalent view taken in the second half of the
nineties. To a major degree, it is diametrically opposed to this latter view.
Right from the very beginning, and unlike virtually everybody else, I have
taken as my point of departure not wealth for the shareholders but the abil-
ity of the company to perform. My thoughts have been focused on the
strong, healthy, and viable company and on the question of how it should
be managed and supervised. 

There have been comments on the subject suggesting that there are no
real but only apparent differences between the two ideas – shareholder val-
ue on the one hand, and the high-performing company on the other. It has
been said that in fact they are the same thing or are very closely related.
Above all, it has been claimed that an orientation to shareholder value nec-
essarily and automatically produces a healthy company. I have always had a
different opinion and, for logical and empirical reasons, have never accept-
ed this latter view. 

It is now being shown, in a fairly dramatic way, that this view is in fact ut-
terly wrong; that not only is it not correct, but that actually the opposite has
happened: the shareholders have become poor and the companies weak,
and some of them are in a desperate state. 

The inspiration for this book came from Germany. However, I did not
want to confine myself to the situation in Germany but wished instead to
consider the topic of corporate governance on a broader basis. The legal
context in different countries certainly varies, but the management issues
are the same everywhere, and to a large extent the answers are also the
same. Management forms and styles may differ, but in the end there is on-
ly one kind of management; namely, good and effective management. In
my view, that can be achieved everywhere regardless of the differing legal
contexts.

I have thus chosen a general terminology and use the expressions gov-
erning body or corporate governance for the German or Austrian supervisory
board and also for what, in my view, the Swiss administrative board has in
common with it – and for what they should both be doing. The term execu-
tive body relates to the role of the board of German or Austrian joint-stock
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companies, the management of companies with limited liability, and Swiss
businesses, which are normally joint-stock companies. Top management
and corporate management almost always mean both of these bodies unless
it is clear from the context that this is not the case.

This book necessarily deals with the corporate management of a busi-
ness, for the governing body cannot be understood nor logically controlled
without the executive body, and vice versa. It is however written primarily
from the perspective of and with regard to the governing body. For this rea-
son, important topics relating solely to the executive body are not consid-
ered here. Executive top management alone would of course justify a book
in itself, and thus the aspects examined here are primarily those regarding
the interaction of these corporate bodies.

The basic premise of this book is that corporate governance can and
should manage – in a quite specific sense of course and while upholding the
executive body’s integrity and ability to function. In countries with a one-
tier corporate management structure, this is self-evident. What is not al-
ways quite so clear, however, is how this should be done in practice. In
countries with a two-tier system, this topic may initially prompt certain
scepticism or even be perceived as provocative. Nonetheless, I consider it
essential to strive for this solution for reasons that I hope will be made clear
in this book.

My intention is not to produce another scientific treatise to add to the
scores already in existence. This book is instead intended as a practical
guide to the effective design of corporate management and in particular
corporate governance. Hence, special cases and exceptional situations are
not discussed.

Since the heart of the trouble as I see it is not the supervisory bodies as
such but the errors of corporate governance, I have changed the original ti-
tle of the book by making what was previously the subtitle into the title. In
that can also be found the starting points for the required reorientation and
for the restoration of the economy to a healthy state. However, the key to
right and good corporate governance is, of course, the top management, its
executive body, and its supervisory body. It is the supervisory body that has
the final responsibility; it is there that the expert knowledge is needed; it is
there that the courage has to be shown to take a stand against the trends of
the day and the idiocies of fashion and, something that is seldom appreci-
ated, it is the supervisory body that is the correcting mechanism that oper-
ates in advance of the market. The market does work, but there are impor-
tant ways in which it works too late. The market does not prevent mistakes,
it simply punishes them. They have to be prevented by the top management
and, in the final analysis, by the supervisory body. 
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The first edition of this book appeared in German at the beginning of the
period when a whole system of errors and misunderstandings relating to
the term corporate governance, at the center of which was shareholder val-
ue, was being generally propagated. 

For the second edition, which appeared (also in German) at the end of
1998 or, in other words, in the middle of the great stock exchange boom, I
wrote in the preface that the growth in the American economy appeared to
be an exception to the general stagnation, but that in fact the potential there
for an implosion or for instability had become not smaller but greater.
Those were the days when people still believed that in the “New Economy”
there would never again be any cyclical ups and downs, and one well-known
economist took the view that “this expansion will run forever”.

The third edition, which is here translated into English, appeared at the
beginning of the phase of disillusionment and doubt about the correctness
of shareholder value as a guiding principle for sustainable corporate man-
agement. My view is that that really does mark the beginning of the end for
this economic and management paradigm. I mentioned the short life that
could be conjectured for it in chapter 4 of the first edition of this book.
There are more and more indications that its decline could be accompanied
by a collapse of those economies and companies that believed this approach
should be followed with particular exactness. There have already been some
initial cases of this.

I saw no reason to make any amendments to the text of the book. The
Great Transformation of business and society that is described in chapter 3
is in full swing. Neither at the time nor now was there any reason to inter-
pret this as any sort of “New Economy”, even though, by the time it comes
to an end, we shall probably have a New Society. And the errors of manage-
ment described in this book are continuing to be made, though in some
cases under different names. As I mentioned in the preface to the second
edition, they have also been joined by a few more. 

Rather than making amendments to the text, I have written a detailed
new introduction, in which I start by giving a summary of the position I
adopt and relate it to the developments since the book first appeared. 

I have also added two appendices, in which I discuss two particular sub-
jects in detail. The first of these subjects is the fact that the much-lauded
American economic miracle was not a genuine miracle but a phony one.
This is an important point because the American economy, which appeared
to be booming in contrast to the stagnating economies in Europe, was the
strongest argument in favor of the claimed superiority, and hence the
spread, of the shareholder value theory, as well as the sort of corporate gov-
ernance that was based on it. 
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The second appendix is a discussion of the other “miracle” that the ad-
vocates of the wrong sort of corporate governance appeal to for support, that
of the “New Economy”. Both these miracles have proved to be deceptive mi-
rages; unfortunately though only after the false management doctrines
based on them had had their effect. 

The book is divided into two parts. The first part considers the direction
in which corporate governance should develop and why. Chapter 1 raises
the question of whether corporate governance should manage. Chapter 2
looks at how the governing body functions today and where its functional
shortcomings are. The third chapter considers the question of whether cor-
porate governance is equipped for the future, even if one feels it has been
so in the past and is in the present. It also looks at whether corporate gov-
ernance is properly prepared and effective enough for the radical changes
currently experienced by economy and society in almost every country, for
what I call the Great Transformation. Chapter 4 is devoted to the question
of the standards by which an enterprise should be managed and in whose
interest an enterprise should be run, regardless of industry and business
area. It is in my view essential that the governing body should be involved
in clarifying these issues and have the last word in answering them. Fol-
lowing this, the fifth* chapter discusses the variables and benchmarks for
assessing a business, in particular in the light of the question of what a
healthy business is and how its health can be assessed.

The second part looks at the “what” and “how” of corporate manage-
ment. Chapter 6 provides a brief overview of the elements of the company
constitution (also known as corporate bylaws). Chapters 7 and 8 consider
the issues surrounding the formation of supervisory and executive bodies,
their roles, how they function, and the principles for their effectiveness.
Chapter 9 takes a view on the difference between management and leader-
ship, the latter of which is threatening to become a fashion trend. It is pre-
cisely the top corporate bodies that need to look very closely at this differ-
ence, for it is from the top of a business, if anywhere, that leadership stems.
Chapter 10 goes to the very heart of the problems of power, responsibility,
and liability. And chapter 11 examines the key issues of personnel selection
and recruitment to the most senior positions.

The book is thus intended first and foremost for top managers and for all
owners of company shares. It should further be of interest to anyone who
has to work with senior managers or those on the higher managerial eche-
lons. And finally, it may well be of use to anyone with a broad interest in
general business management or who has to take an interest in it for pro-
fessional reasons – for anyone who has any interest in a well-functioning
economy and society.
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The economy is unmistakably in a phase of experimentation. Solutions
need to be found for new problems, and seldom before has it been possible
to study attempts to do so and the effects of them so well. The basic tasks of
corporate governance I describe in this book are therefore still highly topi-
cal.

A brief word about individuals’ and company names: descriptions of ac-
tual cases and examples would perhaps have been useful illustrations in the
book, and may also have pandered to the public’s taste for sensation. How-
ever, I have exercised extreme restraint in this regard. Although I am quite
familiar with a few real-life examples of dramatic failure by supervisory and
executive bodies, I do not think it is right to detail dates, facts, and names.
It is my opinion that name-dropping does not provide any useful informa-
tion; furthermore, it could wrongly implicate people whose involvement
was not causal, and in many cases even the person actually responsible may
previously have produced excellent performances in other domains. As I
will establish, success and failure do not depend solely on people but also
and to a considerable extent on the situation in which they are placed – a sit-
uation that they all too often did not seek out. In the final analysis, this is
no excuse; the consequences of failure cannot be ignored. However, people
and situations must be considered in close relationship with each other.

That is precisely why I make no attempt to improve the effectiveness of
corporate governance primarily by people-driven proposals, but instead by
constitutional controls. This thinking pervades the whole book and is, as I
am often able to see at first-hand, largely a new concept for business man-
agers with a technical or scientific background. Lawyers in contrast have no
problem in accepting it. They know from their own discipline that if any-
thing will work, a constitutional solution will.

Where I do name people in this book, I have abided by the following
principles: first, the people are no longer alive – in fact in most cases they
died quite some time ago. I know there is huge interest in examples of to-
day, but in my view a certain chronological detachment is needed to be able
to come to a relatively reliable assessment of someone’s performance. In
the media world of today, judgements – and prejudices – are, it seems to
me, made too hastily and without proper thought. Second, other than a few
exceptions, which seem well justified, I have only mentioned people in pos-
itive terms. Third, I only use the names of people where I believe I have
studied their lives in sufficient depth to be able to form an opinion. I have
no truck with the popular game of “name dropping”. Based on these prin-
ciples, I hope I have dealt fairly and honestly with a topic that is discussed
almost exclusively in terms of personal categories.

The views expressed in this book come from a number of sources. They
stem from experience I have gathered in my professional activity with top
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management bodies as a consultant and as an active member. A further
source is numerous talks with managers who are on governing bodies or
who work with governing bodies as executive managers. Furthermore, the
content of all the chapters in this book have formed the material of count-
less lectures and above all seminars I have held for thousands of managers
over the past twenty years. I have been able to learn a great deal from the
ensuing discussions, and in this perspective, the views expressed here and
the suggestions proffered have most certainly been put to the test. Without
any false modesty, I would also say that a large number of current managers
and entrepreneurs have told me that these seminars have helped them gain
a new and better perspective.

I would like to thank the many managers with whom it has been possi-
ble for me to discuss the problems of corporate governance in seminars and
at lectures and whose critical attitude demonstrated that they had quickly
and rightly become concerned about the direction in which things were de-
veloping. They became so because their experience told them there was
something about this loudly trumpeted new type of corporate management
that could not be right. 

Although they were also obliged to pay lip service to what the stock-ex-
change analysts were saying, they managed their companies from totally dif-
ferent and correct points of view. They kept quiet for a time for tactical rea-
sons, because they needed to spend their time on something more impor-
tant, namely on managing their companies well. And perhaps they did not
always have their counterarguments ready to hand, neatly grouped and or-
ganized, particularly when the “experts” tried to make a big impression with
complicated formulas for calculating things. What they had instead, though,
was a good sense of what is right and what is not, which is perhaps the most
important ability that competent managers can have. Also influential in writ-
ing this book was the outcome of discussions stretching over one and a half
years in a focus group initiated by Dr Dana Schuppert and run by Mr Hans-
Wolfgang Pfeifer on the functioning of the German supervisory board. 
The following people belonged to this focus group: † Dr Dr hc Reinhard
Goerdeler, accountant and solicitor, Frankfurt am Main; Dr Michael Hoff-
mann-Becking, solicitor, Dusseldorf; Dr Wolf R. Klinz, deputy chairman of
the board of Lurgi AG, Frankfurt am Main; Dr Heiko Lange, member of the
board of Deutsche Lufthansa AG, Frankfurt am Main; Dr Frank Nietham-
mer, president of the Chamber of Trade and Industry, Frankfurt am Main;
Dipl.-Ing. Dr-Ing. Eh Hermann Franz, chairman of the supervisory board,
Siemens AG, Munich; Dr Guido Sandler, personally liable shareholder Dr A.
Oetker, Bielefeld; Dr Horst Teltschik, member of the board of BMW AG,
Munich; Rüdiger von Tresckow, Palm Tresckow & Partner, Frankfurt am
Main; Dr Udo N. Wagner, member of the board of ABB AG, Mannheim.
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I would also like to thank Professor Dr Hans Siegwart for reading the
manuscript with the critical eye of the business manager and experienced
administrative board member, and for his valuable suggestions. My thanks
also go to Ms Ruth Blumer for her typing, and to Mr Hans-Wolfgang Pfeifer
for his patience. He could not believe the number of manuscripts passed to
him. I would also like to express my special gratitude to Dr Dana Schuppert,
who ensured with such kindness and determination that I actually started
and finished this book. She performed her task of coach judiciously and
efficiently.





Terminological Aspects

The discussion about corporate governance over the past ten years has been
strongly influenced by the juridical perspective. At the time when corporate
law in most of the highly developed countries came into existence, one
knew actually little about corporate management. This fact dominates the
legal standards and how to deal with them until today. Particularly the lat-
est reforms, which have been implemented under the influence of the cor-
porate governance debate – and above all under the pressure of corporate
governance scandals – show how little modern knowledge about manage-
ment has been incorporated into legal reforms.

I wrote this book accordingly from another standpoint, namely, from the
perspective of management. Only when the question of what is effective
and good business leadership is answered can a comprehensive body of leg-
islative norms within the framework of the general legal system be created.
One of the many results of this book has been hereby proven: that effective
management is possible under all current legal systems as they developed,
as different as they may be, especially when one compares the Anglo-Saxon
and the German laws. 

Proper management does not depend on the technical terminology with-
in the individual legal systems. I have therefore not paid special attention to
the question of terminology and intentionally use general concepts, based
on German usage, throughout. Nevertheless, the English-speaking reader
may find the following definitions helpful:

Top management: The highest leadership organ or body, including both
the executive and supervisory bodies together, independent of any particu-
lar juridical conceptualization. 

Corporate governance: The institution that oversees the managing execu-
tive body of a corporation to ensure that the latter is fulfilling its mission
and running effectively vis-à-vis internal and external factors. This term is
used interchangeably with governing body and supervisory body.

Executive body: In the German joint-stock company (AG), the board of
managers (Vorstand) in its entirety; in the company with limited liability, the
top managers (president, chief executive officer, chief financial officer, etc.)
as a whole. In other legal systems there are other combinations between the
executives and the advisory board.
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Supervisory body: In the German joint-stock company, this is the adviso-
ry board (Aufsichtsrat), also referred to here as the governing body. It is com-
parable to the Anglo-Saxon board of directors. In other legal systems there
are combinations between executives and the advisory board.

Chairman of the governing body: In German, the chairman of the supervi-
sory board (Vorsitzender des Aufsichtsrates), comparable to the chairman of
the board in English. Under German law there is no connection between
the chairs of the executive and supervisory bodies, as there is between the
chairman of the board and the CEO.

Board of managers: In German this is the Vorstand, or executive board.
These managers fulfil their duties as a collective, and their liability is col-
lective as well, regardless of their internal organisation. 

Chairman of the board of managers: There is no comparable position in the
Anglo-Saxon community; the best parallel would be the CEO. The German
Vorsitzender des Vorstands, however, is not at all related to the CEO, even
though that is often claimed on business cards and other documents. The
realm of powers of the CEO are large, nearly limitless; those of the chair-
man of the board of managers are very small. He leads the meetings of the
board of managers and coordinates the domain of the Vorstand; he is how-
ever not the superior of its members and has no supervisory authority over
them. The members are appointed and recalled by the so-called governing
body (Aufsichtsrat). Disciplinary questions are handled by the supervisory
board, in most cases in a committee.
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New Introduction to the Third Edition

1. Fundamental Reorientation

Economies, business, and management – and consequently society – are
in a phase of fundamental reorientation. At the heart of this is the question
of correct corporate governance and, in a wider sense, correct institutional
governance. 

In my view, the need for rethinking is a result of two widespread errors:
first, that of seeing shareholder value as the sole and supreme aim of busi-
ness activity, particularly for large companies; and second, that of a totally
misunderstood liberalism that would not survive a moment’s scrutiny by
any of the great liberal thinkers. Neither of these things can be reconciled
with successful corporate management, with a sustainable economy, or
even with a society that works. It is my belief that in this book I have laid
some of the most important foundations for the reorientation that is need-
ed, for the correction of mistakes, and for the correct management of com-
panies – and thus for a reordering of business and the economy. 

In so doing, I provide arguments that can be used by those who find – as
I did from the very beginning – that there is a good deal that is mistaken
and dangerous about the way in which economies have been developing re-
cently, and about much of the thinking on the subject and the theories re-
lating to business and the economy. These people are generally not youth-
ful rebels against globalization, because that is not the heart of the problem
but one of its rather less significant, attendant phenomena. From the many
seminars I have held and lectures I have given on the subject, and from the
subsequent discussions, I know that there are a remarkably large number
of high-ranking managers in business and politics who have been con-
cerned about the trend for quite some time now. What is termed the pre-
vailing doctrine is really more of a fashion of the day put about by the me-
dia, and it is certainly not the case that it is accepted, uncritically, by a ma-
jority of the people who every day have to deal with the realities of manag-
ing large companies and who bear the burden of responsibility. In most
cases, they simply do not have the time for long discussions, and quite of-
ten they are not acquainted with the basic theories and so lack the argu-
ments they need.
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It is to them that I dedicate this new edition of the book. In so doing, I
am not ignoring or glossing over the fact that there are many top managers
who willingly and unquestioningly adopted the new creed, disseminated it,
and followed it. It could not have been applied otherwise. Not a few of them,
and the companies they manage, now find themselves beset by major prob-
lems – as was foreseeable because it was all preprogrammed. Inevitably,
however, the damage goes well beyond the area directly affected by these
people. Those who are affected far outnumber the perpetrators. The fact
that this book is already appearing in a third edition may well be an indica-
tion that there are a growing number of people who ponder things and ap-
ply some critical thought to them. 

Not only is the time ripe for a fresh discussion, but the circumstances are
favorable for one. There are unmistakable signs that views that have been
considered new and, in some cases, absolute and final truths since about
the mid-nineties are, in fact, questionable or have proved to be quite simply
wrong – to be false doctrines. Since it became impossible to ignore the new,
unexpected, and adverse realities of the economic situation and financial
markets, views that once were advanced as a matter of dogma are beginning
to be weakened. The financial analysts have gone quiet; the terror they were
able arrogantly to exert for a few years – on the basis of their supposed in-
fallibility – has lost its hold. People are realizing that the financial and non-
financial economies were being confused, to disastrous effect. The illusion
of unending bull markets and the euphoria over the New Economy are
proving to be what they always were – a lack of any real understanding of
economics, though beautifully packaged in all the glamour of the zeitgeist,
ignorance of the history of economics, youthful inexperience, quite often
sheer economic stupidity, a gambling mentality, a confidence trick, and oc-
casionally just plain corporate crime. 

A fundamental discussion on the subject of the reorientation of entre-
preneurial and managerial thinking and actions – particularly for large
companies – will not only be almost inevitable but should indeed be active-
ly sought by those who are interested in having a free society, a free enter-
prise system, and an economy that is controlled, wherever possible, by mar-
kets. This discussion must be sought and actively organized by those who
support the establishment of a true rather than a false liberalism and who
do not wish to leave the field free for the ideologists – whether of right or
left or of some entirely new kind. It will be necessary to hear the voice of
those able to see the real danger of a new hostility to business arising from
the disappointment of illusory expectations and who know how important
credibility is, particularly that of top managers of businesses. Trust in them,
in the conviction they carry, and in their personal integrity seems to me
even more important than trust in politicians, and all the more so as the
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number of reports of sometimes scandalous failures in business grows – be
they entrepreneurial or personal failures, insider dealing, the manipulation
of balance sheets, or excessive personal enrichment. 

There is a view, and one that stirs up a lot of emotion, that business is too
important to be left to entrepreneurs and managers. If, as can be expected,
this opinion comes back into fashion, then it will be necessary for those
who set more store by having the better arguments than by showing mis-
taken loyalty to colleagues to intervene in the discussion. It will then take
courage to stand up and be counted, courage backed by better knowledge of
the subject to say that business must not be left to the “bad” managers and
the “incapable” entrepreneurs. 

2. What is Corporate Governance? 
The Consequences of Asking the Wrong Question

When this book was being written, corporate governance was not a sub-
ject that everyone was acquainted with. It was not yet marked by the one-
sidedness that then set in, which was accepted largely without criticism and
which saw the company and its purpose solely from the point of view of the
financial economy and in the light of the interests of the stock exchange,
the analysts, the fund managers, and other players on the stock exchange. 

A typical case of this one-sidedness and one that is representative of
many similar examples is a hash of numbers claiming to be a study, which
was carried out by a firm of consultants on behalf of a major German mag-
azine. In it, the Euro Stoxx 50 shares were rated by two hundred fund man-
agers and analysts according to the criteria: shareholders’ rights, quality of
the supervisory board, takeover barriers, transparency, and commitment to
shareholder value. The verdict they gave – as it always is, in contrast to what
happens in America – was one that was devastating for the European com-
panies. However, except for “quality of the supervisory board”, the criteria
for the assessment had virtually nothing to do with the companies’ actual
ability to perform or their competitiveness. This kind of one-dimensional
understanding of corporate governance is blind to everything else and
therefore obviously misses what it should really be examining: everything
is rated but the company itself. Among the companies that were rated in
this way were ones that were clearly superior to their American competi-
tors, but this did not strike the self-styled experts making the ratings. The
value of so-called studies of this kind is clear. 

The origin of this trend lies in the fact that the wrong question is being
asked. When one asks, “In whose interests should a company be man-
aged?”, the easy answer is “the shareholder” and appears to be logically
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plausible. But appearances are deceptive. There is no logical necessity for
this to be the answer, and it is not the only one that is possible. Nor indeed
is it the best one. The only way in which it can appear at all plausible is un-
der very particular conditions that occur quite rarely. 

Suitable conditions were present in their most extreme form in the USA
at the end of the eighties, whereas in most other countries they did not ex-
ist or were present only in a rudimentary form. Even there, they had been
only artificially and temporarily implanted. Some clear examples of this
were the “tiger” countries of Southeast Asia, which for a time were bliss-
fully greeted as the economic future. These countries collapsed because of
the artificially created conditions – namely, a financial bubble based on ex-
cessive debts – and not because, say, the conditions in question were not
present. 

Another example illustrative of rare special conditions, and one that took
quite a long time to become apparent but is now all the more significant, is
the fact that the shareholder value theory can appear to make sense, indeed
can appear to be the only possible theory, only at times when share prices
generally are rising, which was the case in the USA and had been since
1982. This date appears to be totally unknown to the majority of those who,
in the nineties, began to be active on the stock exchange and who related
what was happening on the stock exchange to the prosperity of the econo-
my and the performance of companies – in some cases by using grotesque
theories about the rationality of capital markets and their superior wisdom
in the matter of assigning value. 

This phenomenon, combined with illusions about the New Economy, fi-
nally led to a short-lived mass frenzy of speculation of the kind that has oc-
curred time and time again in the history of economics, albeit at fairly long
intervals. These intervals are sufficiently long enough to allow the un-
pleasant experiences to be forgotten and the lessons that should have been
learnt to be pushed aside with the words “it’s all entirely different this
time”. What the “New Era” was in the first twenty years of the twentieth
century, the “New Economy” was in its last twenty years. Lazy journalists
could take their headlines straight from the Wall Street Journal or the New
York Times of the day without changing a word. 

It is, of course, absurd to assume that stock exchanges only ever rise –
though it was precisely this absurdity that determined people’s thinking
and actions. And it is equally absurd to base corporate governance on this
assumption. Although the idea was mistaken even before this time, it is the
advance of the bear market that really shows its complete worthlessness.

Where the shareholder value answer has the greatest apparent plausibil-
ity is in the context of the large groups of companies operating on an inter-
national scale that are quoted on the stock exchange and whose shares are ris-
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ing. However, in the first place, even there the plausibility is only apparent;
there is no real logic behind it. In the second place, such large corporations
are not representative of the economy generally; it is just that the media pay
a disproportionate amount of attention to them. In all countries, the large
companies make only a comparatively small contribution to the strength of
the economy. They produce less than a third of the value added in the econ-
omy, and they employ less than a third of the total workforce. It is true that
the corporations are important, but they are in no way typical of what hap-
pens in the economy. 

The sector that attracted the attention of the masses in an almost hyp-
notic way ten years after the invention of shareholder value – the Internet
and E-business start-up companies – is also not representative of the econ-
omy, not even of a New Economy that was proclaimed all the more loudly
the less the proclaimers understood about economics. In all countries,
more than two thirds of the output of the economy is produced by small and
medium-sized enterprises, and it is these that employ the same proportion
of the total workforce. Even with any number of well-intentioned adjust-
ments, not only is shareholder value useless to these companies but it is al-
so in them that its misleading and thus damaging effects become quickly
and directly apparent. 

Hence, a number of different answers would have been possible even to
the wrong question that was asked, and it was only a very special state of af-
fairs that produced for the shareholder value theory the sort of receptive-
ness that made it appear to be the only possible theory. It is one of the
ironies of history that now, prompted by recent events, the initial and pre-
viously dogmatic champions of the shareholder value theory, realising that
their theory is failing to deliver, are intent on a major “reform”. This con-
sists of their changing over to the “stakeholder theory”, failing to appreci-
ate as they do so that this is just another false variant of the interest group
theory and clearly being unaware that it was precisely the failure of this the-
ory in practice that gave shareholder value its coincidental plausibility and
created the receptive climate for it. 

No matter how one looks at it, it is never possible to get a correct answer
if the wrong questions are asked. It is necessary for the questioning not
merely to start one step earlier but at an entirely different point in the log-
ic: not at the distribution of a business’s profits but at the creation of prof-
its. The question should therefore be: What is correct corporate manage-
ment? And, given that, the other things that need to be asked are: What is
a strong, healthy, and viable company? And what is it that the executive top
management and the people supervising the company have to do to pro-
duce and maintain a company of this kind?
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Only by managing companies correctly is it possible to achieve the eco-
nomic results in the form of productive potentials, whether they are facto-
ries or computers, bricks or bytes; in the form of goods and services; in the
form of national income and national product; and in the form of wages
and salaries, taxes, interest, and profits. 

Not until and only if an economic result has been produced is it possible
to set about distributing it. And only then does the key question in the
shareholder theory, namely how much should be distributed to whom, be-
gin to make sense. It is only when this point has been reached that it makes
any sense to consider which of the various interest groups, whatever their
claim to legitimacy, are to receive what share of the economic result. At this
point, there may then be perfectly good reasons for giving the shareholders
preferential treatment.

3. Misconceptions and Their Consequences

What I therefore suggest as the central question in corporate governance
is an entirely different one from the shareholder value theory and one that
is directed at the origin rather than at the distribution of what economic
performance produces. Generating performance is the difficult part of
business activity; distributing the results is easy.

If the questions that are asked start with the interests of the different in-
terest groups, they turn the company into a football on the playing field of
changes (which are sometimes swift) in the amounts of social and political
power of the groups – and thus potentially destabilize it. The questions that
I suggest above for corporate governance to ask, which are both entirely dif-
ferent and also far more comprehensive, do not do this but cause the com-
pany itself to be seen as a productive unit, a unit that is all the better at cre-
ating a standard of living and prosperity the better it works – with no refer-
ence whatever to specific interests that interest groups have. What the top
management bodies should take as the deciding criterion for their actions
should be not the best balance of interests of interest groups but the best in-
terests of the company. Alfred Rappaport never considered a solution along
these lines. 

This perspective is focused on the nonfinancial side of business activity
rather than, as shareholder value does, on the financial side. The share-
holder value theory combined with the boom on the stock exchange pro-
duced confusion between the two sides of business activity, the nonfinan-
cial economy and the financial economy. The inevitable consequence was
thus confusion, too, between the entrepreneur and his entrepreneurial
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task, on the one hand, and the investor and his entirely different task of in-
vesting money, on the other. 

Both are necessary; both perform important functions in a modern-day
economy. But they follow an entirely different logic. The relationship be-
tween the nonfinancial economy and the financial economy used to be
clear: the purpose of the financial economy was to provide finance for the
nonfinancial economy. Up until about the late eighties, the volume of fi-
nance was therefore a stable proportion of the flow of world trade and of
worldwide investments. After that, the two economies developed in such
different directions that they literally had to be considered two different
economies. They each have their own, but entirely different laws, logic,
time scales, and reasons for acting.

They are so different, it happens time and time again that representatives
of the two economies completely fail to understand one another, because
they are talking about two different worlds. As I explain in this book, that is
one of the reasons why I recommend caution when it comes to appointing
bankers to the supervisory boards of companies operating in the nonfi-
nancial economy. They are very good as experts on finance, but they have
only a limited understanding of the nonfinancial economy. To adapt slight-
ly something that Peter Drucker once said, and that was perhaps something
of an exaggeration: bankers understand everything about money but not
much about the economy. 

There are, therefore, hardly any cases in which a banker has been suc-
cessful in managing the operations of an industrial company. And compa-
nies have regularly got into difficulties when people in finance, experts on
balance sheets, accountants, treasurers, and controllers have reached the
top positions in them. Daimler-Benz in the days of Reuter is one example;
Swissair in the days of Bruggisser is another. It might be more than just co-
incidence that Rappaport, the inventor of shareholder value, is a specialist
in accounting, and that auditing firms were particularly fascinated by this
theory and spread it around through their consultancy departments. It
should not be forgotten that accounting companies did not expand into the
field of general management consultancy because they had any particular
expertise in the field but simply for reasons of economic survival. The prob-
lems created were not just the clashes of interests that thus became in-
evitable – the case of Enron is just one example – but also the questionable
expertise they had in matters of strategy and management. 

This aspect might turn out to be one more proof of the claim made by the
man who was perhaps the greatest expert on corporate strategy, Alois Gäl-
weiler1: that a company cannot be managed with the information that ac-
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counting provides. That however is precisely the illusion that the “book-
keepers” have, and they try to show how right they are with impressive,
complex formulas. Any improvement in accounting is welcome, of course,
and I entirely agree with Rappaport when, right at the beginning of his
book, he levels some criticisms at the shortcomings of conventional ac-
counting. However, his more far-reaching reflections do not go beyond the
confines of accounting and certainly not into the realm of corporate strate-
gy2. There is one thing above all that the tricks of accounting do, and it is
by no means in the best interests of correct corporate management: they
lull managers who are not sure of themselves into a mistaken sense of se-
curity. That some academics in the fields of economics and business ad-
ministration showed great energy in helping to provide this wrong thinking
with “scientific” sustenance, is perhaps attributable to a lack of practical ex-
perience. What may not have been necessary though was quite the amount
of servility that was observed being shown to the media and to analysts. 

A major factor in encouraging the swift spread of the shareholder value
concept was probably the belief that it was possible to calculate in places
where in fact judgment and experience were necessary. Strategic manage-
ment and corporate governance start where accounting, even of the most
sophisticated kind, necessarily has to stop, because there is no way in which
the really crucial questions in corporate management can be quantified in
monetary terms. 

Every time in history that money has been confused with business,
whenever the financial economy and its logic (generally due to chance cir-
cumstances) have assumed a dominant position and have influenced peo-
ple’s thinking and actions for any length of time, the result has been the
opposite of what was put forward to promote and justify thinking directed
towards the financial economy: not a f lourishing economy showing rugged
expansion and a steady build-up of value, but financial markets careering
out of control due to excessive indebtedness, followed by collapse and a
phase of economic contraction and deflationary destruction of value. In
history, the result has always been not prosperity for everyone but poverty
for many – which, in some cases, gave rise to a period of political radical-
ization and totalitarianism due to a widespread loss of confidence in the
ruling institutions. 

I am talking explicitly here about a def lationary destruction of value and
not the danger of inflation that is so often cited in particular, of course, by
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the central banks. It is not the destruction of the value of money that is the
result of collapses of this kind in the financial economy but the destruction
of values in the nonfinancial economy by way of the falls in the prices of
shares, declines in the price of real estate, and drops in the prices that can
be charged for products and services. Company turnover and people’s in-
comes go down, economic caution becomes the watchword, and a defla-
tionary spiral gets underway; and unfortunately there is no central bank
policy that can help the economy to get out of it. 

A society that is functioning properly needs companies that are prosper-
ing. Maximizing the productive power of companies in real terms is what
creates real value as opposed to financial value; it provides the things that
improve peoples’ lives in real terms, namely more and better food, clothing,
and living space; more and better education and training; more mobility
and communication; more and better leisure; and more and better art and
culture. That is what a standard of living and prosperity mean. Contrary to
a widely held view, these things are not achieved through increases in fi-
nancial value, let alone through speculative financial bubbles that divert
economic resources away from the creation of real prosperity and channel
them into the stock exchanges. For a time, it may look as though more and
greater values are being created there. But what in fact are being created are
the conditions for a destruction of values that will last even longer. 

4. Corporate Governance in the Service 
of the Company

From the point of view of the management of a company, regarding the
creation and increase of its productive ability to perform and its success in
the market place, my suggestion is that attention is focused not on any of
the possible interest groups, on either the shareholders or any other so-
called stakeholders, but on the company itself. The term used for this con-
cept in the book is “corporate capitalism”, as opposed to “shareholder capi-
talism” or “stakeholder capitalism”. 

Looked at in this way, the company is not a toy for a bundle of interest
groups to play with but an institutional unit in its own right, namely the ar-
chetypical, productive entity in a developed society. To the legal mind this is
a familiar concept; it was not for nothing that the joint stock company was
constituted in law as an artificial person in its own right. It also has to be
said that what is good for the company will, because of the need to remain
flexible, always lead to victims among particular, even temporarily all, in-
terest groups. I suggest taking as a point of departure the fact that a com-
pany is not there to satisfy interest groups but to produce an output for the
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market. That, of course, is not a law of nature, and there is nothing to com-
pel anyone to accept my suggestion. Whatever approach is considered a de-
cision has to be made, and it should be the one that is most likely to lead to
the company being managed correctly. 

Seen in this way, the purpose of the company is thus neither to make
shareholders rich nor, as was long believed, to create jobs. So let’s not try to
introduce any sort of vague social responsibility, as other critics of share-
holder value do repeatedly. This line of argument has been contradicted by
experience with the welfare state. However, a company that is prospering
will always be sufficiently able to satisfy the interests of interest groups and
perhaps, above all, those of the shareholders. As was mentioned at the be-
ginning, particularly anyone who is interested in a working, free-enterprise
system and a market economy capable of operating successfully in the long
term has to accept the arguments that support this logic.

This reasoning turns the spotlight onto the key question: When does a
company prosper and how should it be managed so that it does prosper?
The answers can be found in this book, and they are confirmed by the way
in which the world economic situation is developing. From an operational
and strategic point of view, a company does not prosper when it is oriented
towards shareholders and the stock exchange scene but when it has cus-
tomers who will pay for the things the company can do for them. The pur-
pose of a company should therefore be seen as creating customers. If the
creation of value is to be an important consideration (which it does not in
any way have to be), it is customer value and not shareholder value that
should be the constant and consistent guiding star for corporate manage-
ment. That principle – and that alone – will maximize the chances that the
right decisions, namely market decisions, are being made consistently. But
it does not in any way guarantee that right decisions will be made. No such
thing is possible. As I show in this book, there are a number of factors – at
least six – that have to be taken into account, all at the same time. This con-
sideration seems to be one of the most demanding, and it is clear that it is
followed, time and time again, by a search for the one, the only, the ultimate
guiding principle. But corporate management is not as easy as that. How-
ever, anyone who has customers will always find providers of capital and, in
the end, will also have satisfied shareholders and stakeholders – not as the
aim but as a consequence of doing business successfully. Top management
and the executive and supervisory bodies should be set up accordingly and
placed under an obligation to follow this principle. And they should be ap-
pointed, assessed, and rewarded in light of it.

One can object that what is in fact being done here is simply recom-
mending the stakeholder approach again, because customers too are one of
the possible interest groups. Seeing customers as an interest group would,
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however, be completely wrong and would ignore the totally different logic
by which customers and interest groups operate. This is one of the mistakes
that Rappaport himself makes.3 Customers do not have interests; they pay
for a product or a service. If this company fails to provide them with the
service, they will go to another one. They do not rely in the least on inter-
ests and on safeguarding or asserting them. Customers only become an in-
terest group when there is no competition, when companies are in a mo-
nopoly position, when, as a result of the change from customer to interest
group, the most important attribute of a customer is missing, namely the
ability to choose, the ability to say no. The logic by which the customer op-
erates is based not on interests but on the benefit he gains, on the value he
gets for his money compared with what the available competition would
give him. 

This also shows that, because of the shareholder value theory, the basic
question of corporate strategy has been misunderstood. The logical conse-
quence of shareholder value was what were termed value-adding strategies,
that is, adding value not for the customer but for the shareholder. Such
strategies were aimed at the market, meaning an increase in value on the
stock market. 

It is not, however, a purpose of the company to be valuable. That cannot
even be what the shareholders are aiming for – except when what they are
really interested in is not the company but only in the securities that give
evidence of the ownership of the company, the shares to be exact; and when
they confuse the shares with the company. This is why there is never, in any
of the articles of association by which companies are founded, a sentence
that says something along the lines of “a company limited by shares is here-
by founded, whose purpose is to be valuable”. The definitions of purpose in
the articles of association are different from this; they say, for instance, that
the company’s purpose is “trading in goods of all kinds” or “the conducting
of banking business” or “the production of computer software, or automo-
biles, or machine tools”. 

The purpose of the company must be to be competitive in its field. That is
not at all the same thing as being valuable. A company is competitive when
it can do what the customer pays for better than other companies. For this
very reason, the logical equivalence is to say that the purpose of the com-
pany is to create satisf ied customers. As mentioned above, the creation of
jobs cannot be the purpose of a company nor can the creation of share-
holder value. The purpose of a company should be directed at creating cus-
tomer value. Of course, contrary to the occasional objection, this does not
mean that the company’s products and services have to be given away. In
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business, the term “satisfied” can logically only ever mean “relatively satis-
fied”, that is, making the customer more satisfied than the competition
can. There are passages where Rappaport takes a very similar view4, but his
counterarguments in this connection5 and the example he uses are not con-
clusive. On this very point in fact, they lead to a false conclusion, because
his whole thinking is based on the wrong central question. No one of course
is making any sort of plea for customers to be subsidized until the compa-
ny is bankrupt. He is quite right when he says that customer value does not
automatically change into shareholder value. No one ever claimed that.
There are no automatic mechanisms of this kind; but just the same, there
are none the other way round from shareholder value to some other value. 

There is no causal relationship between the value of a company – no mat-
ter how it is defined or determined – and its competitiveness. As even the
most unperceptive can see from the stock exchanges, now that the climb to
stratospheric heights are over, the very thing that is not possible is to infer
the competitiveness of a company from the value of its shares. At no time
in the history of economics was this ever possible. If the inference is made,
all that can be seen is the naivety, greed, and anxiety of the investors. Con-
versely, although there may be a relationship, there does not have to be one.
The cause-and-effect relationship between competitiveness and the value of
the shares is in no way absolute, a fact the excessive valuations of the past
few years have provided impressive proof of.

Unlike the shareholder, the customer does not pay for the value of the
company; he pays for the value of its products or services. That is a value
neither of the company nor to the company. It is a value to the customer.
What in his eyes is valuable to him and solely to him. It is what he pays for,
and that is the only reason why he buys anyway. Whether the purchase in
question adds to the value of the company is totally immaterial to him. 

The value of the company is important only to people who are not man-
aging it. They do not want to operate it but instead want to buy or sell the
company as a whole or parts of it. Hence, for the entrepreneurial activity of
the company itself – the actual doing of its business – the question of its val-
ue simply does not arise. But the urgent and unrelenting question that does
arise, and arises afresh every day, is that of its ability to perform and its
competitiveness. 

A point that should be remembered here is that one of the main areas in
which shareholder value and its arithmetical determination were applied
was not trade for companies, or rather for their management, but trade in
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companies – which happened in connection with the wave of mergers and
acquisitions that really got underway in the second half of the eighties.
What is involved here, as can easily be seen, is a confusion between the pur-
pose the shareholders have in mind and the purpose of the company, and a
highly questionable equating of the one with the other. As I mentioned
above and as can be clearly seen again here, though from a different point
of view, there is also a dangerous confusion between what is today referred
to as an investor and what is meant by an entrepreneur, which also includes
the entrepreneurial manager. There is a fundamental difference between
the interests of the investor and the entrepreneur, as well as between the
logic of their situations, as is readily apparent from the fact that although
every entrepreneur has to be an investor, there are only a few investors who
are entrepreneurs.

My suggestion that the company itself and its prosperity be made the pri-
mary focus of corporate management is not made in any anti-profit-mak-
ing spirit, quite the reverse. As can be seen in chapter 5, this approach tends
to produce a greater requirement for profits than the shareholder approach.
Above all, it produces requirements that arise from the operation of the
company and not from the arbitrary demands of shareholders or, as expe-
rience shows, not infrequently from pure greed on their part encouraged by
the analysts. And what is even more important, the company-based ap-
proach produces genuine profits, not the sham profits resulting from cre-
ative accounting and balance sheet formulation to which the shareholder
approach leads with inherent inevitability, particularly in times of a boom-
ing stock exchange. Of this, too, there has been plenty of experience. 

Of course, the company has to cover the costs of its capital and has to
make a profit on top of this. It does not follow from this that doing so is its
purpose, not to say its sole purpose. No one will deny that people have to
eat. However, it cannot be inferred from this that the aim and purpose of
human beings is to eat, and anyone who defines his own personal aim and
purpose in this way (as everyone is free to do) is hardly likely to be satisfied
with the consequences. 

5. Illusions

The shareholder value theory has taken firm root in the brains of the
bulk of a generation of youngish managers, journalists, analysts, consult-
ants, management trainers, and scientists as the only possible avenue to
reasonable corporate management and business activity. Because they have
never experienced anything else, they naturally interpret everything in the
context of the bull market on the stock exchanges and are unaware that be-
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cause of this they know only half the truth about the stock exchange, the
agreeable half. They have not yet experienced a bear market; they do not
know how brutal it can be, how long it can last, and how far share prices
can fall, or that, in history, after every boom there has always been a slump
that took prices back to or below the level they were at the start of the boom.
These people have never known or experienced anything other than share-
holder value and a boom on the stock exchanges. They are not aware of any
alternative. They do not know why, in fact, this theory came into being at
the end of the eighties or the situation and historical trend that it resulted
from. They therefore consider this theory to be the only conceivable truth –
and defend it with dogmatic stubbornness in the same way that half-truths
have always been defended throughout history.

However, as has been explained, the shareholder value theory is by no
means the only theory. For this generation it was simply the latest theory –
and it is possibly the worst. The doyen of writers on management Peter F.
Drucker expressed his doubts back in the early nineties and has repeated
them on a number of occasions since. My own skeptical attitude is set out
in detail in this book. I consider this theory to be wrong and misleading and
essential parts of it to be dangerous inasmuch as following them will have
severe adverse consequences for business and society. It is not the case, as
is often claimed in discussions, that shareholder value has not been cor-
rectly understood; it has not been wrongly understood but is in fact wrong –
namely as a guiding principle to orient entrepreneurial and managerial ac-
tions in the long term. It is hostile to innovation and leads to resources be-
ing misallocated. 

As mentioned, that in itself need not be a compelling reason for man-
agers and supervisory bodies to reject shareholder value. In a free society,
anyone is free to opt for this or that theory – even for one that is wrong.
However, in order for a choice to be reasonable it should be made with a
knowledge of the theory’s consequences, and in the light of the available al-
ternatives and their consequences.

Among the inevitable consequences of an orientation to shareholder val-
ue is the temptation for managers to do everything possible to make the
company look profitable, even when it is nothing of the sort. Included here
is pampering the public by raising their expectations, showing pro forma
profits when there are no longer any real ones, massaging the balance
sheets wherever possible, and spending all the reserves on the stock ex-
change, simply in order not to disappoint the expectations they have nour-
ished themselves. 

As explained, it was not only the case that it was purely under certain
chance conditions that the orientation to shareholder value could gain any
sort of footing, but in conjunction with the biggest bull market in history
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and misinterpretations of the economy and economic activity, a convincing
mix was produced that for many people took on the character of a cult, one
that was frequently defended against any doubts not with arguments but
with aggression. This was something I experienced myself on a number of
occasions, most f lagrantly in the case of a member of the top management
of a German electronics company, which was making one of the most not-
ed and apparently most successful public offerings in the days when the
boom was at its height. The man showed all the signs of the shareholder
philosophy in a particularly marked form, and not only was he unable to get
anything out of the thoughts I expressed but absolutely failed to understand
what I was talking about. There was a large audience but he made no at-
tempt to conceal the aggressiveness with which he dismissed my ideas and
let me hear and feel what he thought of them – which in the eyes of most
of the people present did not say very much for the standard of his up-
bringing. Basically, though, he was merely to be pitied. Today, not only are
his share options worthless, not only has he thus worked for a number of
years in effect for nothing; he is also mired in insoluble financial problems
because, in a big way and on credit, he bought shares in his own company
and, trusting blindly in the spirit of the times, in other “high tech” compa-
nies with “high potentials”. 

Some of the most erroneous developments in the history of economics
came about as a result of this cult, and they led to the structural weakness-
es that are becoming ever more clearly apparent in the American economy
and, due to unthinking imitation, in many other economies, too. It is quite
possible that the nineties, particularly the second half of the nineties, will
go down in the history of economics as a period of collective errors and
mass delusion. 

How could a cult-like phenomenon of this kind come about? The reason
was not just the shareholder value theory with its superficial logic and plau-
sibility but also that it coincided with certain other factors in a combination
that, though not unique, is certainly rare. The most important of these fac-
tors is what was considered the spectacular economic miracle in America.
This miracle followed on the heels of a recession in the early nineties,
which was indeed serious but only brief compared with other countries;
and it was supposedly brought about by the clever economic policy of the
US, above all the policy of the US Federal Bank, and by the great perform-
ance ability of the shareholder-value-oriented management philosophy of
Corporate America. The second factor is the longest bull market in the his-
tory of the stock exchanges, which appeared to be the result of the first fac-
tor and to be carried along with it – and in which any fall in share prices was
nothing but a good opportunity to buy. The third factor is the belief in a
globalization that would suffer no setbacks and would ultimately be to
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everyone’s benefit. The fourth factor is the theory that digitization and the
Internet would result in an economy that was not only new but also sheer
paradise in every way. On top of these is the fifth factor – perhaps the most
effective of all in spreading such beliefs quickly: an unprecedented propa-
ganda in the media purporting all these seemingly so new and desirable
phenomena. 

6. Entertainment Rather than Information 

One important thing during the boom was – and still is – the gulf be-
tween the economic facts and what the media reported (and still report)
about the economy. The two have almost nothing in common. As I have re-
peatedly said in many of my publications, and particularly in my monthly
newsletters on management, there has always been a certain discrepancy
between the economy as portrayed and the economy as real. However, ex-
cept in the twenties of the last century, this discrepancy has never been so
wide as it has been in the past five years, and never has it been nurtured
with such professionalism, and hence so effectively. 

The reason for this is not a decline in the quality of the classic newspa-
pers and magazines in the field of economics and business on par with the
Neue Zürcher Zeitung, the Frankfurter Allgemeine, The Financial Times, or
The Economist. These publications are just as good as they ever were; they
are also just as dry and, in many people’s eyes, “boring”. It is therefore not
from them that the public gets its information but from the new popular
business magazines, as they might be termed. 

These magazines have turned the economy into a forum for entertain-
ment. Their aim is not to inform but to create a good atmosphere. This new
economic show business is intended above all to be a business, and the on-
ly way of doing that is with optimistic reports. The old newspaperman’s say-
ing “Only bad news is good news” turns into the opposite. No one wants to
hear bad news about the economy and certainly not about the stock ex-
change. 

This development has produced an unholy alliance with the sales inter-
ests of the Wall Street industry, which can use this new media vehicle to put
itself across to dazzling effect. This is true of many printed publications but
it is particularly clear in the case of television. CNBC can be cited as a rep-
resentative of the genre. It is difficult to imagine that the professionalism –
and hence the effectiveness – of this TV station could be surpassed. The di-
rection in which the reports tend is unmistakable – bullish, bullish, bullish;
optimism, calculated optimism, euphoria. It is impressive how skillfully a
positive spin is put on even the most negative facts and events – such as
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spectacular bankruptcies, business crime on Wall Street, and slumps in
companies’ profits – without, it is true, any relation to reality (except the
psychology of greed). But outstandingly well done from the media’s point
of view. 

However, as a result of the mismanagement caused by the false theories
of the nineties and the misallocation of resources based on it, the
economies of many countries, above all that of the USA, are in a state which
makes any swift and sustained recovery unlikely. Believers in the almost
universal idea that what is involved is a short-term, so-called “V-shaped” re-
cession are likely to be bitterly disappointed, for reasons which are of a
structural nature. 

The first and perhaps most important of these reasons is what might
without exaggeration be described as the implosion of profits among the
big US corporations. That has never happened before in the history of the
US economy. The reason for it is simple: previously, profits had been mas-
saged as far as they could be without actually falsifying the balance sheets –
in obeisance to the shareholder value cult and out of servility to the analysts.
A second reason is the excessive indebtedness among companies and pri-
vate individuals, something else that is unparalleled in history. A third rea-
son is a f lagrant weakness of investment of a kind that, once again, has nev-
er happened before. 

There are, though, many people who refuse to face up to the truth, in the
same way as there were people who were unwilling to admit there could be
a recession – even at a time when, as is now being confirmed in retrospect
by the US authorities responsible, it had already begun. People thought that
cyclical ups and downs were now impossible. To illustrate the general view,
I will mention here a report that appeared in the Wall Street Journal in June
1998, in which the MIT professor of economics Rudiger Dornbusch was
quoted: “The U.S. economy likely will not see a recession for years to come.
We don’t want one, we don’t need one, and, as we have the tools to keep the
current expansion going, we won’t have one. This expansion will run for-
ever.” Dornbusch is not just “anyone” but one of the leading opinion-mak-
ers, lecturers, and commentators. 

The economies of other countries too, which for quite some time, in a
mood of euphoria and with no attempt at differentiation, were hyped up
and presented as new paradises, are in desperate straits: the countries
known as the Asian tigers and the majority of states in Latin America. What
the position really is in India and China is only possible to guess; there is
little that can be known for sure because the figures are notoriously unreli-
able. 
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7. Appearances are Deceptive 

Anyone who made a sober analysis of what was happening in the econo-
my, particularly in the USA where the aberrations of the past few years orig-
inated, soon came to the following conclusions, which month after month
were confirmed all the more clearly:6

The much praised and naively admired American economic miracle nev-
er happened. It was a media event and nothing more. In particular, the
American growth rates, even in their official, published form, were in no
way higher than in earlier periods, as a comparison with any time since the
Second World War will show. In addition they were massively inflated by
the statistical effect of “hedonic price indexing”. The authorities responsi-
ble have now begun to make retrospective downward corrections to the fig-
ures, although of course nobody is taking any notice of that fact.

There never was any productivity miracle, except in the small sector of
computer manufacturing. Professor Robert Gordon of Northwestern Uni-
versity in Chicago is one of the few who have made a clear-sighted analysis
of the published figures for productivity. As he has shown, there was not
and is not any quantitative evidence of the claims that were made of rising
productivity. 

The American profits were attributable predominantly to creative ac-
counting and the massaging of balance sheets and not to any real econom-
ic performance. They arose first from stock options and from the wrongful
entering of the tax advantages resulting from them; second, from expendi-
ture on software being shown as an asset rather than being immediately
written off; third, from the low salaries that were part and parcel of the
stock options; and fourth, from maneuvers on the financial markets, such
as the schemes for buying back shares. 

The stock exchange boom was never based on any genuine value added
but on the exorbitant indebtedness of all the sectors of the American econ-
omy. Even the much-praised American “budget miracle” never happened.
America’s public indebtedness is still rising, and today it is greater than it
has been at any time in the past. 

The majority of American figures relating to the economy for the past
five years are incorrect or have been wrongly interpreted, and have as such
been spread by the media. The actions people take have thus been steered
in the wrong direction, and this in turn has resulted in a massive misallo-
cation of resources. Now that the illusion of a steady upward trend in eco-
nomic activity has had to be abandoned, a need for massive corrections,
which will take a long time to complete, is arising. 
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The view that the American economy is so successful because of its par-
ticularly good management and its advanced corporate governance is
wrong – and it can be seen from the current corporate insolvencies and
their consequences that corporate governance of this kind is unable to ex-
ert any effective control on the management, either in the service of the
company or – ironically enough – in the service of the shareholders. De-
spite what is claimed to be, in comparison to Europe, the progressiveness
and superiority of American corporate governance, with all the trans-
parency it calls for, shareholders’ rights and other safeguards, there are still
dramatic bankruptcies in the USA, as is proved by the case of Enron, which
will not remain an isolated incident. And despite what is claimed to be our
backwardness in Europe, we do have some companies whose management
is a model of what management should be, as can be seen by studying
Nestlé, to take just one example.

There are, in fact, well managed and badly managed companies in all
countries, regardless of the rules about corporate governance. I do not, of
course, have anything against a reasonable legal basis for the management
of companies. But laws and rules will not enforce good corporate gover-
nance or prevent the bad sort to the degree that their supporters claim. To a
far greater degree, the key lies in the expertise of the top management bod-
ies, as well as that of the executive and supervisory officers and in the way
they work. If a supervisory body does not work or works badly, there is noth-
ing that can compensate for that.

The belief in the fundamental and universal superiority of American
management practices is therefore just as naive as was the belief in Japan-
ese superiority that prevailed from the mid-eighties to the early nineties.
The US economy has many strengths that the European and Asian
economies do not have; but it also has its weaknesses. It should be imitat-
ed at the points where its strengths lie. Contrary to the widely held view, cor-
porate governance in particular and management in general is not one of
these. People with experience saw that right from the start and acted ac-
cordingly. 

Entrepreneurs and managers will have to adjust to the fact that a funda-
mental reorientation is needed. This will consist in thoroughly freeing one-
self of the high-flying ideas of the nineties and preparing oneself for times
when the climate is harsher. A robust, customer-oriented business strategy,
uncompromising improvements in productivity, professional management
of innovation, the eradication of illusions and bragging from all parts of the
company, a level-headed examination of the boasts about anything with an
“E-” in front of it, and performance and accountability at all levels – those
are the most important reference points for people to orient themselves to-
wards over the next few years. Bluffers and confidence tricksters should not
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be given a chance in companies. Companies had people like that, plenty of
them, in the nineties. Now it is real substance that should be demanded
again. 

Competent managers are immune to the comings and goings of fash-
ions, and mentally they are unaffected by the spirit of the times. They are
masters of their managerial craft. They represent the models of a new mod-
esty and sobriety that are better able to mobilize the willingness of the peo-
ple who are necessary for the reorientation to be successful than the visions
and illusions that led to wrong expectations and false hopes.


