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Foreword

Universities play an important role in modern information and knowledge so-
cieties. In order to fulfill their mission successfully, universities not only need
sufficient financial resources, and the brightest faculty and students, they must

also be equipped with functional organizational structures.

The public debate about the adequacy of the management and governance
structures of German universities has been going on for the last decade. Policy
think tanks, the German Rectors’ Conference, politicians, and professors alike
have voiced calls for more autonomy, and management and decision structures
with a clear allocation of responsibility, thereby strengthening the university ma-
nagement. In this context, the participative element in university decision-making
enters centre stage of the debate: is it still propitious to grant faculty members

and other stakeholders far-reaching decision rights in the university?

In seeking an answer to this question, this dissertation addresses a research
gap in the management and economic sciences. So far, theoretically sound gen-
eral conclusions have been established, whilst the specific matters of how decisions
are initiated and implemented, ratified and monitored in universities have been
largely ignored. Bridging this gap through both theoretical economic analysis and
a practical study of university governance in Germany, this dissertation can be
regarded as the first step towards an integrated theory of university governance,
thereby making a valuable and distinctive contribution to the debate. Taking a
three-fold approach, it combines the merits of theoretical analysis, mathemati-
cal modeling, and empirical investigation in the study of universities and their

organizational structures.

From the theoretical perspective, this dissertation analyzes the internal players
of the university and their relationships with each other. It examines the nature
of their conflicts of interests, in particular the principal-agent problem between a
typical professor and university management. Against this background, it explains
the theoretical rationale for faculty participation in university decision-making by
drawing on its governance function. Consequently, the theoretical impact of fa-
culty participation on the university and its performance are identified, proposing

a trade-off between positive and negative effects.
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VIII Foreword

These theoretical implications are complemented by an economic model that
relates faculty participation to the delegation of authority from the university
manager to the individual faculty member. The results of the model show that
the incentives of the professor to become engaged in decision-making increase
when the formal right to decide is officially delegated to him. In an extension, the
model further demonstrates that formal authority is not the only determinant of
decision-making: real authority, i.e. effective control over the decision, becomes
more and more important as the costs of participating in decision-making increase.

Turning from theory to practice, the empirical investigation presents the in-
sights from interviews conducted with experts in the field of university governance
and university decision-making. In sum, the existence of positive and negative ef-
fects of faculty participation is largely confirmed. The dissertation identifies the
characteristics of faculty members and university managers, and the design of the
decision structures as explanatory conditions for the emergence of the observed
effects of faculty participation in university decision-making. On this empirical
basis, the author recommends reorganizing the university so that decision autho-
rity and responsibility are collocated in strengthened management bodies. At the
same time, the consultative function of faculty members should be retained.

The policy recommendations, which the author puts forward, can be viewed
as an innovative impulse towards overcoming the problematic aspects of the tradi-
tional university management and governance structures, preserving at the same
time their benefits. This dissertation lays a sound basis for forthcoming work in
this area and will appeal not only to scholars of management science and eco-
nomics, but also to practitioners in university management, politics, and think

tanks.

Oestrich-Winkel, January 2006 Professor Ulrich Hommel, Ph.D.

Rudolf-von-Bennigsen-Foerder-Foundation Professor of Finance and
Rector of the EUROPEAN BUSINESS SCHOOL
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1 Introduction

1.1 Motivation

The human asset ‘knowledge’ plays an essential role in economic growth. A sub-
stantial part of this knowledge is being produced and transmitted in universities.
In the last decade, Germany’s higher education landscape has witnessed an in-
creasing withdrawal of the state from control over university policy and operation.
The state has continuously downsized its role from an interventionary to a facili-
tatory state (Eurydice (2000), p. 19).

During the course of the reform process, Germany’s federal and state legisla-
tions have passed laws that open possibilities for implementing more individual
management and governance structures. Since 1997, the “Berliner Hochschulge-
setz” (Berlin State Act on Higher Education) encompasses a trial endorsement,
allowing the Berlin universities to deviate from certain regulations of the state
law in order to experiment with new governance and management structures. In
2003, the State of Rhineland-Palatinate granted its universities increasing deci-
sion rights over the organization and realization of management and governance
functions (Fedrowitz/Miiller-Boling (1998)). In 2004, the State of Hesse passed
a special law for one of its universities, handing over many of the control and
decision rights formerly held by the State Ministry of Higher Education to the
university and a newly founded board of trustees. In August 2005, the state of
Bavaria initiated a legal reform aimed at giving its universities more autonomy
over decision-making and decision control.

The promotion of decentralization and delegation of decision power to the uni-
versities has led to rising autonomy for the university during the last years (Miiller-
Boling/Kiichler (1998), pp. 18-23). In return for the granted self-government
and independence, the state demands institutional responsibility and account-
ability for the performance of the university. In order to adapt to this new sit-
uation and its challenges, universities are increasingly looking at management
structures, decision-making systems, and governance mechanisms as fundamental
performance drivers (Mora (2001), p. 95). Especially universities in Germany are
recognizing that their participatory, democratic governance structures may hinder

them from effectively responding to the social and financial challenges of current



2 1 Introduction

times (Mittelstraft (2003); Miiller-Boling/Kiichler (1998), pp. 27-29). The ques-
tion that arises with the introduction of flexible legal structures and increasing
performance pressure is that of optimal design of the organizational structures for
the university.

Growing demands concerning both the effectiveness and the efficiency of the
university require an in-depth analysis of the university. Organizational struc-
ture and organizational performance can only be improved with an understanding
of the internal organization of the university (Faria (2002), p. 187). While the
study of organizational behavior is one of the main research fields of economics
and management science, very few accounts employ an economic approach to
studying management and governance structures of the university.! Most of the
literature available stems from the social sciences, or has a practical, policy-based
background that lacks academic rigor.

The motivation for this dissertation therefore is to provide an economic insight
into the inner workings of German universities in order to answer the question how
universities in Germany should organize in order to persist in times of economic,

organizational, and competitive challenges.?

1.2 Focus of the Dissertation and Research Questions

The economic analysis of the university focuses on the governance structures as
an important driver of university performance. Governance structures refer to
those mechanisms that control the management and day-to-day running of the
university. Empirical studies in the US and casual observations in Germany have
proposed that the widespread participatory management and governance systems
are not only beneficial for the university, but also come with significant disadvan-

tages. Anecdotal evidence suggests that positive effects are expected for academic

Accounts that take an economic perspective to the university as an organization include

Borooah (1994), Brennan/Tollison (1980), Brown (1997, 2001), Ehrenberg (1999), Garvin
(1980), Hoenack/Collins (1990), James/Neuberger (1981), and Toma (1986).

Most of the existing economic literature on universities focuses on US institutions. While
the analysis is conducted in a rather abstract fashion, a link to phenomena observed in
reality is essential. The German university system will serve as the source of practical
insight.



1.3  Methodological Approach and Outline 3

quality, while the negative effects mainly point to inefficient decision-making struc-
tures and avoidance of necessary reform steps. The core of the dissertation is the
academic investigation of these propositions from a theoretical, a mathematical,
and an empirical perspective.

The governance structures of the university cannot be analyzed without taking
into account the internal workings of the university, i.e. the economic agents of the
university, their preferences, and their interactive relationships. The explanation
of the rationale for the existence of the governance mechanisms of the university
and the economic evaluation of their effects can only be performed on the basis
of a systematic presentation of the organizational behavior of the university.

Three key questions guide the research process throughout the course of this

dissertation:

1. What is the theoretical explanation for the existence of participatory gover-

nance structures in German universities?
2. What are the effects of this particular governance system on the university?

3. How should an optimal governance system of the university be designed and
what are the requirements for the implementation of an optimal governance

system for the university?

The claim of this dissertation is to deliver theoretically valid results and to derive
implications for practice. The different parts of this thesis are linked by an over-
arching question that implicitly drives the research interest of this dissertation:
How could the institutional and organizational framework in which universities

operate be improved?

1.3 Methodological Approach and Outline

A broad research program as outlined by the three research questions requires a
comprehensive methodological approach. From a methodological perspective, the

dissertation adheres to the following research process: An observation from the
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real world is abstracted and analyzed within a certain research paradigm of exist-
ing theories. On the basis of deductive logic, inferences are drawn to explain the
observed phenomenon within a theoretical framework. These theoretical insights
provide the starting point for the empirical validation of the theoretical conclu-
sions. The result of the empirical studies feeds back into the theoretical body and
possibly requires the adaptation of the theoretical framework.

Following this process, the dissertation is divided into three parts, each con-
sisting of two chapters. Parts I and II are concerned with theoretical analysis,
and part III provides the link to the real world. The three parts can be regarded
as self-contained, independent pieces of work. The cross-references between the
chapters as well as the underlying research questions compose the storyline of
this dissertation by linking the three parts into a comprehensive study of faculty
participation in university governance. Faculty participation is regarded as the
right of faculty members to take certain decisions in the university or to influence

their outcome.>

In part I, the theoretical foundations of the dissertation are outlined and
then applied to the university. The analysis follows the tradition of the research
paradigm of the New Institutional Economics (NIE). Principal-agent theory and
governance theory constitute the framework for the examination of the inter-
nal organization of the university and its governance mechanisms. At its core,
principal-agent theory is concerned with the study of delegation relationships,
and governance theory provides a set of mechanisms for alleviating potential con-
flicts that arise in such relationships. In the university, both of these concepts
play an important role, so that these reference theories provide a sensible start-
ing point for the economic analysis. Chapter 2 presents the economic tools that
are applied in chapter 3. The first part of the dissertation can thus be regarded
as the application of economic theory to the university. The analysis results in
a set of propositions that show how economic theory predicts the university to

function. From a methodological viewpoint, the hypotheses are derived through

3 Faculty participation is thus an intermediate decision-making system, located between

faculty determination, where faculty members make all the decisions in the university, and
management determination, where the university manager holds all decision rights.
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deductive reasoning by applying general economic theory to a particular type of

organization, the university.

Part II of the dissertation seeks to explain the effects of faculty participation in
university governance by illustrating them in a mathematical model of university
decision-making. This model is the first of its kind to address the question of who
should hold authority over university decisions - the university management or
faculty members. By explicitly expressing the assumptions on the preferences and
benefits of the economic agents in mathematical notation, an understanding of the
interdependencies of the actions of the economic agents is generated. Within part
I1, chapter 4 provides an overview of economic modeling in general and presents
previous models that were built to examine aspects of university organization.
Chapter 5 presents the economic model concerned with decision-making in the

university on the basis of reference models on strategic intra-firm delegation.

In part IIT of the dissertation, the link is established between theory and
the real world with an empirical study on university governance in Germany.
Based on a series of expert interviews, qualitative empirical data is collected and
analyzed in order to describe and explain the effects of faculty participation in
university decision-making in Germany. Chapter 6 provides a brief insight into
the methodology of empirical research with a focus on the methods applied in the
context of the research objectives. The research process is illustrated, including
the design and conduct of data collection and data analysis. The results of the
interpretation of the extracted information are presented in chapter 7. From a
methodological point of view, both deductive as well as inductive logical reasoning
are applied. The propositions derived in part I and the insights provided by the
mathematical model in part II are the starting point for the design of the empirical
research process in part III. On the basis of the data collected and the information
extracted, relationships between the factors are identified. In order to generalize
the results, inductive inferences are drawn, illustrating how the statements derived

from the selected cases are applicable to universities in general.

As the final step to answering the research questions outlined above, chapter 8

synthesizes the implications from parts I to III into a conclusive statement. It
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provides policy implications as well as an outlook on further research that can be
conducted in the field of university governance.

This thesis seeks to generate new knowledge about the inner workings of the
university and its governance and decision-making structures from a positive as
well as a normative methodological standpoint. The description of the gover-
nance structures (positive methodology) is complemented by an analysis of how
they should be designed in order to improve the organizational framework of the
university (normative methodology). Ultimately, this dissertation is a further con-
tribution to an economically founded discussion of how the university of the 21st

century should organize.





