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       This book – and the 
usefulness of governance 

      ‘I do not care if it was within the rules – it is wrong.’

      David Cameron, on MPs’ expense claims, May 2009 

      Governance is receiving a lot of attention at the moment. It usually does when times are bad. In the depths of every recession and after every corporate collapse there is a determination
            to learn the lesson this time. Despite enquiries and reviews following the company failures in the early 1990s, and then again
            in the wake of the collapse of Enron, corporate governance is again in the spotlight. Notwithstanding a thorough review of
            company legislation and the resulting 2006 Companies Act, the foundations of corporate governance are still under scrutiny
            and the usual questions still being raised. 
          What is the role of a director? Should there be more, less or better regulation? What about the role of non-executives – where
            were they when we needed them most? How should the remuneration of executives be set? How should a board of directors be structured
            – the unitary model that to date has found favour among regulators in the UK or the dual supervisory and executive model favoured
            on the Continent? 
         Should the roles of chairman and CEO be separate? To whom  should directors be accountable – the board, the company, the shareholders,
            stakeholders in general? How should executives be configured and then policed?
         

      The fever of anxiety that has swept the corporate world has affected other spheres of activity as well. The expenses scandal
            that consumed the Houses of Parliament in early 2009 is essentially a governance scandal, and although the language is different
            it begs many of the same questions we have just asked. What is the role of the Leader of the House of Commons and how effectively
            has it been discharged? 
          Should MPs be responsible for determining their own remuneration? What about MPs’ expense claims – to what extent should claims
            be regulated and policed, and how should they be settled?
         

      Just a summary consideration of these issues shows how difficult it can be to answer governance questions. In May 2009 Prime
            Minister Gordon Brown announced that he was going to introduce a new code of conduct for MPs. Yet it has not been just for
            the lack of a rulebook that MPs have got themselves into such a mess. As Conservative Party leader David Cameron notes in
            the quotation that heads this introductory chapter, you can stick to the rules but still be in the wrong. A new code or rulebook
            might just create further opportunities for individuals to find ways of achieving what they want while still being able to
            claim they have kept to the rules. Maybe the rules do need changing again, but governance evidently has to be about more than
            rules, their policing and whether or not individuals have complied with them.
         

      This book wrestles with these questions. It is not a textbook; there are lots of textbooks on governance, some of which I
            list in the bibliography. Nor is it a manual aimed at those executives or those of their advisers whose interest in corporate
            governance is only driven by a determination to tick the right boxes – though I hope, of course, both these  constituencies
            find it of interest. This book is aimed at business owners, managers and leaders who are looking for ways of ensuring their
            businesses have the best possible chance of success, who are facing up to the questions raised above, and who are wondering
            whether there might be something in this governance thing that might actually help them. This is a book for real managers
            who are trying to deal with real issues; who are looking to the thinking collected under the governance heading as a source
            of help, rather than as something for them to wriggle through.
         

      Governance – just a necessary evil?

      There are a couple of dragons in these opening paragraphs that need slaying. For starters, there is an inference that many
            assume governance has little to do with management – indeed that corporate governance is likely to get in the way of management;
            a nuisance that needs to be dealt with, like tax or employment legislation. There are many who feel that corporate governance
            is a powerful and insidious force wielded by external agencies who do not really have the interests of managers, or their
            organisations, at heart. To them corporate governance at best is a necessary evil – a price you have to pay if you are a listed
            company in particular, along with accountancy, legal and ‘nominated adviser’ or NOMAD fees. 
          When governance is seen only as a cost it adds nothing. But I believe, and argue in this book, that governance, properly framed,
            has much to offer businesses and those responsible for them and involved in them – owners, managers, financiers, customers,
            suppliers, government and regulators.
         

      A second inference is that corporate governance is aimed at an important, but in reality very small, group of people; those
            responsible for the direction of major incorporated organisations (and large ones at that), with diverse groups of  shareholders
            who trade their shares through the vehicle of regulated stock markets such as the London Stock Exchange – a select group running
            a small number of companies. This is indeed a view accepted by many. In fact, the focus of much corporate governance can seem
            narrower even than this: the late Sir Derek Higgs, commenting on his draft report on the role of non-executive directors,
            noted: ‘I do not presume that a one-size-fits-all approach to governance is appropriate.’ His report was only aimed at large
            listed companies. ‘Smaller listed companies’ were specially treated within 2 pages out of a total of 126, and non-listed companies
            were offered only the ‘hope that the Review will be of wider interest and use’. 
          Higgs’s narrowness of scope typifies much that is written about governance, and though this is unfair to Higgs, many have
            inferred that governance has little to offer even the smaller listed company, let alone the owner-managed business or other
            forms of organisation.
         

      
        Furthermore, corporate governance is seen as being imposed by external regulators on an unwilling group of business leaders,
            while those who are lucky enough to find themselves (for the time being at least) exempt, such as smaller companies and private
            companies, should be thankful. Certainly there are those who have found themselves in positions of responsibility for big
            companies whose actions and comments have betrayed a belief that governance has little to do with business success. One executive
            noted in May 2003, after agreeing under pressure to create a special committee of directors to probe some serious governance-related
            allegations: ‘We will do our best to ensure that corporate-governance fanatics do not throw the baby out with the bathwater.’1 Of
            corporate governance, the same executive observed: ‘like all fads, [it] has its zealots’. A month later, obviously feeling
            not much better, he complained: ‘This corporate governance thing … is a sideshow. It is just a public relations stunt, really.’
            The  executive quoted here is Conrad Black, whose subsequent track record hardly lends his comments credibility.
        
      

      Perhaps Conrad Black’s views on corporate governance can be discounted. Perhaps indeed he now thinks differently as he passes
            his time in prison. But other, more reputable senior executives have evidently harboured similar views about governance issues.
            Lord Young of Graffham, former Secretary of State for Trade and Industry under Margaret Thatcher and ex-Chairman of Cable
            & Wireless, announced as he was leaving his post of President of the Institute of Directors, that the role of non-executive
            director, one of the mainstays of most corporate governance regimes, should be done away with altogether. All directors should
            become full-time and executive, leaving independent scrutiny to shareholders. It was ‘dangerous nonsense’, he said, to assume
            that part-time non-executives could know enough about what was going on to spot problems. Lord Young’s views were controversial
            even when he expressed them in 2002. Certainly the Institute of Directors sought to distance itself from them. The incoming
            president, presumably speaking in an official capacity, said: ‘Lord Young is speaking in a personal capacity and his views
            do not reflect the policy of the Institute’. (Although Lord Young had given up the chairmanship by then, there is some irony
            that Cable & Wireless’s plummeting share price in the autumn of 2002 was accompanied by a chorus of criticism in the newspapers
            about the role of the non-executives.) Michael Grade, formerly Chairman of the BBC and until recently Executive Chairman of
            ITV, expressing perhaps a commonly felt bewilderment rather than giving voice to a criticism, noted that a non-executive director
            was a bit like a bidet – no one knows what it does, but it adds a bit of class.
         

      
        Notwithstanding the governance scandals at the beginning of the current century, and the flurry of codes, guidelines and regulations
            both stressing the importance of the  non-executive role and seeking to regulate it, questions were asked again as the recession
            took hold in 2009 in the wake of banking collapses and financial scandals. Giving evidence to MPs on the Treasury Select Committee
            in January 2009, Peter Chambers, Chief Executive of Legal & General Investment Management, said of banking non-executives:
            ‘One would have to conclude that non-executive directors were not effective in controlling the activities of the executive
            directors otherwise we would not be where we are now.’2 
         
      

      For others, actions seem to speak louder than words about their attitude to some of the key precepts of corporate governance.
            When Alliance Boots was taken private in 2007, its biggest shareholder, Stefano Pessina, took the role of Executive Chairman,
            thus slaying a sacred cow of current corporate governance practice (at least in the UK) that the roles of chief executive
            and chairman should be split. Now that the privately owned Alliance Boots no longer needed to ‘comply or explain’ as regards
            the provisions of the Combined Code on Corporate Governance, compliance ceased to matter. Maybe going private did make all
            the difference. Erstwhile Chief Executive Richard Baker resigned.
         

      Another interpretation of Pessina’s action is that there are elements in the governance codes that are unnecessarily rigorous,
            or that have little to do with the real world of management. Or maybe governance is all about setting a benchmark for management
            that is above the standard that managers will set when left to their own devices, but deemed necessary nonetheless by those
            not involved in the business. In either case codes of governance are literally above the worlds of many managers in two senses:
            governance is on a higher plane than that occupied by the majority of day-to-day managers, and is of relevance to big multi-stakeholder
            organisations rather than small ones.
         

      I have trouble with all of this. In the pages that follow  I do not restrict the discussion to listed companies, or to big
            companies – not even just to companies. Indeed, only a small amount of space is given specifically to listed entities; not
            because they are unimportant – they are already discussed elsewhere – but because the governance agenda has lots to offer
            many other sorts of organisations as well. Small companies turn into big companies, which eventually on occasion turn back
            into small ones, or disappear altogether. 
          Private companies take on external finance, and then turn into listed companies, which then merge with others, and then in
            some instances are taken private again. At the fringes there are organisations, some small, some big, with corporate interests
            that are difficult to identify separately from those of their owners or managers – sole traders and partnerships, which in
            turn might pass through various forms of incorporation. At another fringe are those organisations – not-for-profits, charities
            and social enterprises – whose reasons for existence look very different from those of a listed company. 
         But all of these organisational types are connected, and their interests are interrelated. Taking one organisational type
            out of this continuum for individual consideration is to presume a stasis where one does not exist. The governance agenda
            has to apply to the whole continuum, not just one part of it. Governance should not sit above and apart from management, it
            should be seen as an integral part of it. Nonetheless, almost all the other parts of the continuum contain organisations for
            which the governance agenda is relevant and useful. In some instances specialist regulators and interest groups have developed
            codes and guidelines, while in others governance has been an internal matter only.
         

      To take one example. Many of the biggest businesses in the world are family businesses, some of which are listed, many of
            which are not. Family businesses, big and small, listed and unlisted, have taken governance seriously for a  long time; indeed
            long before the establishment of regulatory authorities such as the Financial Services Authority (FSA) or the Securities and
            Exchange Commission (SEC). The most ambitious family businesses have long recognised that if they want the business to last
            and not be damaged by the inevitable stresses that families are subject to, they must take their governance seriously, and
            many have formalised their governance arrangements. Long before anyone thought of the Combined Code they drafted their own
            private codes and constitutions, and, often without the help of lawyers, courts, auditors and regulators, have made them work.
         

      What is corporate governance?

      Where governance starts and effective, decent management and leadership stops is impossible to determine precisely. 
        Perhaps governance is an attitude, a way of thinking about management and leadership that helps ensure they are effective
            and decent. Inevitably it includes several elements. Unsurprisingly, therefore, codes of governance stretch to hundreds of
            pages. When attacking governance or resisting it many individuals tend to sound off about one or two provisions in one or
            other of the codes, rather than about governance in general, even if it is something called ‘corporate governance’ that is
            the butt of their ire. Corporate governance is thus a term used freely about a wide range of structures and processes, but
            reducing it to a definition is not easy. Some find it easier to define by its absence. The late Boris Fyodorov, Russian politician
            and economist, used to lament the fact that in Russian he could not find a translation for ‘corporate governance’.3 
         
      

      Another reason why corporate governance is not easily reducible to a definition is that real business leaders do not need
            definitions. As with management techniques and approaches in general, governance either works for them or it  is not worth
            bothering about at all. Theorists need definitions, particularly if they subscribe to the idea that management is a science
            of elements and forces that behave tidily and rationally, and which can be classified and reported statistically. 
          This is not most managers’ experience of the reality, but is what happens to governance when it is reduced to a definition,
            or a code (which often read like sets of definitions). For many, governance only exists in codes, and thus often reads as
            if it is at least one remove from reality. Maybe, as Justice Potter Stewart noted in a US Supreme Court judgement in 1964
            on obscenity, we should stop worrying about defining it: ‘I know it when I see it’ Justice Potter Stewart said.
         

      Characteristics 

      But when we see it, what do we see? Even though it can be difficult to define, the following characteristics are typical.

      The application of some external standard to internal management processes 

      
        Why external? There is an inference that organisations will not be able to set the benchmark at the required level if left
            to their own devices. An externally imposed standard also allows for a shared frame of reference, facilitating comparability
            between organisations – important to potential stakeholders, such as sources of finance who are looking to pick and choose
            where best to put their money. After years of iterations and reformulations spurred on by one governance disaster after another,
            listed companies now have the Combined Code on Corporate Governance to comply with. Codes set standards, but they also provide
            mechanisms for sharing good management and leadership practice. It is not just larger listed companies that benefit from the
            application of external wisdom. Smaller, growing businesses change rapidly, and  place pressures on their managers and directors
            that are if anything more intense than those placed on the directors of listed companies. ‘The organisational weaknesses that
            entrepreneurs confront every day would cause the managers of a mature company to panic’ writes Amar Bhide of Columbia Business
            School.4 Many such businesses hunger for a bit of structure, and an external reference point or benchmark – something that reassures
            such a business that its problems are not unique, and that thousands of successful businesses have passed that way before.
            The more their experience can be shared with the next generation of businesses the fewer mistakes they will make. A code is
            one way of passing on that experience. There are categories of organisation other than the large listed company that now have
            governance codes provided for them. In the absence of any tailor-made code for themselves, organisations that do not fall
            into the category ‘larger listed’ often start with the Combined Code anyway.
         
      

      Some way of holding management to account for their actions 

      Much corporate governance thinking is predicated on the ‘agency principle’, under which shareholders appoint management as
            their agents. Theorists argue that it cannot be presumed that agents will act in the interests of their principals (in this
            case, the shareholders). This approach to governance presumes the need for structures to police management, ensuring they
            do what they are supposed to do. The presumption is that unless management is held properly to account they will take advantage.
            Holding management to account is a mindset that all organisations and all management teams can benefit from. Too many directors
            and managers in smaller businesses take the view that appraisal mechanisms, and structures that oblige individuals to account
            for their actions, are things that they have been promoted out of. Not true. Such structures are  useful in all organisations,
            even the benign dictatorships that many businesses, owner-managed and listed, seem to find themselves accidentally modelled
            on. If management is held to account it is more likely that the managers in aggregate will create something that is greater
            than the sum of their individual talents. Or, perhaps more cynically some argue, will be less likely to put their own self-interest
            ahead of the interests of the business.
         

      Structures that separate responsibilities, particularly where conflicts of interest might otherwise arise 

      Many corporate governance mechanisms seek to separate responsibilities, such as the management of the board from management
            of the company (chairman versus chief executive officer), or giving responsibility for setting management remuneration to
            independent outsiders rather than to members of management themselves. Conflicts of interest happen everywhere in organisations
            – from the smallest startup to the House of Commons – but conflicts of interest are often more pronounced in private businesses
            than in listed businesses. The CEO of a major family enterprise might find himself as CEO, major shareholder, trustee of a
            family trust, employee and director – not to mention father of the chief operating officer and husband of the finance director.
            Good governance is about finding ways of identifying and then managing these conflicts and the risks to the organisation and
            those involved in it that might otherwise arise, so that once again the business will survive and prosper.
         

      Ensuring the identification and safeguarding of the interests of a wider group of stakeholders 

      Corporate governance to a degree is about drawing the attention of management to, and obliging them to take account of, the
            interests of stakeholders they might otherwise rather not  worry about. In the listed business, at which most governance thinking
            has been aimed, that is the shareholders. The interests of this group are different in a private company where the shareholders
            and managers are often the same people (though their respective interests still need to be separately attended to). But there
            are other groups too. They include government, suppliers, customers, potential customers, employees and their families. Management
            has long since ceased to be just about satisfying and protecting the needs of the shareholders, even in a big business. As
            the world gets more complicated the web of stakeholder interests becomes steadily more tangled, and governance has an ever
            more important role in helping the organisation address these interests appropriately. 
         

      Ensuring independent expertise is introduced into decision-taking processes at the very top of the organisation 

      In the days before corporate governance was taken seriously in listed companies a non-executive graced the notepaper and knew
            how to hold a glass of sherry. Nowadays for some the most important ingredient in any governance regime is the nurturing of
            independent challenge to the executives within a company, and often the most important independent challenge is seen to be
            that provided by non-executive directors. 
          Indeed, for some, corporate governance is only about the role of the non-executive. One of the key responses in the UK to the collapse of Enron and the spate of governance
               scandals that accompanied it was the inquiry and report of Derek Higgs. His well-received report, we are inclined to forget,
               was not about corporate governance in the larger listed business, it was about the role of the non-executive.
            

   
      Non-executives have much to offer the smaller or non-listed business too. A decent non-executive will provide a source of
            advice that is cheaper than that provided by an  adviser; will be able to ensure the business does not lose sight of the bigger
            picture while the managers are wrestling with the day-to-day; will provide connections to the outside world and to stakeholder
            groups not otherwise represented in the business; will introduce a greater degree of objectivity into management’s decision
            taking; and will provide a first-line challenge to the thinking of management. Independent challenge is not just the responsibility
            of the non-executives; it is a function of structure, recruitment, communication and performance management. Is there an organisation
            anywhere, big or small, listed or privately held, that would not benefit from independent challenge?
         

      Definitions 

      Each of the above elements will be discussed in more detail in the following pages, but none of them serve as a definition
            of governance. Although Justice Potter Stewart’s line is still tempting, I recognise that it is useful at least to have some
            shared understanding of what we are talking about. There are many definitions of governance, but the following two formal
            definitions make for interesting contrasts, and demonstrate the breadth of opinion on governance, what it means and why it
            matters.
         

    
        
          
            ­The first – ‘The ways in which a firm safeguards the interests of its financiers (investors, lenders, and creditors’5
               – is crisp and simple. The word ‘safeguard’ implies that there is something that needs to be protected from someone. And it
               is very clear who needs to be protected – the investors and creditors. Everyone else is deemed to be either not at risk, not
               worth worrying about or likely to be a member of the guilty party. The definition is less clear about who does the safeguarding.
               The word ‘firm’ implies that it is the organisation itself that has this responsibility; though the organisation  need not
               be a company or even an incorporated entity. Presumably an employee of the organisation is responsible for the safeguarding.
               So governance is something that can be delegated; or something that is done by someone else to you. 

         Whom are the investors being safeguarded from? Indeed are they, their agents or their powers even present in the organisation
            at all? Governance in this definition is one way. The financial investors are the presumed innocent. Some dark but undefined
            force is at work in the business with devilish intent. To be fair, the business dictionary that provides this definition describes
            it as the ‘traditional definition’. However, for many governance is a simple, one-dimensional matter of relevance only to
            organisations with financial stakeholders. 
         For them, the only objective of a company is to make money for its shareholders.

      The same dictionary gives us a ‘modern’ definition: ‘The framework of rules and practices by which a board of directors ensures
            accountability, fairness, and transparency in the firm’s relationship with all its stakeholders (financiers, customers, management,
            employees, government, and the community).’6 The definition is longer, but much more complex. 
          For starters, it is not just the financiers who are to benefit from the brave new world – a far broader notion of the interested
            parties is developed. And there is no presumption of innocence offered to the stakeholder community. Governance in this definition
            does not go just one way; it matters between the organisation and all its stakeholders. There is an implication that all sorts
            of parties will benefit from governance. 
          The individuals responsible for the governance framework are clearly named – it is the board of directors. And the objectives
            of decent governance are also named: accountability, fairness and transparency, with ‘accountability’ implying that personal
            responsibility matters, and not just on the board; ‘fairness’ implying the application of certain moral standards;  and ‘transparency’
            introducing the importance of openness, and setting up expectations for standards of communication. 
          It also refers to ‘rules’ and ‘practices’ – the former implying standards (‘dos and don’ts’), the latter suggesting there
            should also be room for attitudes, approaches, states of mind and cultures, thus helping to protect against those who think
            that a rule is just a form of words wrapped around a loophole. 
          Lastly, there is the first word in the definition – ‘framework’:  corporate governance is more than the sum of its parts, and it only becomes the real thing when all the components are incorporated
            into a framework.
         

      
        There are, of course, innumerable definitions of corporate governance. Here’s another: ‘Rules, processes and behaviour that
               affect the way in which powers are exercised … particularly as regards openness, participation, accountability, effectiveness
               and coherence’ (European Commission, European Governance: A White Paper, 2001). This one openly refers to ‘behaviour’ as a component and also presents governance as in some way modifying the exercise
               of ‘powers’ – which takes us back to Conrad Black, and the constraints he felt on his own powers.
            

      

      From all the definitions it is possible to isolate some key elements and subject areas, each of which we will discuss in more
            detail in the chapters that follow:
         

      
        
          [image: 411534211] 
          Objectives – what the organisation is for and how it discharges its objectives.
            

      

      
        
          [image: 411534211] Finance – where it comes from, the uses to which it is put, and how the interests of the providers of finance are safeguarded.
            

      

      
        
          [image: 411534211] People – particularly those in positions of influence on the inside of the organisation, and how they should relate to the organisation.
            

      

      
        
          [image: 411535811]
           Stakeholders – other people and organisations, often not as close to the organisation as those on the inside but keenly interested nonetheless;
               their relationship with the organisation, its directors, staff and each other.
            

      

      
        
          [image: 411534211] Rules – and laws, codes of conduct and guidelines – often drafted to protect investors in listed companies, but increasingly drawn
               up to protect a broader range of stakeholders in other sorts of organisations. Often drafted by external agencies, but not
               always.
            

      

      
        
          [image: 411534211] Performance measurement and management – how systems and structures are used to direct and motivate individuals in the organisation, both with and against their
               better judgement.
            

      

      
        
          [image: 411534211] Values and culture in the organisation – intangible elements that influence how individuals within an organisation behave.
            

      

      
        
          [image: 411534211] Transparency – the availability of information about an organisation and its performance, and the extent to which this information is shared
               inside the organisation and with the outside world; how much, how often and in what form.
            

      

      
        
          [image: 411534211] Growth and complexity – recognition that the governance agenda changes as the organisation grows (and grows up) and that one size does not fit all.
            

      

      
        
          [image: 411534211] Structures and power – who should report to whom in an organisation and how; different ways of structuring management; how power should be exercised
               and by whom, and what checks and balances should be put on it.
            

      

      
        Corporate governance has been described as ‘the catchphrase of the global financial community’, which is a sure  way of inviting challenges from cynics and naysayers. Yes,
               it is difficult to define, as we have found out already, and, as we will find out in due course, many of the ways governance
               works best are intangible rather than concrete, easily measurable ways. And that does not make pinning it down any the easier.
               But the thinking that comes under the heading of governance provides as good a set of tools and as robust a way of thinking
               about the responsibilities of management as any. 
            

      

      And as we shall discuss before we finish, governance could do much more if only we breathed a bit of life into it and stopped
            treating it like an empty ceremony or a cold exercise in filling out forms.
         

    

  
    
      
        
          
            
              
                2 
              
            
          
        

      

       Objectives 

      ‘Objectives are not fate; they are direction. They are not commands; they are commitments. They do not determine the future;
            they are means to mobilize the resources and energies of the business for the making of the future.’
         

      Peter Drucker7 

      Governance is all about how, but before managers and directors worry about how they should give some thought to what.  In theory, sorting out an organisation’s objectives should be easy, but in practice it is not. In theory, someone once observed,
            there is no difference between theory and practice, but in practice there is. The problem is that, in attempting to capture
            practice, theory reduces and simplifies it. Thinking about governance is not exempt from this problem.
         

      The problem starts with objectives. Surely the key to effective governance is a defined set of objectives. Unfortunately,
            defining objectives is not that simple. For starters, many organisations just happen. Someone is made redundant and they take
            on a project, which turns into two projects, and then into a business. Very few people, for example, deliberately set out
            to form a family business. Businesses turn into family businesses when other members of the family get involved. When other
            people get involved in a business,  family or not, they will almost inevitably have their own understanding of what the business
            is about, and even if they agree on that they will project onto it their own aspirations and expectations – their own personal
            objectives. The larger the organisation, the more complicated the pattern of objectives, personal and corporate. By the time
            management attempts for the first time to put together a strategic plan – in effect to establish the direction for the organisation
            – the objectives have in all likelihood become difficult to pin down.
         

      Many reductionists will cut through all this woolly thinking and pronounce that the objectives of a company, or indeed any
            business venture, are simple to define in reality (or is it in theory?): it is all about making money, or ‘adding value’ for
            the shareholders. In capitalist systems, capitalists put their cash at risk into a venture, and in so doing they turn themselves
            into shareholders. The venture they create employs management to steer the venture, which then recruits labour, acquires other
            resource and material, and produces and sells product. If there is a profit to be made, that profit principally returns to
            the providers of the capital – the shareholders. Because the shareholders are often at one or more removes from the operations
            of the business itself, systems, structures and safeguards need to be introduced to protect the suppliers of capital from
            the other stakeholders in the venture, but in particular from the hired managers, who might otherwise take advantage of their
            privileged positions of power and knowledge to line their own pockets at the expense of the individuals who own the capital.
            This in essence is the agency theory of management – that management acts as the agent of the shareholders; that the interests
            of shareholders and managers conflict, and there are costs inherent in aligning them. Corporate governance, under this thinking,
            is the name given to the systems, structures and  safeguards introduced to protect the providers of capital – in particular
            the providers of equity finance, otherwise known of course as the shareholders.
         

      This approach to governance, which presumes that it is all about protecting shareholders from the machinations of managers,
            is very common. Al ‘Chainsaw’ Dunlap, erstwhile CEO of Scott Paper Company, famously claimed: ‘Scott should be making money
            for its shareholders. It is a sin to lose money, a mortal sin.’ Dunlap is in educated company. 
          
        Nobel prize-winning economist Milton Friedman wrote: ‘Few trends could so thoroughly undermine the foundations of our free
            society as the acceptance by corporate officials of a social responsibility other than to make as much money for their stockholders
            as possible.’8 The 1998 Hampel Report on corporate governance noted with absolute confidence that: ‘The single overriding objective
            shared by all listed companies, whatever their size or type of business, is the preservation and the greatest practical enhancement
            over time of their shareholders’ investment.’9 As the recession that started in 2008 deepened, many commentators argued that
            this version of governance should be turned around: rather than protecting passive shareholders, good governance should encourage
            and provide mechanisms for shareholders to act as checks and balances on management. ‘It is clear we haven’t been as effective
            as we could have been’, said Peter Montagnon, Investment Affairs Director at the Association of British Insurers, speaking
            of institutional investors’ inability to curb companies’ worst excesses. Sir Peter Viggers, MP for Gosport, implied at a Treasury
            Select Committee hearing in January 2009 that the current economic crisis had shown that shareholders, as company owners,
            were ‘pretty toothless’. Other institutional shareholder representatives took a slightly different stance: ‘Did we engage
            enough? I think we did’ argued Peter Chambers, Chief Executive of Legal & General Investment  Management. ‘The question is
            why we weren’t listened to and I do not know the answer to that.’10 
      

      
        Whether you take the line that shareholders need protecting from management, or that shareholders should actively involve
               themselves in controlling management’s excesses, there is a presumption that managers will be otherwise inclined not to put
               shareholders’ interests where they should be – first – and that unless appropriately controlled, managers will otherwise act
               only in their own self-interest. For many the key to the solution of governance involves turning the proposition inside out
               and aligning the interests of managers with the interests of shareholders. For many this is just a matter of incentives and
               remuneration: there are plenty of people out there for whom it is only money that matters. If it can be guaranteed that managers will manage the business in the interests of shareholders then the
               interests of the shareholders will be safeguarded, and if the ship starts listing to starboard it will at least be with shareholders
               and management agreeing that it was only a scratch and not a fatal collision with an iceberg.
            

      

      Shareholder interests – too simple?

      The credit crunch and the ensuing recession have thrown the relationship between the shareholders, the business and the fundamental
            objectives of the business into the searchlights of those anxious to find out what has gone wrong. As the financial history
            of the 2008 crash already shows, play fast and loose with the role of finance in the financial system, fail to understand
            the tensions between the providers of capital and the other stakeholders – and what you get is the credit crunch. In a report
            published in September 2008, the Association of Chartered Certified Accountants wrote: ‘The ACCA believes that underlying
            much of the credit crunch has been  a fundamental failure in corporate governance.’ The authors go on to set out a very traditional
            understanding of the role of corporate governance:
         

      
        While the financial institutions involved may have been in compliance with local requirements and codes, they have ignored
            the key point – good corporate governance is about boards directing and controlling the organisations so they operate in their
            shareholders’ interests. Boards should be answerable to company owners, to account properly for their stewardship and to ensure
            both sound internal control and the ethical health of the organisations. The use of overly complex financial products, which
            thwarted effective supervisory control, and the unethical advancement, at the point of sale, of loans to people with little
            realistic hope of repaying them shows a lack of basic corporate governance.11 
         
      

      
        But it is not just the shareholders who have been dealt a raw deal in the credit crunch. Even the ACCA report quoted above
            switches halfway through its argument to worrying about the interests of the banks’ depositors rather than their shareholders.
            Bank depositors are a very different sort of financial stakeholder in a business, as we shall discuss later. Indeed, paying
            too much attention to the money interests, whether shareholder, debtor or creditor, also misses at least some of the point.
            As the credit crunch is morphing into something arguably much more frightening for 2009 and beyond, more doubt is cast on
            the role of the shareholder in governance systems. ‘[I]f the financial system has proved dysfunctional, how far can we rely
            on the maximisation of shareholder value as the way to guide business?’ asks leading economist Martin Wolf.12 George Soros is
            one of an increasing number of successful business people who go further and openly disagree  with a fixation on shareholders
            and shareholder value when determining organisational objectives. ‘One of the shortcomings of American society’, he has written,
            is ‘an excessive admiration of success – measured in monetary terms – to the detriment of more intrinsic values.’13 Jack Welch,
            former CEO of GE, controversially entered the debate in March 2009, shortly before his old company lost its top credit rating
            from Standard & Poor’s, proposing that: ‘On the face of it, shareholder value is the dumbest idea in the world … Shareholder
            value is a result, not a strategy … Your main constituencies are your employees, your customers and your products.’14 
        
      

      Much of the most heated discussion about how best to structure approaches to corporate governance lies between these two points
            of view. My own view is that, in 2009, after yet another wave of company failures, it is surely too simple to argue that corporate
            governance is just a mechanism for protecting the interests of shareholders, or indeed too simple to think just in terms of
            ‘protection’. The ACCA, as already noted, is right in drawing attention in the case of banks to the depositors and borrowers,
            many of whom were complaining of harsh treatment as economic circumstances worsened. 
          When governance systems are devised in the interests of one group of individuals it makes sense to talk in terms of protection;
            but when lots of different types of stakeholders are involved, the concept of protection works less well as a determining
            characteristic of governance. Indeed, in many businesses it is far too easy to think of the shareholders as a simple, homogeneous
            group. Many businesses have different classes of shareholder. ‘Preferential shareholders’ have more in common with debt holders
            than they do with equity holders, entitled as they are to a fixed dividend and preferential treatment in the event of a liquidation.
            Some companies, particularly those with sophisticated financial investors, will find they owe money to institutions via a
            debt instrument  that might in some circumstances change into equity. Some businesses, even small ones, have different classes
            of ordinary shares, each with different rights to voting or return. Yet a further complication is the difference between majority
            and minority shareholders. A shareholder who owns more than 50 per cent of the shares of a company, a ‘majority shareholder’,
            is usually in effect in control of the business, can appoint and remove the directors, and might well be in a position to
            take advantage of minority shareholders who will not have ‘controlling interests’, and who will probably be at several further
            removes away from the business than the majority shareholders – and on occasion treated with unwarranted contempt. 
          Conrad Black, commenting on the minority shareholders in one of his publicly traded enterprises, noted:

      
        I think what you saw at the annual meeting was … impatience. It reminds me of when our children were bottle-fed. They were
            great, healthy, big babies – real bruisers. They got to the end of the bottle, and being very inexperienced infants, they
            wanted more. In fact there was nothing left in the bottle because the contents were inside them. They didn’t figure out the
            implications.15 
      

      Black’s attitude to his fellow shareholders ultimately was his undoing, and reminds us that in corporate governance shareholders
            do not need so much protecting from management as protecting from each other. But in a sense Black is surely right in implying
            that there is no real reason why he and his fellow shareholders should think anything other than very differently about the
            businesses in which they shared ownership. Part of the problem when arguing in favour of shareholder activism as a key tool
            of corporate governance is that in a diversely owned business it can hardly be expected the shareholders will agree with each
            other in the first place. 
          Indeed, it is surely too easy even to think of the shareholders as the ‘owners’ of the business at all. Many shareholders
            behave, not as if they own the business, but as if they own the money they have invested in it. UK academic Jill Solomon quotes
            a pension fund director observing:
         

      There is a weakness in the present system of corporate governance in that responsibility for ownership rests with people who
            do not want it and are not seeking it.
          
        We are investing in shares because they give us a good return and it is coincidental really that they bring with them this
            responsibility.16 
      

      This conception of ownership puts shareholders in a very different relation both to each other and to the other stakeholders
            in the business, and reminds us that, in the complicated modern world – indeed in any world in which people play a part –
            corporate governance has to be about more than shareholders, and about more than protecting somebody from somebody else.
         

      Partnership objectives 

      
        Not all industries generate opportunities that are best satisfied by incorporated entities financed from external sources
               by remote shareholders. If you need big factories or acres of land you will indeed need large-scale, external finance to make
               them happen, and this will mean sophisticated capital markets, which in turn will mean incorporated entities – and a particular
               type of governance. On the other hand there are industries that are suited to the ‘owner-managed’ model. Not all owner-managed
               businesses need to be incorporated, and partnerships prevail in several industries. The owner-managed model – partnership
               in particular – suits industries in which an identification between the owners as individuals and the  business of the organisation
               is important. Such industries tend to be people- rather than asset-intensive. Financiers and factories get in between partners
               and stop their partnerships happening. Partnerships are conversely peculiarly well suited to knowledge- and people-based businesses.
               Partnerships address the ‘money’ problem in different ways from incorporated entities. Many people who have entered industries
               in which partnerships predominate and who do not understand, have assumed that partnerships stand in the same relation to the financial objective as listed companies, that
               what works for one will suit the other, and have therefore failed to achieve the success they anticipated.
            

      

      When do partnerships work best? Despite the knowledge management revolution, knowledge businesses’ assets continue to be contained
            between the ears of the principal individuals in the business. A knowledge business will always be based on the personal relationship
            between an individual adviser and client. A partnership allows the individual to take advantage of scale, and the efficiencies
            to be derived from working in close proximity with people with complementary skills, but it is still in essence a collection
            of individuals each with personal relationships with a set of clients. It is significant that many partnerships take their
            corporate name from the names of the founding partners. The implications of this are often misunderstood, even by partners
            – and particularly by those in knowledge businesses who have converted their partnerships into incorporated entities, and
            who thus own share certificates that give their owners the illusion that they own a share of a business that has a value separable
            from themselves. (Just as there are large partnerships that are in effect run as corporate entities, so there are limited
            companies that are really still partnerships both at heart and as a matter of commercial reality.)
         

      The matter comes into prominence when a partner,  particularly a founding partner, and one with his or her name on the door,
            looks to retire. For many such, the prospect of retiring involves a presumption of ‘selling’ his or her share of the business
            to the junior partners. Far from being grateful for the opportunity, many junior partners in these circumstances argue that
            their retiring senior partner is trying to have his cake and eat it. If his personal role has been so considerable, it and
            its value will leave with him on his retirement. He cannot have it both ways: if he stays he is of value and will earn well;
            if he goes he will enjoy his retirement, but he will not earn, and will not be rewarded for any ‘value’ left behind in the
            business because there will not be much. 
         In essence, therefore, most partnerships are not mechanisms for aggregating value, they are mechanisms for distributing income.
            The most significant financial capital that is needed in many partnerships is working capital: capital is not needed to finance
            assets, and surplus financial capital does not find it so easy to earn a return, which again has implications for stakeholders
            who define their objectives in purely financial terms, and the governance frameworks that surround them. 
         

      A case in point in recent years, which illustrates how the partnership model and the relationship between partners, the business
            and financial stakeholders work, has been the ‘consolidator’ phenomenon in the accountancy industry. Accountancy is a profitable
            industry, and financiers have circled it for years wondering how to get a piece of the action – or rather, imagining that
            there is some action that it would be interesting to get a piece of without having to worry about the perils of owner-management;
            after all, a partnership that makes money, and that is so inherently scalable (just add more people who are good enough to
            find new clients) is surely a decent investment proposition. In the past few years financiers have been spinning the wheels
            on just such a model. The thinking has had a defensible logic: create a business vehicle;  list it on the stock market, and
            use the money raised to buy up smaller practices around the country. Smaller practices are constrained by lack of resources;
            membership of a bigger, better-financed entity would give them reach and resource that would otherwise be unobtainable. Furthermore,
            partnership capital is ‘illiquid’ – you cannot realise it until you retire, and then you have to find someone willing to finance
            the withdrawal of your capital. This inevitably will be existing partners or individuals promoted to the partnership to fill
            your chair, but neither might leap at the opportunity. If you are close to retirement, faced with limited alternatives, you
            might be tempted by the opportunity to exchange your partnership for cash and marketable shares in a listed entity. 
         

      The proposition was attractive enough for a while for a lot of partners with management roles in accountancy practices to
            be worried for their futures. Numerica, with Levy Gee as its largest member firm and ‘base tenant’, raised £25 million on
            the markets and set about acquiring and consolidating smaller practices around the country. But the wheel turned. After a
            bumpy ride, Numerica itself was swallowed up by a bigger spider, Vantis, another of the consolidators. 
         

      Tenon, the first of the consolidators onto the London Stock Exchange’s Alternative Investment Market (AIM) in March 2000,
            announced plans to go private again in 2005 – hardly an endorsement of the consolidator model; the plans were subsequently
            abandoned amid rumours that debt levels were likely to frighten off potential investors. In Australia things have turned out
            even worse, consolidators Harts Australasia and Stockford collapsed in 2001, and Garrisons Accounting Group was placed in
            administration in 2003.
         

      Why the difficulties – particularly given the undoubted profitability of the industry as a whole? Some partners, now directors
            or other types of employee in a listed entity, take the view with hindsight that they were sold a pup. The share  options
            that many of them took (rather than free equity or cash) tied them in rather than offered them realisable value. 
          Even those holding real paper were obliged to watch it decline in value as the consolidators failed to make an impression
            on new investors. The model was troubled for other reasons. Key decision takers in partnerships often tend to be partners
            relatively close to retirement; but the partners on whom future business depends are often younger partners, whose earning
            potential continues to be tied up with the future of the business. Unsurprisingly, some consolidator deals were made by older
            partners who took the money and looked forward to imminent retirement, but the partners who were left to do the work were
            left also with the prospect of having to share their returns with financial stakeholders.
         

      Some have defined the problem as old partners retiring unfairly at the expense of junior partners, but it goes further than
            that, as firms look to recruit junior staff into the bottom of a machine that ultimately depends for its success on its ability
            to develop senior staff and partners in the future. 
          Why join a practice where the future earnings potential is reduced? We come back to the notion that partnerships of knowledge-management
            professionals are mechanisms for sharing income, not mechanisms for accumulating value. 
         

      Another reason, perhaps, why the key decision takers in firms selling to consolidators might have been so minded to sell was
            that their level of income had not been sufficient to support their expectations. For them, the consolidator model was a ticket
            out: for the consolidator, the model had the effect of attracting firms that had not been successful enough to realise their
            ambitions on their own. And they have ended up with senior staff frustrated at sharing business returns with financial stakeholders,
            and being obliged to comply with governance mechanisms designed for the world of publicly listed corporations.
         

      Of course, the professions are changing, and there are aspects of legal, accounting and other services that can be separated
            out, productised, externally financed and run using the remote external shareholder and manager model that works in other
            industries – the growth of legal outsourcing shows this. But in general terms you cannot just take a partnership in a knowledge
            industry and squeeze it into a management structure driven by the demands of PLCs. The dynamics – certainly the financial
            dynamics – in knowledge-based professional organisations are different from those in other industries. And the governance
            structures that suit are likely to take a different form. But governance structures are just as important. The key difference
            that needs accounting for is that the lever that influences the shape of the governance regime in knowledge-based partnerships
            is people; in PLCs it is money – money usually contributed by individuals who are remote from the organisations in which they
            invest, or by institutions which are in effect just a mechanism for removing the ultimate investor – the pensioner or endowment
            policy holder – even further from the businesses in which they invest. In partnerships, it is people, not money, that talks.
         

      Social enterprises 

      There are, of course, organisations that are only too proud of the distance they put between their objectives and shareholder
            interest as a motive. ‘Not-for-profit’ is another of those labels, like ‘chief executive’, that have been imported from America.
            As a title, ‘not-for-profit’ clearly states that the number one objective of organisations of this sort is not to make money
            in the form of profit, and by implication it suggests that the chief beneficiaries are not shareholders. Typically the label
            is used by a range of organisations, including  charities (registered or otherwise), social enterprises, clubs, educational
            establishments, and industrial and provident societies. Many if not most of these organisations do not have shareholders at
            all, but they certainly have governance issues that need addressing.
         

      Of course, the label ‘not-for-profit’ is misleading. Such organisations do have to find money from somewhere otherwise they
            will not exist. Money is the lifeblood of a not-for-profit just as it is the lifeblood of a ‘for-profit’ corporation. 
          In fact, of course, many not-for-profits do make ‘surpluses’, and the money they make will be applied to the objects of the
            enterprise rather than divvied up among shareholders. 
          Perhaps a more realistic title, and the one gaining much currency, is ‘social enterprise’. A social enterprise, according
            to the UK government, is essentially any organisation with primarily social objectives whose surpluses are principally reinvested
            for that purpose in the business or in the community, rather than being driven by the need to maximise profit for shareholders
            and owners. As the government itself notes:
         

      Social enterprises tackle a wide range of social and environmental issues and operate in all parts of the economy. By using
            business solutions to achieve public good, the Government believes that social enterprises have a distinct and valuable role
            to play in helping create a strong, sustainable and socially inclusive economy. Social enterprises are diverse. They include
            local community enterprises, social firms, mutual organisations such as co-operatives, and large-scale organisations operating
            nationally or internationally.
         
        There is no single legal model for social enterprise. They include companies limited by guarantee, industrial and provident
            societies, and companies limited by shares; some organisations are unincorporated and others are registered charities. 
         17
      

      It is a mistake to assume that social enterprises, therefore, are not interested in money – or, indeed, that they do not have
            much of it. It is also a mistake to assume that such organisations do not have governance needs, albeit those they do have
            are different from those presumed by the Combined Code.
         

      Social enterprises, though they do indeed include within their number many organisations that survive hand-to-mouth from one
            week to the next, also include institutions with balance sheets worth many millions. Their financial resources might be the
            consequence of centuries of stewardship. New College, Oxford was founded in 1379 and benefits from, and is responsible for,
            the safeguarding of the funds initially left to it by its founder William Wykeham, and supplemented since, and applied to
            the objectives of a college of academics and students within the framework of the University of Oxford. By contrast, within
            weeks of the earthquake and the ensuing tsunami centred on Bandeh Aceh in Indonesia on Boxing Day, 2004, charities were overwhelmed
            with millions of pounds of funds sent from around the world in response to the requests for relief – funds intended to be
            put at the disposal of the victims of the disaster and those wishing to help them. The victims were numbered in millions,
            presented thousands of different, often urgent, problems in dozens of different languages and legal jurisdictions. 
          The organisations looking to help were in the hundreds, all with different styles and cultures, aims and objectives, seeking
            to support, complement and compete with each other. All this presented a governance challenge of the first order, particularly
            in the way the organisations related to each other – a challenge that would have tested the largest organisation on the planet.
         

      Social enterprises have been increasingly subject to their own forms of specialist governance that suit their own special
            objectives. Charities in particular are closely regulated by the Charity Commission as to the way in which they manage their
            finances, and the Charity Commission’s guidance and regulatory notes include many on financial stewardship, investment practice,
            accounting rules and regulations, how charities may deploy their assets, their reserves (too big or too small), the management
            of commercial subsidiaries and so forth. Social enterprises of all kinds anxiously measure how much of their income they allocate
            to administration, keen to demonstrate how they maximise the resources they devote to their ultimate objectives.
         

      The ability of charities to conduct commercial activity is one of those matters the regulators take a keen interest in, with
            important consequences for governance. While charities may trade more or less freely in pursuit of their charitable objectives,
            there are restrictions on engaging in trades the objective of which is to generate funds for the charity. This might seem
            to defy common sense, but the real issues are to prevent charities taking advantage of the tax advantages that they benefit
            from for competitive gain, and putting at risk assets that in reality are supposed to be reserved for charitable activity.
            That a charity shop might benefit from subsidised rates will occasionally seem a little unfair to the small commercial shop
            next door.
         

      Charities find ways of working with the regulations in pursuit of their objectives, usually by trading through a subsidiary,
            which then transfers its profits to its parent charity. 
         Trading subsidiaries may make donations to their parent charity as Gift Aid, so reducing tax liability on the profits of the
            subsidiary. But running trading subsidiaries involves additional management and costs – and additional governance pressures.
            There is an inherent tension between the duties of a trustee running the parent charity, and the duties of a director responsible
            for a subsidiary company established for trading  purposes. As one of the Charity Commission’s publications makes clear:
         

      Trustees of charities with one or more trading subsidiaries need to be aware of their responsibilities. 
        In particular they need to remember, in all decisions made in regard to a trading subsidiary, that the interests of the charity
            are paramount. The interests of a trading subsidiary, its directors, creditors or employees, must all be secondary to those
            of the charity. This is because the purpose of using a trading subsidiary is to benefit the charity in some way, for example
            to protect the charity’s assets from the risks of trading, or to increase the level of financial return to the charity by
            saving tax. If the charity’s assets are employed or put at risk for the benefit of the subsidiary, or its directors, creditors
            or employees, then that purpose is frustrated. In such cases, the trustees of the charity may be personally liable for any
            loss of, or decline in value of, the charity’s assets.18 
         
      

      The Charity Commission understandably presents the dilemma from the trustees’ point of view, but it is a dilemma nonetheless.
            It is possible to envisage scenarios under which the legitimate concerns of the trustees of the charity clash with the legitimate
            concerns of the directors of the subsidiary, and there are many instances in which tensions arise in charitable organisations
            between trustees and subsidiary directors. 
         

      The increasing interest in not-for-profits and the blurring of the distinction between organisations that are out to make
            money and organisations that are created to serve a different purpose have led to an interest in new forms and structures.
            One such vehicle in the UK is the Community Interest Company (CIC), introduced under the Community Interest Act of 2004. A
            CIC is a type of limited company, designed for social enterprises that want to use their profits and assets for the public
            good.
         

      Charities, as noted, are subject to tight regulation, certainly when it comes to commercial activity and the distribution
            of earnings. In return, charities benefit from tax advantages. A CIC is not allowed to be registered as a charity, though
            a charity will be allowed to own a CIC, just as a charity can also own a trading subsidiary. A CIC, on the other hand, is
            much more lightly regulated than a charity. For example, trustees of a charity may only be paid where the constitution contains
            such a power and it can be considered to be in the best interests of the charity. In practice this is rare. The founder of
            a social enterprise – an entrepreneur with philanthropic intentions, for example – who nonetheless wishes to be paid cannot
            be on the board of a charity and must give up ultimate control of the organisation to a volunteer board, which she might well
            find unacceptable. This restriction does not apply to CICs, which should therefore find favour with the new breed of individuals
            who style themselves ‘social entrepreneurs’. Furthermore, the definition of ‘community interest’ that applies to CICs is much
            wider than the ‘public interest’ test for charity. Indeed, a CIC can be established for any lawful purpose as long as it is
            carried on for the benefit of the community, and is not a political party or created to support a political party. On the
            other hand, although CICs will benefit from the credibility that comes with not-for-profit status, they will not receive the
            same tax benefits as registered charities.
         

      More importantly, CICs are limited companies, and may be set up either as private companies with shareholders, companies limited
            by guarantee, or as PLCs. CICs will be able to pay their shareholders dividends, so long as they comply with certain ‘caps’
            and restrictions. Despite these, CICs thus have access to an important source of finance (share capital) additional to the
            sources social enterprises have benefited from over the years, and though CICs themselves do not have many  tax benefits,
            investors in CICs can and will probably continue to be able to benefit from some tax concessions. CICs can also establish
            and own ‘normal’ subsidiaries without any of the restrictions on equity that apply to CICs themselves, thus allowing them
            some facility for setting up and financing ventures that need the benefit of normal risk finance.
         

      Although the regulatory environment for CICs is much lighter than that for charities, CICs are still required to report annually
            to their own regulator. Included in their annual reports must be comments on how they have involved their stakeholders in
            their affairs. It is worth noting that, in addition to complying with the CIC regulations, a CIC is also a limited company
            and therefore subject to the same regulations and statutes as other limited companies. The advent of the CIC marks an interesting
            and important development in the management and governance of social enterprises.
         

      The governance challenges presented by and facing not-for-profits and social enterprises serve to illustrate that though money
            and ownership are important influences on the governance agenda, they are not the only ones. What is true for charities is
            also, to varying degrees, true for other organisations as well.
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