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CORPORATE GOVERNANCE

Note 1: Througheul this replyv the Committer is addressed in  the second
verson plural.

Note 2: References in pareuntheses are ligsted on page 16,

f”“\( T '\P» (\()\‘\ e

1.1 Public confidence in the business community has been badly dented by

some  recent  spectacular cases of business fatiure and  corporate  fraud.

Concern has been expressed in a number of quarters at what are perceived

by many to be excessive payv increases awarded by cerftain company directors
to  themselves. Your investigation into, and report upen, cerporate

governance are therefore most timelyv.

1.2 My first comment relates to a statement wade on page 5 of the report,
ramelyv, that "The Dbasic system of corporate governance in the UK is
sound”. This 1is an ambitious statement which dees not appear to be

supported by

[gN)

vidence at any point in the report. Such a statement inust,
unless  validated by extensive research, be a matter of opinion only. In
any  case  public  and investor confidence mav he severelv affected by
reports  of only a small musber of cases of poor corporate governance and
the propesition that the wajority of companies are soundly constituted and
sensibly run mayv be, however unfairly, ignored.

1.3 The whole repert is based upon the one confident assertion that the
svstem is basicallv sound. This assumption is, of course, convenient as it
avoids  the npecessity of considering radical changes. The <series of
proposals which vou have put forward will demand verv 1ittle in the wav of
radical action from mest companies. T will, in the course of this reply

Lo vour report, make some comments upon the detailed recommendations, but

all that [ have to sav must be viewad in ihe Tighi  of mv  considerable

doubt  that  your fundamenial assumption on the  soundness  of  corporate

governance stands ap to scrutiny.

I My commwents will principally relate to the recommendations yvou have

made in sections 4 and 5 of your report.
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emphasises the key role of directors., Para 4.3 starts

The

report

" the Tboard's action and

to

cLall directors  are

equally responsible tor

derisionsg”. Ar uo point is it made clear whom they should  he

divectors have A4

t 8

posponsible.  In law, of course, the position is clear;

responsibility  to the shareholders who appoint them, and the company

euplove  them. [ feel that veur commitice conld have provided an

whid ol

158

as

ideal forum for discussion of wmore fundamental questions such

RS

o]

* wWhich interest groups should companies servel
* Are companies responsible only or mainly to their shareholders?

* To whom should directors be responsible?

Earlier in the report at para 2.6 there is a hint of a wider

responsibility:  “Although the reports of directors are addressed to the

that
the

It is a pity

the report did not develep this idea further, and look Dbeyond

ionship of directors and

')

shareholders. UK companies are often accused

bevond short~term goals, and indeed a short-termist

approach on the part of directors is entirelv understandable when their
performance  is judged wainly by whether or not thev have produced a high

increased dividend for the shareholders, need to

We urgently
problem of the pursuit of short—ferm goals at {he expense of

clear and heneficial long-term strategies. There is unlikely to Le a

to the cshort-termist untess  the formal

genuine approach

responsibilities of directors are considerabiv widened to include Tbroader
social responsiblities. 1€ directors are encouraged to take account of the

broader iwplications for other interest groups when making decisions then

the sreto

o

rorporate r more likelv Lo produce

nltimately in the he of society and the

2.2 Non—executi

directors

The report dwells at length upon the

lwproving  corporate  governance, worth,

1‘.’ i
detail upon Tt

of

the non—executive,

therefore,

The report includes a npumber of cobservations

decisions  which act

poonomy as a whole.

role of the non—executive director in

commenting  In

e of vour recommendalions designed to enhance the position

upon
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the qualities of a non-executive; a key quality referred to more than once
io ipdenendence of judgement". Independence i a quality of mind which

it would seem best

wev be absent  In individuals who on the

4

trge ., However, 1t would

qualified to provide it. The converse may also he
coem sensible o provide some ground rules for determining who is eligible
i aarve in this twportant capacity, and so it is encouraging to o osee  in
the repart  soge  guidelines heing  set  as to soceptable  modes of
reamuneration. 1 agree therefore with your view, expressed in paras  4.10,
that nep—executives should not participate iv share option  schemes, and
that their <ervice should be non-pensionable. I mnote with interest,
"

‘hough,  that  vou <o not o far as to

&}

a ommend  this  appreach, bul

e}

merely "regard it as good practice”. T wonder why vou felt unable to go sc

far as to recommend this?

2.3 Financial interests of non—executive directors

Also, T take issue with vour recommendation in para 4.9:

s

ve  recommend, Therefore, that the majority of non—executives on a  hoard

should be independent and free of any business or fipancial connection

#

with the company apart from their fees, or their shareholding (my

T do not dispute vour view that non—executive directors should receive
adequate pavment for their services, but T am concerned about the threat

to independence which a shareholding Fxternal auditors are

specifically precluded by professional ethics rules  from holding anv
ient company:

"y gember’s  ohjectivity may be threateued or appear to be threatened
where he or she holds a beneficial investment in the shares or sther forws
of investment in a company upen which the practice reporits” (1). Such
sharcholdings are clearly seen as a threat 1o independence.,

T think there is¢ a grave risk that the independence of non-execubive

thev  held  shares  in the

directors  would e similarly  threatened if
company. A sharebolding to my mind is a "hueiness or financial connection

with the compapyv™.

The difficulty  lLere, as elsewhere in vour recommendations lies in the

ambionuous position of nop-executive directors. The report, as vou point

4
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out in para. 4.6 emphasises the contrel fupnctien of non-executive
directors, bul vou also point out that their primary role should be one of
contributing to the leadershiv of the company. These roles mav often

conflict, and it is probably unrealistic in manv practical c¢ircumstances

to expect individualas to alternate between them.

2.4 Separation of the roles of chief executive and chairman

I think it is correct to sayv that the role of chairman should be separated
from that of the chief executive. Your recommendation in para. 4.6 1is,
however, too timid. It allows any chief executive who so wishes to take on
the role of chairman as well without breaking the Code of Best Practice.
It vou believe that the roles should be separate then T think vou should
make that recommendation, and not water it down to the point where it
becomes  largelv weaningless. The recommendation should ideallv go even
further; a non-executive chairman, and indeed anv non-executive, is likelyv
to be wore effective and have greater independence if he has not Theen
eiploved  in an executive capacity within the company. A similar view is
expressed in the Institutional Shareholders® Committee publication on the

role of directors (2).

2.5 Selection of non-evecutive directors

(V]
D
—
<

ection of non-executive directors poses another set of problems. The

validity  cof practically all vour recommendations hinges upon the quality
of  the non-executive directors. The report has a great deal to say ahout
selection procedures and how formal processes should be set un  within a

company to ensure that the procedure reinforces independence. It is

interesting that {he report makes it clear that the hoard is respensibile

in fact, if not strictlv in law, for appointing directors. There i< 1o

referepce  in paras 4.1% and 4.14 to the role of shareholders; it is

1l

assumed, and  stated, that the responsibility to appoint is that of the

hoard.

A pressing  question, which the report does not fully examine 1is this:

where are all these good quality independent non-executive directors to

coe from? The supply will need to be increased hv a considerable margin.

-

Some  companies, iyn order to comply with the code of practice, will be

appointing non-execs for the first time; others may need to appoint wmore.

Ut
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Sipr  Adrian Cadbury bas been quoted as saying that the dayvs of multiple
directorships are over, and if this were io be the case then a number of

companies would be looking for new non—execubives.

It is interesting in this context to look at the PRO XED vablications. PRO

- 1 : et N
who are interestied Gn taking 0N

i

NED kenps  a  register o people

ron-exvecutive directorships. The organisation’s publiciiy material states

{he Tollowing criteria for applicants:

"Those people with an interest in joining the register need to be able to
demionetrate an  all round business experience and a first olass track

record, vpreferably gained as a result of serving on the board of a

(

publicly quoted company. New entrants are not normally accepted bhelow the

age of 45 or above the age of 60".

Although vour report is not so precise as this, it seems likelv that these
are the criteria which it had in wind; not only were the PRO NED
publications consulted, but

Chairman of PRO NED, would be

lso of course, Sir Adrian Cadbury as the

v t

—_—

o
[g3]

ik endorse their recommendations.

o

the pool of talent quite

However, there is surelyv a danger in restricting
so  much. Surely applicants with commensurate experience in  other fields
should he not onlv considered but also activelv encouraged? Arguably,
directors of other ples may not in fact bring a sufficiently open mind to
the problems thev confront as non-executive directors of other companies.
There 1is, 1 think, a good case to be wade for companies considering
applicants from nen—traditonal sources. PRO NED's criteria would tend to

encourage the perpetuation of a certain tvps of individual, who  cannot

v he said to represent a range of shades of opinien. Widening the

criteria to allow in non-traditional applicants wonld of course censtitute
a relativelv high risk policv, The risks might he as follows:

< Sueh individuals might not have the appropriate level of  knowledge

of business affairs
« They might be reluctant to become invelved in conflicts relating,
sav, to financial statements presentation

*

The prestise of the position might make them reluctant to take any

bl

course of actjon which might endanger it

6
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These risks could be overcome Dy appropriate  training of suitable

individuals.

Ethical standerds
Para  4.27 deals very brieflv with onint of great immortance; the ethical
approach of the business. 1f corporate governance 35 to he haaed in the UK
1

largelv upon  a veluntery cade of

L

wactice, it becomes particularly

et

important that directors should be clear as to their ethica

—

responsibilities. The price of failure fo adopt high ethical standards may
he very high indeed; the costs +o investors, emploveses and  sociely in
general may have to be wet for many vears. A timely waruing has been

delivered recentlv in a US context (3):

"Tf directors fail to respond, it 1is clear that....governments...will
legislate ethics at the expense of corporate freedom and common sense. It
hoards fail to beceome more active on ethical issues it’s possible  the
present system of corporate governance itseif will TDe altered hy an

enraged public. The corporation may lose control of director selection”.

This warning , I think, should be heeded in  the UK toeo. Effective
corporate governance wmust have at its heart an ethical approach 1o
business dealings. Establishing this approach throughout companies will
not bhe easy: it involves a massive change in cultare; a revelution in
thinking which ic hard to envisage in a UK context., T think vour report
chould examine the whole question of business ethics much more thoroughly,
and  should suggest wavs in which companies tould improve their ethical
standards. Your emphasis in para 4.23 is all wrong; you suggest by this

wording that only ewplovees need to he instructed in ethical  standards.

act the process amst start at the top with the board ilself.

i

whereas in
Fthical approaches to decision-making must permcate  the whole of
caorporation’s culture.

2.7 Audit commitic

The recommendations vou make on the subject of andit committees are
sensible  and include wany good features. However, the success or failure

of the committee rests entirely upen the quality of its non—-executive

7
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directors, and so all the doubts T have already expressed about the

quality of such directors are directly relevant here. The frend {fcwards
having an auvdit committee is well-established, albeit fairly recently, in

the UK. It is probably too early to sayv whether or not  these committees

can  wmake a2 significant  contribution te  Jmprovenents in corporate

governancea.,

rnal audif

'D

Your veport has  been the target of criticism from the Institute of
Internal Auditors, on the grounds fthat insufficient prominence is given to
the role  of  the internal auwditor in centinueus, as opposed  to

intermittent, moniteoring of internal controis. Your report largely ignores

o
=

the npotentially very useful resource of internal audit. Other wmodels

4

erms of reference for an audit committee would place greater emphasis  on
the liaison with internal audit, e.g. March and Powell 1989(4)

i Remuneration

Im para 4.32 you state that the overriding principle in respect of

directors remuneration 1is that of openness. 1 would dispute  this

statement, and suggest instead that fairness wight reascnably  he
considered  the  most significant princinle in respect of  board

remuneration. Directors are entitled to be remunerated in a fair and
equitable manner, having regard to performance and to warket conditions.
There has been much protest in recent times as ta the large pav  increases
awarded to certain directors: oprotest has come frow sharehelders,
enpioyees, the press and certain sections of the political establishment.
Whilst, selatively speaking, the issue of hoard remuperation wav  be
regarded  as a4 minor consideration in the improvement of nnrporﬂfe

)

O
[N}

governance, it caryies a high profile. A report in The Guardian (24
. . .
ghlights this point:

"Boots  and  Reed Intermaticnal fuelled the cont roversy  over  top

directors’  pav  when thev revesled huge increanses vesterdav

RS

i the

1
il

rewards  for their chief executives. The presence an Boots' board of

T

Reed chaivman Peter Davis will also add to criticisms that there is a
cosy club of non-executive directprs who approve each other’s nay.
Rightly or wropgly, this represents a common public perception  of  hoard

remutieration.  Your recommendations in this area, I suggest, are unlikely
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to result in any significant change iun this perception.

You suggest in para. 4.32 that the principle of  openness demands  that
tsharebolders are entitled to 4 complete disclosme and  explanation  of

directors’ oresent  and  future bepefite. "0 T quite agres with this

. : b - = P SN .
PEocurious commendation failzs Lo

statewent, and therefopre {ind

achiove "complete disclosure and explapation.” If full disclosure is to he
acliieved  then the remuneration of cach divector, split inte  salary  and

performance-related elements, should be stated in the accounmte.  Flsewhere

in  the report vou have recommended amendment

the Companies Acts: the

amendment required in this case would be fairly straightforward.

2.10 The Board - Conclusicus

I commented above (para 2.3) on the potential conflict of interest which
ryists  for non-executive directore hetween itheir Ieadership role, which

voun see as primary, and their function as woniters of the chief execulive

and  of board performance in genes I +hink that the 4wo roles are

ultimately irreconcilable, and that if an effective control over executive

—

hoard  members’  activities is to be operated a means must  bhe found of
separating leadership and control. wallv thic may mean implementing a
twae  tier beard structure wmodelled, perhaps, upon one of the European
examples. Some commentators have suggested., <ince the publication of the
draft report, that the committee should take its approach to the logical
conclusion and recommend a two tier board structure. T hope that you will
consider this suggestion fully in the course of producing the final

version of vour repoert.

Your report could have, and in mv opinion shoe

uld have, explored much more

fully issues relating to directors’ responsibilities for corporate ethics,

=]

and to the role of internal audit in improving corporate governance,
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3. AUDITING

You S
ERLEE SIS B P AR AL

providing  other
halanced juderment on this gquesilon
produced by audit  firms. If audit  firms were required to produce
seomental basis, it wight be possible to

seneral terms as  "losgs

i

are being used
to ascertain the extent of cress

difficult to judge whether or not audit

Aivityv. One possibie argument against
prohibition of provision of other services is that firms of accountants
miohi Yend to withdraw from the auditing market, and thus raduce consumer
choice  even further than it has alreadv been reduced. For this reason

apongst many others audit firms should be required, notwithstandi

pe¢ their
status as partnerships, to publish the same degree of detailed financial
information as do Limited companies.

The arcuments for prohibition of other servi convincing, apd I hope

that vou will reconsider the matter.

-

¥
b

3.2 Disclosure of fees for non-audit w

uire a company to disclase by way of

Company law was euvepded in 1991 fo re
aote to ite aceounts the remuneraticn of ite anditors for non—awdit  work

am unclear as  lo  what VO

vt esg] aurt dnring The  vear {73
T s nrrang 1 Vieal

recomnmendation iv para. 3,11 intends {0 add te this statutory roecgyirement |

nn of avditor 1

This recommendation is unecontroversial in the sense that it is  already
heing  actively considered by the ICAEW and by tThe major auditing  firms.
ite  adoption mav have some positive henefit in the case of thoge andits

where the audit partpner’s ind

o

pendence is in some degree compromised,

10
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hecause of long association with a company. Howaever, it has been correctly
nointed out from within the profession that rotation of audit  partners
vends to oceur paturallv in anv case. The peer review procedures which are

tvpically adopted in major auditing firms should in any event be rapable

nf  identifving and rectifving

thoce instapces where an audit paritner  has

Allowed hig independence to he compromised. Your recommendation, then, 1s
anremaricahle  in substance,  and tends to sbscwre  the absence  of  more

radical proposals.

3.4 Auditors' responsibilityv in relation to the reporting of fraud

You oprovide a very fair assessment (paras. 53.24 to 5.27) of the

difficulties faced by the external auditoer with repect to the detection of

T
=
g\

sud. It would be wrealistic to place upon auditors the responsibility
of detecting all material fraud, even though the imposition of this

responsibility  would apparently coniribute to closing the expectations

gan. The external auditor cperates under severe time constraints imposed

by economic pressures. Such pressures will not he abated whilst the
function of external audit continues to be fulfilled by private sector
firms. A verv surprising omission from vour discussion of fraud detection
is the consideration of the contribution which mayv be made by internal
audit to fraud detection. Internal auditors are far more likely in most

circumstances to detect material fraud: thev are also better placed to
prevent its occurrence ir the first place. If, however, they are 1o

serform  this function effectively they wust be guaranteed as much
\, r

independence as possible. Your commitiee could do wuch to strengthen their

independence by fullv recogn

tance, and by recommending

means of  dmproving  their tines of  communicaticn within

companies. Reproce he andit committee would help to

T T
orovide guch i

mprovement .,

Your recommendation in pera.3.28 would provide external auditors with
statutory protection against an action for breach of duty if thev report

fraud to apprepriate investigatoryv authorities. This recompendation  will

strencsthen the nosition of the eviernal auditor and is 1o bhe welcomed.

oy
—



CORPORATE GOVERNANCE

1
1

1t

here  1s certainly a difficulty in ascribing a wider role to  external
awditors  which reguires them to detect $11egal acts hy olients. It would

he anreasonable o expect the requisite degree of expertise. However, it

itors to have  extensive

Ll

ts not o oat o all wmreasonable o axdect internal aud
experience of legal requirements in the particalar indusicy in which they
are cmploved.  This  is another area where vou appear not Lo have even

considered the verv valuable contribution which can he made by a properly

constituted internal audit function.

3.6 Auditors®' liability

Appenddix 4 succeeds in summarising very succinctiy the facts of the Caparo
case and the lssues which it raised. The problem of auditors’ liability is
net  one  which vou could very well have avoided in the course of a
congidered discassion of the expectations gap; bowever, it is a problem of
such magnitude and significance that it might well be considered to wmerit
a compietely separate investigation. Your conclusion is, essentiallv, to
tet  the matter rest in its present extremely unsatisfactory state. I

this supipe solution is against the beslt interests

itors themselves. Defence

of  all parties, including firms of extermal a

against  liability claims in court is mot an activitv which occupies a
great  part  of audit firms' resources, becauvse so few cases ever reach
court. In  consequence, the body of case law is not replenished with
sufficient frequency 1o allow a confident prediction of the outcome of
Hability claims. Auditors must, therefore, devote considerable  and
expensive efforts to arriving at out-of-court settlements, and attempting
to minimice adverse publicity and the damage to the firm's reputation.

Sharehelders  and other parties interested in annual reports have, part iy
as a result of the Caparo decision, been left in conciderable doubt as  to
the value and reliability of published financial statements aud the andit
report thev carvy. Unless the problem of auditors’ 1iahilityv is resolved

doubt and uncertainty will persigt.

o

it is beyond the scope of vour commitiee to fully consider and deal
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with this watter I think that vou wmust at least suggest some mechanism for

doing so.

3.7 Auditing = conclusions

The problems relating to anditors’ objectivity which you identifyv in para.
5.3 could be tackled by means of adopting far more radical solutions  than
vou  have apparentlyv considered - a5 von are no doubt well aware. Mepv  of
the remedies vou do discuss are alreadv in the process of  implementation

bv the professional and regulatory bodies, and so Section 3 of veur report

=
—
T
]
b
i
=
e
-
"3
~
f—
-t w
_~
e
—
%
.
-
-
-
T
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o)
—

proves  upon  clese examination to be

innovative wmeagures,

T hope that vou will consider the following matters before finalising vour

report:

Internal audit

*  Improving the status and independence of intermal auditors within

compan

—ie
T

..

S

* Strengthening lines of communication between internal auditors and
audit comnmittees;

ng the contribution which can be made to improvements in

* Reconsider the question of "quarantining” audit from other services

JURY
v

of the Caparo case and  suggest  a
mechanisy  for  clarifving, and redefining if necessary, the

imitatione of

—
(oS
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4. LEGISLATION OR SELF-REGULATION?

4.1 Your report has been much cyiticised in the press for its failure to
hase recommendations  Tor improvements in corporate governance upon new
legisiation. For example:
"Following Guinnecs, Maxwell, Peliv Peck, Barlow Clowes and BCCI, it
is  little short of laughable that anvhody coubd propose o volunlary
code  of cood cenduct as a solntion to wvast  abuses of  rcorporate
nower, " (6)
It is easv te overlook the fact that in some of the examples cited above
laws were breached. Those individuals or companies which would break a
voluntary code of conduct would not necessarily stop short at breaking the
law. Some of the cases recently brought by the Serious Fraud Office have
proven that, even where legislation exists, it can be extraordinarily
difficult, and expensive, to gain a conviction. The difficalties seen
often to lie as much in the process of obtaining justice as in the laws

themselves,

,,4
<
e
)
w
-+
-

v
=
jo

On  the other hand, it is difficult to envisage a company being de

for failing to comply with the Code of Best Practice. It is wore Jikely

‘

that the threat of adverse publicity would deter companies from ton
flagrantly breaching the code, and it remains to be seen how potent a
threat that is in practice.

On balance 1 feel +that it is desirable, where possible, to avoid

-+

legislation. Where measures are implemented by means of legislation it is
all too easy for companies to obey the letter but not the spirit of the

law. Generally, I cencur with Prefessor Brown's view:

Iy

‘Increased regulation would be a maior expense and inconvenience for

the "good and well behaved” companies:

o

16 svstem would stij]l he

and 1
all too esasv te manipulate by those who set out to be deliberately
“had" V"7

However, such a view of the legisiation/self-reculation dehate RS

sustaiuahle  only  where conscienticus efforts are made to  ensure that

self-regulation does net hecome an cxcuse for  inactivity.,  Your report
should be seen as only the beginning of a Jengthy and possibly permanent

process which will invelve frequent review of progress and compliance. [

14
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legislative methods prove to be the onlv means of ensuring compliance they

must be used,

b

CONCL.

1 In owv renly T have concentrated mainly upon areas where T wish to

offer some  criticism, and where T feel sufficiently well-i informed 1o

comment .  In  general 1 helieve that veu deserve commendation for having

[}

wlerdiaken the project, and also for the clear English in  which vour

report ig written,

bt

=

~

.2 Mv principal criticisms of the report relate to the following points:

*

Failure to address the conceptual gquestions underlyving corporate
3 4 . E=3

u‘ i

governance, examples of whicrh [ have listed in 2.1 above.

* Non—executive directors. I believe that the control or supervisory
function which vou envisage for non—executive  directors is

incompatible with their role in providing strategic leadershivp for
their companies. You have not addressed this problem, principally, 1

suspect, because the legical solution to it (i.e. the separation of
boards of directors into two distinct parts) 1s perceived as
unpalatable.

s Attributes of nom—executive directors. Your recommendations do  not
provide sufficiently for genuinely independent non-executives, nor do
they address the problem of how to recruit and train individuals from
non~traditional sources

* Fthical issues. Your report looks only very brieflyv at ethical
matters. An examination of ethical implications must surelv lie at
the heart of anv attempt to improve corporate governance.

x  Ipternal audit. Your report fails almost completely to recognise

the valuable resource of intermal audit.

1wl the reperi provides an  excellent

(g

e raised by the Caparo case, it nliimatels avoids

summary of the i

Feli'« ol e vet e g P e 3 - N R s
affering anv solution to a peremial problom.

hope that this replv wiil mrove useful to vou in your deliberations, aund

wish vou success in vour endeavours.
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