CORPORATE GOVERNANCE

Masters of Commerce & Strategic Management in Corporate Governance

Module Outline

1.
2.
PART ONE – Definitions, history and concepts

2.1.
Definitions



a.
What is Corporate Governance?



b.
What is a company?



c.
What is a business?


2.2.
Sources of Corporate Governance
Basically two, law – divided into common law and statutory) and best practice codes, e.g. King I, II and III.


2.2.
History and Evolution of Corporate Governance – a country specific approach


a.
In the United Kingdom



b.
In the USA



c.
In Germany



d.
In India



e.
In South Africa



f.
In Zimbabwe


2.3.
International Aspects of Corporate Governance
a.
Principles for Corporate Governance in the Commonwealth – CACG Guidelines

b.
Organization for Economic Cooperation and Development (“OECD”) - Principles of corporate governance, 

c.
Guidelines on corporate governance by the Institute of Chartered Secretaries and Administrators – for directors and company secretaries.


2.4.
Approaches to Corporate Governance


a.
Shareholder value approach



b.
Stakeholder value approach



c.
The enlightened shareholder value approach



d.
The integrated approach 



e.
“Which approach is Ideal?”


2.5.
Core concepts of Corporate Governance


a.
Openness



b.
Honesty



c.
Transparency



d.
Independence



e.
Accountability



f.
Responsibility



g.
Fairness



h.
Reputation



i.
Sustainability



j.
Ethics



k.
Stakeholder interfacing



l.
Good board practices



m.
Control environment



n.
Board commitment

3.
PART TWO - 
Governance issues of entities

Corporate Governance parties

3.1.
The business entity or company

3.2.
The directors

· Types of directors

· Roles, responsibilities and duties of directors.

· Consequences of deviant director behavior

· Director selection, training, remuneration and removal


3.3.
The Board

· Composition

· Relationship with Management

· Role of Board Committees

· Role of CEO/MD

· Role of Chairman

· Role of Company Secretary

· Board evaluation for effectiveness


3.4.
The shareholders

· Their rights and duties

· Shareholder activism – its scope - is there need for control?

3.5.
Other stakeholders

· Employees

· Customers

· Lender and other creditors

· Investment institutions

· General public – corporate social responsibility

4.
PART THREE - Control issues of Entities

Governance of risk

4.1.
Definition and types of risks


4.2.
Risk management and mapping 


4.3.
Risk mitigation and prevention


4.4.
Internal control systems


4.5.
Definition and role of internal auditor


4.6.
Definition and role of external auditor


4.7.
Auditor independence


4.8.
Composition and Role of Audit Committees (revisited)



Whistle blowing-scope and effectiveness of the concept

5.
PART FOUR
Corporate Governance, information and communication

5.1.
Governance of information technology

5.2
Integrated reporting and disclosure 


5.3.
Financial reporting – integrity of:

· Financial statements and audit reports

· Annual reports

5.4.
Stakeholder interface

6.
PART FIVE
Approach and Principles on Corporate Governance compliance and enforcement


6.1.
With laws, codes, rules and standards.


6.2.
Listing requirements

7.
CONCLUSION - Has the promise been delivered?
Has the aim of the module been achieved?  Feedback from students through candid and robust discussion encouraged.

8.
TIME ALLOCATION

Of the forty eight (48) contract hours:

· 44 hours will be allocated to formal lectures

· 4 hours in each of the two blocks will be allocated to class/group discussions and/or in-class tests.

9.
INDIVIDUAL & GROUP ASSIGNMENTS

Students are expected to submit one individual and one group well researched assignments for each block; (two individual and two group assignments in total).  Students will be given the topics at the beginning of each block.

10.
ASSESSMENT

In this module, students’ knowledge of the subject will be judged through continuous assessment in the form of individual and group assignments, including attending at least 33 of the 44 formal lectures (all of which account for 30% of the mark).  In addition, students are expected to answer four (4) out of five (5) questions (one case study, which is compulsory) in four (4) hours which account for 70% of the overall mark.

NB.
Failure to attend lectures and to submit assignment on or before due dates will disqualify defaulting students from writing examinations.
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PART ONE

Definitions, history and concepts.

1.
What is governance?
1.1.
Defining what is corporate governance must start by defining governance separately from corporate or company.
1.2.
The word governance comes from the Latin word “gubanare” which means “to steer”.

1.3.
The ordinary meaning of governance is “the manner of directing and controlling the actions and affairs of an entity.  
1.4.
Reduced to basics, governance is the exercise of powers and actions to achieve goals of an organizational entity.

1.5.
A company or organisational entity, be it private or public, or a statutory body, is a legal fiction.  It is a person defined as such by law.  Once formed, a company becomes a corporate citizen and enjoys independent existence from its owners.  Persons who direct and govern the business of a company are called directors and are generally elected by its owners called shareholders for private and public companies or the Government or line Minister for parastatal bodies.

1.6.
Organisational entities include schools, charities clubs, sporting bodies, state owned enterprises, trust associations of persons and incorporated entities such as companies, through to multinational organizations such as United Nations, World Bank and International Monetary Fund.

1.7.
In a democratic country, a government is the system through which powers are exercised and shared by the Legislature, Executive and the Judiciary with the goal of improving the quality of life for all citizens.

2.
What is corporate governance?
2.1.
Corporate Governance has variously been defined to mean:

a.
 “An internal system encompassing policies, processes and people, which serves the needs of shareholders and other stakeholders, by directing and controlling management activities, with good business savvy, objectivity, accountability and integrity.  Sound corporate governance is reliant on external market place commitment and legislation, plus a healthy board culture which safeguards policies and processes “by Gabrielle O’Donovan.

b.
A system through which powers are exercised and shared by different stakeholders and groups to ensure the achievement of the entity’s goals.

c.
Conscious, deliberate and sustained efforts by the corporate entity to strike a judicious balance between its own interests and those of various constituencies of the environment in which it is operating.

d.
All efforts to enhance the accountability of board members to shareholders and ethical efforts and fair play to achieve corporate success.  

2.2.
Distilled from the above definitions, Corporate Governance is therefore a system by which companies or entities are directed and controlled in order to achieve their goals.

2.3.
Professor and Judge Mervyn King in his book “The Corporate Citizen” (2006) at Page 2 loosely defined corporate governance as “… the governance of any entity”.

3.
Sources of Corporate Governance
· Three (3) sources for Corporate Governance exist:

· Law – common and legislation

· Best Practice Codes

· Books

Law 

· US adopted legislation in 2002 – Sarbanes Oxley Act and in Zimbabwe there are inter alia statutes creating parastatals; the Public Finance Management Act Cap 22:19 (“PFM” or “Cap 22:19”) and for ZEC the statutes listed in Paragraph 1 including the Companies Act, Cap 24:03 (“Cap 24:03”) apply.  Compliance with the law is compulsory.  Corporate governance premised on the law operates on a “comply or else” basis.

Codes
· Most developed countries and those in emerging markets have adopted best practice codes, e.g. Combined Code in the UK, Cromme Code in Germany and the King 1, 2 & 3 Codes in South Africa, and the Best Practice Manual in Zimbabwe, with CGF for SEPs dated November 2010 being the latest.  Zimbabwe is currently drafting an all embracing Code.  Malawi published its Code on 1 June 2010.

· These codes are voluntary and are enforced by the owners of the legal entities.

· Most of them operate on “a comply or explain” approach.  E.g. Para 6.10 of CGF for SEPs, Page 27.
· The Media also plays a part in highlighting good or bad practices but only if it reports professionally and responsibly.

Law & Codes – any link?
· There is a link between law and voluntary codes as sources of corporate governance.

· Countries in the SADC Region have tended to adopt a hybrid approach whereby they have followed the “comply and explain” approach but have enshrined some of the principles in law to assist in enforceability.

· The law sets minimum legal standards which constitute the foundation upon which voluntary codes for best practice are built.

· Voluntary Codes raise the bar on corporate governance principles above the prescriptions of the law.  

· “There is always a link between good governance and compliance with the law.  Good governance is not something that exists separately from the law and it is entirely inappropriate to unhinge good governance from the law.” See King III Page 7.

Books

· Books in the Region have been written to help an indepth understanding of corporate governance principles from a practical stand point. 

see 
The Corporate Citizen by M King (2006)

Corporate Governance – Non Executive Directors’ Independence – Fact or fiction (2008) by C F Dube 

The “Transient Caretakers” (2008) by Mervyn King & Another.
4.
Outline of History and Evolution of Corporate Governance – a selected country specific approach
4.1.
Corporate Governance is a young discipline that has grown out of deep seated concerns raised by spectacular and well publicized corporate failures.  A selected country specific approach is taken in analyzing how corporate governance developed in response to corporate failures.

4.2.
Such corporate failures worldwide were caused inter alia by insider loans, compensation scandals, fudging financial statements, inefficient and unethical conduct of external auditors for companies and closed decision making processes leading to corruption and waste. (see Dube 2008 P 14).

4.3.
In the USA, no discernible interest existed in corporate governance before the 1990s except for some occasional activist institutional shareholders such as Calpers.

a.
The collapse of Enron, Arthur Anderson, World.com and others from the late 2001 to date, generated interest in corporate governance and a series of regulations and statutory provisions were enacted in 2002 through the famous Sarbanes-Oxley Act.
b.
The USA approached the problem of corporate scandals by legislating corporate governance as opposed to opting for a voluntary code.

c.
The legislative route has had its fair share of problems and the Sabanes-Oxley Act has proved cumbersome and difficult to implement.

4.4.
In the United Kingdom –

a.
Corporate scandals provoked a response through voluntary codes as opposed to the USA legislated approach.

b.
The first report on corporate governance was the Cadbury Report which was published in 1992 and included a code of best practices and some aspects of corporate governance.
c.
The next report was called the Myners Report which –

· was produced by a Committee chaired by Paul Myners in 1995.

· concentrated on the relationships between companies and institutional investors.

· recommended that when a company is performing badly, institutional investors should do something to put things right instead of selling their shares and turning their backs on the company.
· Argued for a legislated approach in dealing with corporate scandals as opposed to the voluntary codes.

d.
The next code was the Greenbury Report prepared by the Greenbury Committee.  It -

· was set up on the recommendation of the Cardbury Committee to review progress on corporate governance in the UK and State companies.

· Was published in 1995 and focused mainly on directors’ remuneration.

· Was a direct response to the UK media onslaught on the fat cat directors who over remunerated themselves at the expense of shareholders especially in newly privatized companies.
· Recommended the establishment of remuneration committees and associated disclosures on director remuneration.

· Also recommended the crafting of sound remuneration policies and performance based director service contracts

e.
The next report was the Hampel Report which was drafted in 1995 by Sir Ronald Hampel.  Its sole task was to review the recommendations of the Cardbury and Greenbury Committee Reports.  The report was finally published in 1998 and covered the following corporate governance issues:

· The ideal composition of the Board and roles of directors.

· Directors’ remuneration.

· The role of shareholders, particularly the institutional investors.

· Communication between the company and its shareholders.

· Financial reports

· Auditing and financial statements.

f.
The next effort on corporate governance saw the birth of the combined code.  The combined code –

· was born out of the need to combine all efforts on corporate governance in the UK.
· Was important to the extent that UK Stock Exchanges required listing companies to disclose in their annual report the extent of their compliance with the combined code.  
· Provided for periodic reviews of its terms to take account of changes in corporate governance in the UK.
g.
In 2003, the Hicks and Smith Report on corporate governance was crafted.  It articulated the roles and responsibilities of non-Executive Directors and issued guidelines on the roles and responsibilities of audit committees.
h.
Early in 2009 Sir John Walker prepared the latest code on corporate governance for the UK.  It is a review of all developments on corporate governance to date. This effort has delivered the new 2010 UK code of best practice of corporate governance
i.
From time to time, the UK Government, took steps to legislate on corporate governance as follows:

· In 1998 changes to the Company Law were made which led to the promulgation of new regulations which called for greater disclosures on director remuneration in listed companies.

j.
So, in the UK, corporate failures and scandals provoked the crafting of voluntary codes as well as some attempts at the legislated approach on corporate governance.
4.5.
In Germany the Cromme Code was developed as best practice for German companies to attract foreign investments.

4.6.
In India corporate failures caused by fudging of annual financial accounts among others gave birth to the crafting of more than five (5) codes on corporate governance and these are:

· “The desirable corporate governance in India” – a code on the confederation of Indian industries, published in April 1998.

· Report “Kumar Manglam Birla” on corporate governance published by the Sebi Committee in May 1999.
· Summary Report of the Consultative Group of Directors of Bank/Financial Institutions – published by the Ganguly Committee in April 2002.

· Summary Report on corporate audit and governance prepared by the Nareen Chandler Committee in December 2002.

· The Code on Corporate Governance prepared by Sebi Committee chaired by Narayanamurthy published on 8 February 2003.

4.7.
In India the legislated approach on corporate governance has gained ground as well.  The Indian Companies Act has more expansive provisions on corporate governance when compared with say the Companies Act in Zimbabwe.
4.8.
In South Africa, there has been the King I, II & III Reports on Corporate governance.  The King III Report anticipates the implementation of a new Companies Act of South Africa.  King III is a revolutionary code on corporate governance.  It was published in September 2009.  It addresses new concepts such as governance of risk, information technology risk and integrated reporting and disclosure.  It is one of the latest  codes on corporate governance  including the June 1 2010 Malawian code and both a must read for all of you. 
4.9.
Last but not least, Zimbabwe is not spared of corporate scandals and failures.  In 2003 scandals rocked the banking sector involving allegations of insider loans and fudging of company financial accounts.  The problems persist to this very day. eg the Renaissance bank 2011. Please students to familiarise with issues involved.
a.
In response, the Reserve of Zimbabwe crafted Guideline No. 1 of 2004 on corporate governance suggesting inter alia the appointment of independent non-executive directors to serve on the board and committees of Financial Institutions.

b.
Earlier Minor L in 1999, had published a code entitled “Principles of Corporate Governance Manual of Best Practices in Zimbabwe” which was largely ignored.  There was no buy in.

c.
Lately in September 2009, Zimbabwe Leadership Forum and the Institute of Directors Zimbabwe launched a corporate governance code drafting effort which is gaining momentum.  It is hoped that the effort will yield the best for the corporate governance scene in Zimbabwe.  It will be a unique code dealing with the unique history and interests of the corporate governance in Zimbabwe.  Ex-students of the MSU MBA Graduate School are involved in the crafting process.
d. The  corporate governance frame work for state owned enterprises and parastatals  published November 2010.  This is public sector driven intiative. 

5.
International Aspects of Corporate Governance

On the international scene, best practice guildelines on corporate governance have been developed, e.g. 

5.1.
Principles for Corporate Governance in the Commonwealth, known as the CACG Guidelines.

5.2.
Organisation for Economic Cooperation and Development, known as the OECD Principles of Corporate Governance

5.3.
Guidelines on Corporate Governance by the International Institute of Chartered Secretaries and Administrators focusing on directors and company secretaries.

These guidelines as well as other codes are found in a book called “Corporate Governance” by Brian Coyle – a must read for you.
Corporate governance continues to evolve across the world.  New legislation, new codes and revised codes will no doubt come on stream  Watch out for these.

· Global institute on corporate governance- interesting issues on corporate governance please visit the site often.
6.
Approaches to Corporate Governance

Four approaches in the practice of corporate governance do exist, namely:


6.1.
The Shareholder Value Approach, which –

· is a well established view supported by the Company Law in most advanced economies.

· Expresses the view that a Board should govern entities in the best interests of all shareholders.

· Says the main objective in governing and controlling entities should be to maximize the wealth of shareholders by share price and dividend growth.

6.2.
Stakeholder Approach (practised in Zimbabwe) which –
· Expresses the view that directors should run entities in the interests of all stakeholders of the company.

· Is also called the “Pluralist Approach”.

· Is concerned with creating a balance between economic and social goals and between individual and communal goals.

· Argues that sound corporate governance should recognize the following –

· Economic imperatives faced by companies or entities in competitive markets.

· Efficient use of resources through sound investment.

· Board accountability to shareholders for the stewardship of company resources.

· Argues that the aim of corporate governance should be to recognize the interests of other individuals, companies and society’s interests in addition to the interests of shareholders of the company in the way entities are governed, directed and controlled.

6.3.
However the stakeholder approach enjoys very little coordinated legislative support.  It finds very little support in company law.  Rather support is found in scattered legislation such as the Employment Law, Health and Safety Legislation and Environmental Law.
6.4.
Next is the Enlightened Shareholder Approach which:

· Advocates that directors of a company should pursue the interests of their shareholders in any enlightened and inclusive way.
· Argues that directors should also look to both long term and short term objectives of the company.

· Argues that managers should maintain productive relationships with all stakeholders of the entity.

6.5.
Like the stakeholder approach, the enlightened shareholder approach lacks the coordinated company law support.  Further it is argued that shareholders do not fit the image of the enlightened investor.  We have a basket of both rogue and polished investors in shareholders we have in Zimbabwe.  It is further argued that most shares in public companies are owned by institutional investors who are themselves relatively unaccountable to their shareholders, e.g. Pension Funds, Insurance Companies, Medical Aid Societies, etc.
6.6.
Next is the Integrated Approach, which:

· was advocated by all the three King Reports especially in the area of reporting and disclosures.

· Takes the view that companies have a wide range of stakeholders whose views should be considered and that corporate governance should encourage participation by all the stakeholders.

6.7.
Which one is the ideal approach?

a.
In practice the shareholder value approach to corporate governance is generally accepted.  
b.
However in 1998, the UK Company Law Review Steering Group made a case for the inclusion of the enlightened shareholder and pluralist concepts in the UK Company Law which was shot down by the Law Society of England and Wales which argued that Company Law should not be used to implement social and cultural changes and that there is enough scope and flexibility in the then existing law to apply plural and enlightened shareholder concepts.

c.
Besides the Law Society of England and Wales argued that the pluralist approach damages share values since any decisions or actions taken to further the interests of stakeholders might reduce the return on investment.  

d.
Despite these criticisms, it is becoming increasingly clear that the stakeholder and pluralist approach is taking centre stage.  Directors must govern and direct companies in ways which best suit the interests of the entities they preside over.
7.
The Core Concepts of Corporate Governance
7.1.
Started off being four (4).  Now grown to eleven (11).  These are:

· Accountability

· Fairness

· Transparency

· Independence

· Sustainability

· Good board practices

· Control environment

· Board commitment

· Openness

· Reputation

· Stakeholder interface

7.2.
We deal with each in turn.

a.
Accountability – ensures that:
· Management is accountable to the Board; and

· The Board is accountable to the shareholders.

b.
Fairness

· means impartiality or lack of bias.

· Refers merely to the way companies and their officers treat stakeholders with some disabilities such as minority shareholders, employees, foreign investors, as against the dominant players such as majority shareholders.

· Provide effective redress for violations

c.
Transparency – ensures that: 

· timely accurate disclosure of all material matters, including the financial situation, performance, ownership and corporate governance is made.

· Financial statements are prepared in accordance with international financial reporting standards (IFRS).

· The company’s registry filings are up to date.

· High quality annual reports are published.

· Web based disclosure is in place.

d.
Independence – ensures that:

· procedures and structures are in place so as to minimize or avoid conflicts of interest.

· The Board has independent non-executive Board members and advisors, i.e. those “who are free … in both reality and appearance from a material relationship, which materially affects or interferes with one’s capacity to act independently”?  See Corporate Governance Non-Executive Director’s Independence – Fact or Fiction – Dube Page 31, 2008.

e.
Sustainability – bear in mind that:

· No generally accepted definition exists.

· But most commonly used definition is from the Brundtland’s Report from the World Commission on Environment and Development 1987 which defines sustainability as:

 “Development that meets the needs of the present without compromising the ability of future generations to meet their own needs”.


f.
Openness

· Willingness to give all stakeholders information, except that which is commercially sensitive.

· Information about current developments in the company’s affairs must be provided timeously through newspapers, radio and television, websites, etc.


g.
Reputation

· Being the character generally ascribed to a company or organizational entity.

· May be good or bad

· For a listed company, a good reputation is a key asset because it helps to enhance the shareholder value.

· Companies with high reputation have corresponding high share prices.

· A strong share price makes the raising of extra capital for existing or new investments easy.

· Damage to the reputation of a company is quickly reflected by a drop in its share price.

h.
Stakeholder interface – well defined shareholder rights

· Recognizes stakeholder rights, i.e. the rights of all those with an interest in the entity and its operations, e.g. employees, the community, suppliers, customers, etc.

· Encourages cooperation between the company and its stakeholders in creating wealth, jobs and economic stability.

· Ensures that minority shareholder rights are formalized and protected.

· Ensures that well organised shareholder meetings are conducted.

· Ensures that policy on related party transactions is in place.

· Ensures that policy on extra-ordinary transactions involving the entity is in place.

· Also ensures that clearly defined and explicit dividend policies are in place.

i.
Good Board Practices – this entails

· Clear definition of roles and authorities of stakeholders.

· That duties and responsibilities of the directors are understood.

· That the Board is well structured and has appropriate composition and mix of skills.

· Appropriate board procedures are in place.

· Director remuneration in line with best practice exists.

· Board self evaluation and training is conducted.

· Business ethics – i.e. established values and principles the entity uses are in place to inform and conduct its activities.

· That business ethics permeates a company’s culture and drives its strategy, business goals, policies and activities.

· The formulation of the entity’s business ethics code.

j.
Control Environment
· Internal control procedures must be in place.

· Risk management framework must be present.

· Disaster recovery systems must be in place.

· Media management techniques must be understood.

· Business continuity procedures must be in place.

· Independent external auditors must be appointed to audit the entity’s financial statements.

· An independent audit committee must be established.

· Internal audit function must be appreciated and the internal auditor must be appointed.

· Management information systems must be established.

· Compliance framework must be established.

k.
Board Commitment – ensures that:
· The Board discusses corporate governance issues and creates a corporate governance committee with a corporate governance champion.

· A corporate governance improvement plan has been created for the entity.

· Appropriate resources are committed to corporate governance initiatives.

· Corporate governance policies and procedures have been formalized and distributed to relevant staff.

· A corporate governance code has been developed.

· A code of business ethics has been developed.

· The company is recognized as a corporate governance leader.

l.
As a matter of emphasis: 

· Corporate governance is an important consideration for investors around the world, especially in Africa and other emerging markets.

· Directors are responsible for corporate governance.

· In any organisation, the Board of Directors is the focal point of the corporate governance system.

· Serving as a member of any board is becoming a more demanding responsibility.

· The economic times ahead are going to get much more turbulent and challenging before they get better in the Zimbabwe.

· Any discerning Board of Directors should be focused on preventing corporate collapses such as was experienced by Polly Peck, Maxwell companies, Enron, World.Com, Parmalt, Tyco, Quest and global closing of banking institutions in Zimbabwe (2004).

PART TWO

Governance Issues of Corporates

8.
CORPORATE GOVERNANCE PARTIES
8.1.
The company or entity – an artificial person created by law with perpetual succession and a common seal but operating through the medium of directors.

8.2.
Directors – guardians of the company assets for the shareholders.

8.3.
Managers – those who use the company’s assets.

8.4.
Shareholders – those that own the company for private or public entities or the line Ministers representing the Governments.  

8.5.
Stakeholders – various.

9.
THE COMPANY
9.1.
Definition of a Company
Prof. Haney: A company is an artificial person created by law, having separate entity, with a perpetual succession and common seal.

Chief Justice Marshall: A corporation is an artificial being, invisible, intangible, existing only in contemplation of the Law. 
9.2.
Company as an Artificial Person
a.
A company has an entity of its own, an existence which is entirely distinct from that of its individual shareholders.

b.
In legal terminology, a company is an artificial person with perpetual succession.

c.
A company comprises a number of persons known as members or shareholders or stockholders.

d.
A company is a legal person which can sue others and be sued by others.

e.
Due to this unique feature the following things ensue:

· A shareholder can enter into any contract with his/her company and can sue or be sued by it.

· Shareholders are members of a company and not its agents.

· People who enter into contracts with a company do not derive any right of action against the shareholders of the company
· Liability of each shareholder is limited to the face value of his/her shares.

· Shares in a company can be freely traded without restriction.

9.3.
Company Management

a.
Being an artificial person, a company cannot manage the business itself.

b.
Due to large number, divergence and wide geographical distribution of its members, shareholders of a public limited company cannot practically manage their company.
c.
Company shareholders elect a suitable number of competent persons as directors to manage the affairs of the company.
d.
Directors need not be drawn from existing shareholders.

e.
If owning a few shares is a precondition for appointment as directors this can be done at the time of joining the board.

10.
DIRECTORS
10.1.
Meaning of a Director

a.
A director is any person occupying the position of director by whatever name it is called and discharging functions specified by the country’s company’s act.

b.
A director has to be an individual person.

10.2.
Types of Directors

a.
Broadly there are two types – Executive (inside) and non-Executive (outside) directors.

b.
Executive directors deal with the day to day management of the company.

· One special executive director is one who owns, manages and directs entities – this has been a recipe for disaster and has caused many corporate collapses, e.g. banks collapses on 2003/4 and more recently the Renaissance case.

· The question being asked is to what extent can an investor put his investment in a company and leaves others to manage and direct it on his behalf – a fine balance needs to be struck between ownership and control of entities.

c.
Non-Executive directors, who: 

· are not part of management.

· discharge oversight functions and are expected to bring a wider perceptive and robust independence to the Board’s deliberations and decision making processes.

d.
There are four (4) types of non-Executive directors.

· Independent 

· Non-Independent

· Lead or Senior Independent

· Professional non-executive director

e.
An independent non-executive director is one with no material relationship with the company.  N.B.  For one to be truly independent, one should enjoy freedom, in both reality and appearance, from a material relationship, which materially affects or interferes with one’s capacity to act independently.  See Dube Page 31,(2008)

f.
A non-executive director who is not independent does have a material relationship with the company, e.g. a director who doubles as a supplier of goods and services, consultant and professional advisor.

g.
A lead or senior independent non-executive director:
· is not part of management.

· is appointed where a CEO doubles as Chairperson of the Board.

· acts as a link between the Chairman and outside directors including shareholders and stakeholders.

· Has a say on agenda management issues especially where the CEO doubles as Chairman of the Board.

· Performs other independent enhancing functions.

h.
The Professional non-executive director is one:

· Appointed for the special professional skills he or she brings to the board, e.g lawyers, accountants, engineers, etc.

· Is relied on for professional guidance on issues falling within the ambit of his skills.

· Must be independent in the true sense of the word-

· Can a lawyer be a board member in a company where his law firm renders legal services and remain independent?

· Can a lawyer be a Chairman of an entity to which a company in which he is a major shareholder or has visible influence renders banking or financial or any other services and yet remain independent?

· The following questions have been asked about a professional director to which answers are required.

· A straightforward answer to all these questions is that such a Chairman is not independent and should make a simple choice either to remain chairman, and stop all his other entities from rendering services to the entity he chairs or stop being chairman and let the entities continue to render the services. 

· An argument has been advanced that the skills of the professional directors are rare and that their independence should be viewed as an ingredient of their professionalism, i.e. the skill of the professional legal or accounting or technical director is a given by virtue of them being professionals.

i.
Other special types of directors:

· The multiple director – is one who holds multiple board positions in various entities.

· The question being asked is what is the ideal number of board appointments one should have to remain effective – suggested maximum of four (4).

· CEOs who trade board positions with other CEOs on the principle of ‘you scratch my back and I scratch yours’ – this is discouraged as it is a recipe for disaster riding as it does on collusive relationships.
· Shadow director – one who is not on the board of directors but is able to give instructions and directions to directors which directors will comply with.

· Zimbabwe has numerous examples of shadow directors, e.g. most major shareholders such as Nick van Hoogstraten, Mutumwa Mawere, line minister for parastatals.

· Shadow directors have given birth to the culture of pre-meeting meetings at director, shareholder and stakeholder levels.

· Pointers to being a shadow director are:

· Being a signatory to the company bank account

· Signing critical legal documents on behalf of the company.

· Attending board meetings

· Possessing critical information of the entity.

· To what extent is the other directors bound by the resolutions made by ordinary directors?  The position is not clear although the Supreme Court of Zimbabwe attempted to make them liable in one of the SMM cases.

10.3.
Qualification of directors

a.
No academic or professional qualifications are prescribed for directors in the Companies Act.

b.
Act does not impose share qualification for directors.

c.
Should the company desire share qualifications these should contained in the in the Company’s Articles.

10.4.
Disqualification of a Director

The following persons are unfit to be appointed as director of any company:


a.
A person found by a court of law to be of unsound mind


b.
An undischarged insolvent.


c.
A person who has applied to be adjudged an insolvent.


d.
A person who has applied to be adjudged an insolvent.

f.
Shouldn’t a board member who is adjudged by his professional regulatory board not be disqualified on that basis?

10.5.
Legal Position of Directors
a.
It is difficult to define the exact legal position of directors of a company’s directors.

b.
This is so because powers and responsibilities of directors are many and intricate. 

c.
At law directors have been invariably described as agents, trustees and managing partners.

d.
Directors are neither owners nor employees of the company.

e.
Directors may incur personal liability under the following circumstances: 

· When they contract in own names;

· When they use company’s name incorrectly e.g. leaving “Limited”;

· When status of signatory is clear (e.g. principal or agent) and 

· When they exceed their authority or borrowing limits. 

f.
Appointment of directors can be effected by the following, depending on the companies act and provisions of relevant codes:

· Resolution of shareholders at an AGM;

· The Board;

· Central government

· Third parties e.g. foreign partners, lending financial institutions, etc;

· Central bank

· Small/minority shareholders (Section 252 of the Indian Companies Act) 

g.
For maximum number of directors consult the Companies Act Chapter 24:03 (15 in India since 2000)

h.
Removal of directors can be effected by:

· Shareholders;

· Central government and 

· Tribunal [Company Law Board in India] 
i.
Removal of directors can be effected by:

· Shareholders;

· Central government and 

· Tribunal [Company Law Board in India] 

· Director him/herself through resignation 


10.6.
Qualities, Roles, Responsibilities And Duties Of Directors

· A quality is a distinctive attribute or a moral trait or characteristic which speak to a particular level of efficacy or degree of excellence or relative goodness of something or person.

· Reduced and distilled to basics, the qualities directors must have for effectiveness boil down to what Lee Iacocca (2008) calls “The Nine Cs of Leadership” – curiosity, creativity, communication, character, courage, conviction, charisma, competence and common sense.  I deal with each in turn:

· Curiosity – an effective director must be curious and expansive, seeking input from a wide range of people including the contrarians.  He must listen to people outside the “yes sir” crowd in his inner circle.  He is a leader interested in mastering the global point of view and strives to understand what motivates people to seek progress around the world.

· Creative – a good director must be creative – he must be willing to try something different, i.e. think outside the box.  Leadership is all about managing change – things change and a leader must be creative and adaptive.

· Communication – this underpins an open director who does not hide the bad news or motivate followers with fear.  This director speaks the truth even when it is hard to hear, and inspires followers by asking them to share in the obligations of democracy.  Communication is not “talking about running off at the mouth or spouting sound bites”. Communication starts with telling the truth even when it is painful to do so.

· Character – an effective director must be a person of character i.e. knowing the difference between right and wrong and having the guts to do the right thing.  “A man of character does not ask a single soldier to die for a failed policy” like what George Bush did in the Iraq war.  See Lee Iacocca Page 8.
· Courage – a director must be courageous, i.e. a commitment to sit down at the negotiating table and talk.  Courage in the business leadership sense is not bravado.  It means taking a position even if it makes one unpopular.

· Conviction – a director must have conviction – “a fire in your belly” – Lee Iacocca 2008 Page 9 – passion to get something done.

· Charisma – a director must be charismatic – a quality that makes people want to follow you, the ability to inspire and generate trust.

· Competence – a good and effective director must be competent – he has to know what he is doing.  Much more importantly he must surround himself with people who know what they are doing.

· Common sense – a director must have common sense – the ability to listen and find your way in the “… reality based world”.  See Lee Iacocca 2008 Page 10.

· The biggest C however represents Crisis – directors should be made into leaders and not born leaders.  Leadership forged in times of crisis sticks.  

· In sum, effective directors must be “… curious, creative communicators”.  They must be people of “…character, courage, conviction, competence and must have common sense”.  See Lee Iacocca 2008 Page 12.

10.7.
Roles or Functions of Board Members
A role or function is a set of tasks to be performed arising from a position held.  The following are proposed as tasks or functions for Board members:
a.
Determine company’s purpose (vision & mission) and values – are you on the front of centre on this?   What is your vision, mission and core values?

b.
Set strategy to achieve purpose – has this been done?

c.
Exercise leadership, enterprise, integrity and judgment for the entity to prosper.  Is this on course?

d.
Ensure establishment of systems (procedures, policies and practices) to protect the assets and reputation of the entity.
e.
Approve, monitor and evaluate the implementation of strategies, policies and business plans.

f.
Identify key risk areas and key performance indicators in order to generate stakeholder value – this does appear to be an area which the entity’s Board needs to look into.

g.
Ensure that technology and systems used by the entity are adequate to run its business viably.
h.
Ensure the entity complies with all relevant laws, regulations and best business practice. 

i.
Establish succession plans for executive directors and other senior management.

j.
Regularly assesses the entity’s own performance and effectiveness as a whole, that of individual directors and that of entity’s CEO.
k.
Must account for their performance to the shareholders, at least once per annum, through presentation of entity’s Annual Reports to the Annual General Meeting (AGM).  
10.8.
Responsibilities of Directors
a.
A responsibility is an obligation to ensure that certain tasks are performed both by the person who bears the responsibility as well as others.

b.
Directors have the obligation to ensure that the following tasks are performed:

· Ensure that each director of the entity has time to devote to the entity.

· Each entity Board member is informed about the financial, social and political milieu in which the entity operates.

· Each entity Board member is satisfied that he or she is in a position to make informed decisions.

· Each Board member of the entity must be prepared to disagree with fellow directors if necessary in the interests of the entity.

· Each Board member of the entity must act independently of any outside fetter or instruction.   

· The entity’s board members should obtain independent professional advice if in doubt about any aspect of their duties.
· The entity’s Board must ensure that confidential matters of the entity are treated as such and not divulged to anyone without the authority of the entity’s Board.
· Each member of the entity’s Board must ensure that the entity prepares annual budgets against which the entity’s performance can be monitored. 
· Each Board member of the entity should ensure that procedures and systems are in place to act as checks and balances on the information received.
· Each Board Member of the entity should ensure that the entity Board monitors the performance of its management and the senior management team.  The Board should be guided by the functions of the CEO prescribed in the CEO’s contract of employment.
10.9.
Duties of Directors
a.
A duty is an act or omission expected to be performed by one in accordance with the moral dictates of the office or position he or she holds.

b.
There are broadly three (3) types of duties – common law, statutory and moral.

c.
The common law duties of the entity’s directors are basically the time honoured four (4) - good faith, care, skill and diligence.

Good faith - means a director in the entity’s Board must:

· Honestly apply his mind and act in the best interests of the entity at all times.  

· Ensure that there is no conflict between his interests and those of the entity.  

Care – means an entity’s Board member must:

· Act with a degree of care expected of a reasonable person caring for assets of what Mervyn King calls “an incapacitated person”. The entity is an incapacitated person.  It is a legal fiction acting through natural persons being its directors.

· Be a good steward of the entity’s assets.  Use of the entity’s assets by Board members for personal interest is not allowed.

· Honestly apply his mind in making a decision in regard to the enterprise side of the entity’s business operations.

Skill – means an entity Director must:

· Apply his practised abilities in the entity’s interests.

· Use his practised abilities to add value to the debate around the table especially in making a business judgment call.
Diligence – means a Board member of the entity must:

· Do his homework and come to the decision making table fully informed about the issues to be decided upon.

· Understand the issues and information given to him – he must study the Board pack furnished to him to be able to meaningfully participate at the Board Meeting.

· King III codifies
 the common law duties of good faith, care, skill and diligence.  The four are now part of the code.  (Principle 2.14 Para 17).
· Apart from codifying the common law duties, King III introduces what it terms five (5) moral duties for company directors, which apply with equal force to directors, i.e. 

· Conscience – the duty to act with intellectual honesty and independence of mind in the best interests of the entity and all its stakeholders in accordance with the inclusive stakeholder approach to corporate governance.

· Inclusivity – duty to ensure that all the legitimate interests and expectations of all the entity’s stakeholders are taken into account in decision making and strategy.

· Competence – the duty to ensure that the director has knowledge and skills required for governing the entity effectively, which competence should be continually developed.  

N.B. 
This moral duty appears to restate the legal duty of skill which obliges a director to apply his practiced abilities in the best interests of the company and to use his practiced abilities to add value to the debate around the table, especially in making a business judgment call.
· Commitment – the duty to diligently perform one’s duties and devote sufficient time to company affairs.  

N.B.  This moral duty appears to restate the common law duty of diligence enjoining directors to do their homework and come to the decision making table fully informed about the issues to be decided upon and understanding the issues and information given to them, i.e. studying the pack furnished to them to be able to meaningfully participate at the entity’s meeting.

· Courage – having the courage to take the decisions associated with directing and controlling a successful, sustainable enterprise and also the courage to act with integrity in all board decisions and activities.

· These moral duties find expression in the concept of “Ubuntu
 ngumuntu ngabantu” – “I am because you are; you are because we are”.

· The principles of Ubuntu/African leadership within a business context have been elaborated as:

· Community orientation, mutuality of interests, mutual accountability, spiritual collectiveness, as opposed to individualism.

· Inclination towards consensus rather than dissension, which explains the loyalty of Africans to their leadership.

· Humility and helpfulness to others, rather than criticism of them.

· In the main, African culture is non-discriminatory and does not promote prejudice.  This explains the readiness with which Africans embrace reconciliation at political and business levels.

· Co-existence with other people is most valued.  

· The essence of ubuntu (“humanity”) cuts across Africa.  It is based on the premise that you can be respected only because of your cordial co-existence with others.  Materialism does not come into play.

d.
Statutory duties as are specified in our Companies
 Act, Chapter 24:03, Companies and Associations Trustees Act Chapter 24:04.

e.
Various statutes regulate specific business sectors such as the Banking Act, Chapter 24:20 and statues creating parastatals and state owned entities e.g. Zimbabwe National Water Authority Act, Chapter 20:25, Midlands State University Act, Chapter 25:21, Zimbabwe Investment Authority Act Chapter 14:30.  

N.B.
Important that you acquaint yourselves with the provisions of the Companies Act and some of the statutes referred to above.
10.10.
The Entity’s Board Structure

a.
Best practice directs that:

· Boards should not be dominated by a single individual or a group of individuals.

· Boards should have an appropriate balance between Executive and non-Executive members – it should have a good mix of coal face knowledge (the inside directors) and outside practised abilities (the outside directors).

· Not less than fifty percent (50%) of the Board members should be non-Executive directors, if their collective views are to carry weight in carrying out their independence enhancing functions.

· Not less than thirty percent (30%) of the Board members should be truly independent non-Executive directors with no material relationship with the entity.

· The roles of Chairman and CEO of the entity should be kept separate. 

· Boards should operate through committees, e.g. nominations, audit, compensation all with non-Executive Board members being in the majority and chaired by a non-Executive Director who is truly independent in the sense already defined.  The committee system of the Board is healthy.  It allows for a detailed analysis of issues and promotes well thought out recommendations made to the full Board.

b.
The entity’s board must be clear on how it relates with the CEO and its Management.

c.
Most CEOs are an ex-officio members of the Board of their entities and the following observations are pertinent.

The entity’s Board is different from the entity’s Management in that:

· The Board directs, which is a “brains on activity” focused on showing the way ahead and giving leadership.

· The Board’s role is a reflective one.  It concentrates on strategy -  it provides strategic, objective and reality based guidance.

· The Board brings panache, visibility and authority to the company and sets the right tone at the top.

· Management on the other hand, manages, which is a “hands on activity” focused on action, crisis resolution and the maintenance of systems.

· The Board maintains a helicopter vision while management keeps the tractor vision or the corporate feel of the companies they work for or lead.

· The Board does not have to police the activities of management.  “It is unrealistic, to expect a part timer, however gifted or diligent, to be able to have the facts necessary to police a full time executive nor should we expect it.  It is however realistic to expect the full time executive to be honest, competent, ethical and committed to the business” by Gary Rivlin’s article “Looking for more than a few good directors – New York Times July 4 2004 Page 69.

· The relationship between the Board and the CEO should be cordial, supportive but watchful.  It must be nurtured by a climate of respect, trust and candour and must ride on a partnership built on mutual respect.  “The Board of Directors chooses the CEO and delegates to him or her, the responsibility for running the company.  Thus, begins a hopefully productive, albeit complex relationship.  The Board’s role in this relationship is to first understand and approve of the CEO’s strategies and plans then to monitor the execution of those plans and periodically evaluates the results.  Finally the Board must decide whether, when and how it should intervene.  How the Board executes its role is critical to the success of the relationship and ultimately of the business” Corporate Governance by John L, Colley JR and others (2004) Page 133.

· The Board must not micromanage.  If it does it will find it difficult to hold the CEO accountable for poor results.  It may have had a part in bringing it about.  The Board must strive to find the right balance of remaining proactive in carrying out its responsibilities without interfering with management.

· Entity Board be warned.  You operate in a fish bowl under vast scrutiny and exposed to a wide range of external pressures.  You must learn to function effectively on a continuous basis.  One sure way to achieve this is to create robust, objective, collaborative and mutually beneficial relationship with your CEO.

10.11.
The role of Board Committees

a.
An aid to assist the Board, not substitute the Board.

b.
Focus on specialized Area of Responsibility e.g. Audit/Finance, Remuneration/Personal, Nomination etc


c.
Board cannot shield behind Committee.

d.
Terms of reference for Committees-role, function, reporting procedures and authority must be clear.

e.
Transparency and disclosure to Board

f.
Independent professional advice

g.
Minimum – Audit/Finance and Remuneration

Audit Committee

· Detailed Analysis of Past Year and Planning

· Forum for Critical Accounting Issues and Policies

· Internal controls and consider Matters of Risk

· External Audit Issues and Report

· Review going concern Basis (Regulatory , legal & Tax Matters)

· Business ethics and corporate codes of conduct

Remuneration/ Compensation Committee

· Human Resources and Executive Benefits/ Incentives

· Remuneration of CEO and Senior Management

· Senior management Appointments

· Non executive Directors fees

· Use of External Expert in above issues

Nomination Committee

· Focus primarily on NED appointment issues

· Set criteria for selection

· Consider management appointments by the Board

· Coordinate and supervise Director Evaluation Processes

· Look at issues of Director Re-election. 
10.12.
The Role of entity’s Board Chairman
a.
Appointed by the Board on notice to the major shareholders.

b.
Leads the entity’s Board and harness input of its directors.

c.
Acts as conciliator between the entity directors – he must lead the Board in discussion, reasoning and decision making.

d.
Directs board meetings, AGMs and EGMs.

e.
Must have an input in the finalization of the agenda so as to have a clear understanding of the objectives of the meetings he chairs.

f.
Must know the strengths and weaknesses of each board member.  Difficult but he must try.

g.
Must ensure that the Board pack has information couched in understandable language – no jargon should be used.

h.
Must be a good listener; he must be the last person to enter the debate and the last person to express a view on an issue.

i.
Must have the skill to draw the threads of a discussion together so that a fabric is woven of the discussion which when inspected will show that directors truly applied their minds to the issues.

j.
Must liaise with Chairpersons of every board committee.

k.
Must ensure that board members operate as a team, but should encourage creative tension between them to allow for effective debate in the boardroom.

l.
Must try and meet at least twice a year with outside directors without management being present to discuss performance issues concerning management and the business.

m.
Must ensure that Chairpersons of committees attend AMGs/EGMs.

n.
Must know his rights and duties when chairing both board and general meetings.

o.
Must interface with stakeholders of the company on a need to know basis.

10.13.
The role of Board Members at the Entity’s Board Meetings
Board members must be aware of the following when attending the entity’s Board Meetings:

a.
That every director is a human being subject to human frailties.  He comes to the decision making table with past prejudices and present needs.

b.
Board members therefore should practise quality governance which involves fairness, accountability, responsibility and transparency on a foundation of intellectual honesty, i.e. the use of one’s practised abilities and honestly applying one’s mind in an unfettered and unbiased manner, especially when making a decision that ought to be in the best interest of the company.

c.
Board members should shun a mindless quantitative compliance with governance codes or rules in making decisions which affect the company.  They should simply seek guidance from the codes but never be enslaved by them.  Flexibility is key in the decision making process.

d.
Board members should not be shy to show intellectual naivety by asking the dumb question, if to do so will make him or her know the company and its business better.

e.
Asking intellectually naïve questions and seeking explanations in clear language free of the business or industry jargon, helps to build an informed discussion which leads to informed decisions.

f.
Directors should be aware of the power of influence.  They should be on the lookout for shifting coalitions driven by topical and perceived self interest, control exercised through force of personality, the granting or withholding of favours and to remember always to decide what is to be decided guided by nothing else but what would be in the interests of the company.

10.14.
Board Evaluation 
a.
“The board of directors, the one body with the most power to influence the company, is most often randomly selected, rarely critically evaluated and almost never held accountable”  Spencer Stuart CA -2002.

b.
Recent research, demonstrates that testing and evaluating non-Executive director effectiveness is not a common practice in Zimbabwe, Kenya and Zambia.

c.
In the few companies in Zimbabwe where it is done, the exercise does not appear to be transparent, independent and objective.

d.
And yet, it is a must to test and evaluate your Board for effectiveness.  It assists Boards to know their weaknesses collectively and individually and to address strategies for improvement.

e.
Performance measurement enhances the effectiveness of a director.  In fact it helps one to become a better director.

f.
But the process can only be possible once the roles and functions of Board members are determined and a set criterion established against which the evaluation is done.  Candid discussion should dominate the process.

g.
The process should be done formally once a year.
10.14.1
What should be evaluated?

a.
Strategic Issues
· Planning and objectives

· Risk evaluation and process for board review 

· Human resources and senior management succession

· Relations with shareholder and stakeholders

b.
Governance and leadership

· Compliance and ethical framework

· Board structures and composition

· Leadership of the board

· Board functions

c.
Board Monitoring and Oversight
· Meeting processes and agenda formulation

· Financial and operational reporting

· Role of board committees and board contribution


10.14.2.
How is it done?

a.
Formal evaluations are conducted or led by the Chairperson of the Board on a peer analysis basis.

b.
Questionnaires are submitted to the Company Secretary after completion by individual board members on the performance of the Board and individual board members.  The Secretary forwards the questionnaires to the Chairperson for appraisal.  

c.
The appraisal process is itself difficult but beneficial.  The Chairperson consolidates the summary of the appraisal process which he presents to the full Board including the findings made.  This is not easy in real life.  It creates tensions and suspicions.

d.
“Directors are sensitive about board evaluations.  Some believe there is an element of voluntary service and that their contributions should be gratefully received and not questioned”.  Job Kihumba – author of the Kenyan Code of Corporate Governance.

10.14.3.
What action is taken?
a.
After the appraisal process, what action should be taken is difficult.  The solution lies in training and coaching board members who are found to be deficient.  Again, equally difficult in real life.

b.
Normally the Chairperson talks to the individual board member concerned in private where it is hoped the deficiencies are highlighted and the corrective measures intended to be taken fully explained.

10.15.
The role of the entity’s CEO/MD
a.
In line with best practice, the entity’s Board should appoint and terminate the CEO’s contract without reference to the shareholders although in most companies, shareholders demand that they be informed.
b.
The entity’s CEO should operate in terms of the authority delegated by the entity’s Board.  

c.
The entity’s CEO develops strategies, policies, budgets and business plans for consideration and approval by the entity’s Board.

d.
Runs the company – implements the strategy.

e.
He should also ensure that the entity’s daily operations are appropriately controlled. 

f.
The entity’s CEO must build a management team for the entity.
g.
The entity’s CEO must represent the entity on the stakeholder interface, including the media.

h.
The entity’s CEO must have a written contract of employment.  

10.16.
The  Company Secretary and Corporate Governance 
a.
Not all codes on corporate governance specify the role for the Company Secretary.

b.
But King II identifies the Company Secretary as having “… a pivotal role to play”.

c.
A company secretary bears the following tasks and responsibilities, namely:

· Assists the Chairman of the Board with preparing for, conducting and reporting the outcome of board meeting and general meetings of the company.

· Attends those meetings and takes minutes.

· Is involved in the counting of proxy votes from shareholders for a General Meeting although the detailed counting is likely to be done by the company auditors.  Remember what happened at the Econet AGM.
· Notifies shareholders of changes in their shareholding – not only shareholders but also Board members.

· Advises directors of the closed periods during which they can deal in shares of the companies in which they provide leadership.

· Assists the Chairpersons of Committees of Board, i.e. Audit, Remuneration & Nominations Committees and attends committee meetings.
· Arranges insurance cover for board members.
· Advises the Board Chairman and Board members on legal issues and issues of procedure.  

*** Get more input from the students on company secretary responsibilities.

10.16.
The Company Lawyer and Corporate Governance
a.
The in-house company lawyer is an alternative to the company secretary as a source of knowledge on corporate governance.

b.
He or she bears the following responsibilities:

· Offers advice to the Board on legal risks, i.e. risks to the company flowing from the consequences of breaching the law or any other regulations.

· Offers advice on current legal developments and new legislation and codes on good corporate governance codes, standards and guidelines.

Get more input from the students.

10.18
The Shareholders
a.
Shareholders are the owners of the company and have certain rights namely:

· The right to attend and vote at General and Special Meetings of the company.

· The right to remove a director from office – a group of shareholders proposing to remove a director from office have the right to call a General meeting of the company.

· However there are some instances where the majority voting power have been used to oppress minority rights. 

10.19.
The Majority Rule, Oppression and Mismanagement


a.
Majority Rule
· Principle of rule by majority is supreme in the management of companies in supreme of companies in free market economies.

· Members of a company pass resolutions by either simple or special majority.

· Once a resolution has been passed by required majority it is binding on all members including those that voted against it.

· Leading court case over the majority rule is the Foss vs Harbottle case.

· The Foss vs Harbottle rule stated: “… the court will not ordinarily intervene in the the case of an internal irregularity if the matter is one in which the co. the co. can ratify or condone by its own procedure.” 

b.
Prevention of Oppression
· Meaning of oppression: Any unjust behaviour of one person or persons towards other person/s that is inflicted continuously and is continuing till a petition is made by the oppressed person/s.
· Examples of oppressive Acts:

· Allotment of company shares in a manner that reduces the majority shareholders to minority ones;

· Transfer of shares held by company to a few shareholders without giving similar opportunity to other shareholders; [e.g. MURRY & ROBERTS]
· Allotting shares in a manner that reduces present majority group of shareholders to a minority group;

· Deliberate inaction & delay in registering the transfer of shares for fear of losing control over company’s mamanement;

· Depriving a member the opportunity to attend meetings or vote in the meetings;

· Transferring the shares held by the company to a few shareholders without giving similar opportunities to the other shareholders;

· In a nutshell oppression means premeditated violation of conditions of fair play on which every shareholder who entrusts his/her money to the company is entitled to rely. 

c.
Prevention of Mismanagement
· Meaning of Mismanagement: Acts of executive directors and other senior managers of a co. that cause serious financial prejudice to the company.
· Examples of mismanagement:
· Infighting among directors normally common with family businesses;

· Continued illegality of Board  of Directors;

· Sale of company assets against all sense of rationality;

· Diversion of company funds for benefit of majority group or for unknown or unwarranted or unknown purpose;

· Permitting unauthorized persons to operate company’s bank or credit account;

· Laxity in recovery of embezzled funds;

· Reckless disbursement of loans that makes recovery of principal and interest difficult or impossible;

· Infighting among directors and continuation in office even after expiry of term;

· Sale of company’s assets at low prices and without compliance with relevant legislation;

· Acting in violation of statutory provisions and articles of the company e.g meetings without proper notice; transferring shares without offering them to existing shareholders; loading company with higher rentals by reckless shifting of company’s office;

· Violation of conditions of co’s memorandum by key officials of the company’s management;

· Collusive sale of lending institution’s assets;

· Non-appearance of names of legitimate shareholders in the register of members.    

d.
Relief against Oppression

· Any member of a company who is convinced that the affairs of the company are being run in a manner which is prejudicial to public interest or oppressive to any member or members may file a request to the Tribunal (Company Law Board - CLB) for an order under Section 397 – Indian Companies Act 2000.

· CLB may pass an order it deems fit after a hearing.

· CLB receives complaints of mismanagement.

· The CLB may pass such order as it deems fit in the matter.

e.
Plaintiffs in action against Oppression & Mismanagement
· At least 100 members or at 1/10th of total membership whichever is less

· Any member/s holding at least 1/10th of issued share capital that is fully paid up for.

· Any number of members less than the above thresholds approved by central government.

· Central government itself

f.
Notice from CLB TO Central Government

· CLB gives notice for every application so made to central for their representations.

g.
Powers of CLB

On receipt of complaints from plaintiffs the CLB is empowered to issue an order that may provide for:
· Regulation of company’s affairs in future;

· Purchase of shares or interests of any members by other members or by the company itself;

· Termination, setting aside or modification of improperly concluded contracts between co. and its senior managers/executives;

· Termination, setting aside or modification of any agreement between company and its senior staff or any other party;

· Setting aside any transfer, delivery, payment, etc. relating to company property; and 

· Deal with any other matter that it deems just and equitable.   

h.
Powers of Central Government

· Central Governments in countries like India have been empowered to take steps to prevent oppression and mismanagement. Section 408 of the Indian Companies Act has these provisions:

· Appointment of directors, on the advice of the CLB, to protect the interests of the company shareholders or the public;

· Appointment of additional directors;

· Removal of directors or additional directors appointed by Central Government any time;

· Issue directions to the company e.g. removal of auditor already appointed and replace with another auditor or directions to alter the articles of the company;

· Require that persons appointed as directors or additional directors report to the Central Government from time to time with regard to the affairs of the company.

· Appoint competent person/s as inspector/s to investigate & report on the affairs of a company.

· Usually done when unfavourable report has been made to CLB by the Registrar of Companies. 

Discussion Question: What is the legal basis of curatorship in Zimbabwe’s corporate affairs. Discuss key issues surrounding the appointment and operation of recently appointed curators of named companies in Zimbabwe. 
Discussion Question: What is the legal basis of curatorship in Zimbabwe’s corporate affairs. Discuss key issues in the debate surrounding the appointment and operation of recently appointed curators of named companies in Zimbabwe. 
i.
There is an aspect which deal with shareholder activism and collision.  This involves where a particular individual shareholder will collude with other shareholders to advance personal interest.  This often happens when a new shareholder comes on steam.  He would need to change the Chair, CEO and take charge of the Board.  This is what is called the new shareholder, new Board and new CEO syndrome, which is migrating from the state owned companies to private and public entities.



Students to discuss shareholder activism, its scope and need for control.

10.20
The Role of the entity’s Stakeholders

a.
A stakeholder is anybody who has an interest in the entity’s operations.

b.
There are many, including the employees, suppliers, etc – the audience must provide other examples, if any.

c.
Have the entity’s stakeholders helped in formulating its vision, mission and values?  They should. 

d.
The stakeholders including owners of the entity should define the entity’s objectives.  These guide the directors in conducting the affairs of the company – 

· Appointing the first directors to conduct the affairs of the company

· Attend stakeholder meetings.

10.21.
Other Stakeholders – employees, customers, lenders & other creditors, investment institutions
All the above stakeholders have one common interest with regard to the business operation of the company, that is, its sustainability.  “The shareholder who is happy with the capital growth of his shares or his dividends wants to know that the business is a sustainable one.  The employee, who has employment and is able to support his family, wants to know that his employment will continue.  The suppliers obviously want the company which they supply to continue to be a successful one.  Customers want companies that produce good products to continue to do so.  The local community in which the company carries on its business, offering men and women in that community the opportunity to improve themselves, also wants the company to be a sustainable one.  Even the regulator who is content that the company is using its best endeavours to comply not only with the letter but the spirit of the regulations, wants the company to be sustainable.”  See Mervyn King – The Corporate Citizen (2006) Page 63.
10.22.
The General Public – corporate social responsibility
a.
Best managed companies are those that are aware of their corporate social responsibilities, i.e. responsibilities towards all stakeholders and society as a whole.

b.
Corporate social responsibility refers to business decision making linked to ethical values, compliance with legal requirements and respect for people, communities and the environment.  (See www.bsr.org).
c.
Major issues of corporate responsibility vary from one company to another, according to its circumstances, but include:

· Minimizing damage to the environment and promoting sustainable business development, i.e. business growth that does not have adverse long term consequences for the environment and the earth …..

· Having liberal employment policies.

· Investing money in local communities.

· Helping in the fight against crime.

d.
Mervyn King in his book the “Transient Caretakers” (2009) draws attention to the all important question of how companies make money as being at the centre stage of corporate responsibility.  The answer is companies should make their money ethically and lawfully and exploiting resources sustainably.

10.23.
Annual General Meeting
A yearly meeting of stakeholders especially for holding elections and reporting on the years events.  Matters generally permitted at the AGM are:-

· Adoption of Audited Annual financial statements (income statement, Balance Sheet, changes in equity, cash flow statement).

· Election of directors

· Approval of Directors’ fees

· Loans to Directors and Managers

· Appointment of Auditors

· Authorization to settle audit fees

· Declaration of dividend

· Placing unissued shares under control of directors

· Reserving shares for share schemes

· Stock exchange transactions/ special business 
10.24.
Extra-Ordinary General Meeting
A meeting of members or stakeholders to transact a specific type of business which needs members decisions e.g. amending the 
Memorandum and Articles of Association/Enabling Act.

Stakeholders sometimes demand accountability of the Board of directors through:

· Clear objectives/ targets of the company.

· A well formulated strategy for achieving these objectives

· A financing policy to pay for implementation of the strategy

· Capital expenditure and revenue plans

· An openness in communications by the board with the stakeholders (including regular meetings to discuss long term issues facing the company).

· Minimise conflicts of interest between directors and stakeholders by closely linking reward with the achievement of the company’s objectives. 
· The powers of the line Minister in State Enterprises need special mention.  (The Minerals Marketing Corporation of Zimbabwe)
11.
THE CONSEQUENCES OF FAILURE BY AN ENTITY’S BOARD MEMBER TO ACT AS EXPECTED – Board member liability
a.
This is important.  All Board members occupy fiduciary positions.  They are expected to act always in the best interests of the entity they lead.

b.
A director who fails to fulfill his or her duties is liable at law.

c.
Liability arises when:

· A law is broken.  The consequences are stipulated and determined by the Court.

· Contract is breached or violated.  The remedies include correcting the breach through some form of performance or service or financial compensation.

· An act or failure to act occurs, whether intentionally or unintentionally that causes injury or damage to another person.

· Wrongful acts occur i.e. errors, omissions, actions or decisions that harm others, not through damaging their properties or their physical person but through interfering with their rights, opportunities or privileges.

d.
Rationale behind liability of directors.

· The imposition of directors’ liability is intended to make directors more attentive to their obligations in managing the enterprise.

· Is also a way to promote compliance and allocate risk by injecting a measure of accountability into an enterprise’s dealings with other parties.
e.
The Implications of Director Liability

· Liability is both criminal and civil and will be at personal and Board or collective levels.  Accordingly this may negatively impact on the willingness of qualified persons to serve as corporate directors.

· And may cause corporate boards to spend significant amounts of time on averting liability.

· Entities may spend huge amounts of money in taking up appropriate insurance covers against Board member personal and collective liability.

PART THREE

Control issues of entities
12.
RISK MANAGEMENT
12.1.a.
Apart from directing and governing an entity, corporate governance is also concerned about controlling the business operations of the entity.  The word control is key.

b.
As defined earlier, business is the undertaking of risk for reward.
c.
Businesses are exposed to the risk of losses through errors and omissions by its employees or fraud or dishonesty on one side and shareholders and lenders who invest money in the business require a fair return on the other.
d.
Accordingly businesses should seek a suitable balance between risks and returns.

e.
The identification, assessment, evaluation and management of risk, therefore, are essential components of corporate governance.

12.2.
Definition of risk
a.
Risk is the possibility that something unexpected or not planned for will happen with the outcome being either good or bad. 


b.
Where the outcome is –



Bad it is called the peril side of risk or downside risk.

Good or better than expected, it is called the opportunity side of risk or the downside risk.

12.3.
Definition of Risk Management 

Risk management is the process by which executive management, under the Board supervision, identifies the risks arising from business and establishes priorities to prevent, minimize and manage them.  (Brian Coyte Page 150)

12.4.
Connection between Risk Management & Corporate Governance
a.
Corporate Governance is connected to risk management in that the Board of Directors of a company bear the responsibility to look after the company’s assets and protect value of shareholder investments by:

· preventing losses through error, omission, fraud and dishonesty.

· Ensuring that known and identified risks are managed properly to mitigate and reduce damage and losses to company assets and investments made into the company business.
b.
Failure to identify, monitor, control and contain risks invariably leads to financial collapses of company businesses.

c.
By way of emphasis the Board of Directors of a company bears the ultimate responsibility for risk management.

12.5.
Principles for Effective Risk Management

a.
Four (4) elements to risk management exist, namely:

· risk identification

· risk evaluation

· risk management response

· risk control measures and review.



We deal with each in turn.


b.
Risk Identification/Assessment/Survey/Mapping
· An organization should have a procedure for a regular review of the risks it faces as the nature, mix and range of risks change from time to time.
· The procedure:

· should include the use of data analysis, business indicators, market information, loss data, scenario planning and portfolio analysis, and should not rely only on the perceptions of a group of managers. (King III Page 77).

· Should not adopt a conceptual view or limit itself to fixed list of risk categories.  Rather it should focus on strategic and business objectives by considering risks affecting the various income streams, the critical business processes, critical dependences of the business, sustainability dimensions of the business, and the legitimate interests and expectations of stakeholders.
· Should adopt a top down approach but should not be limited to strategic and high end risks only.

· Various methods are used to identify and assess risks namely:

· Financial Audit programmes – used to identify financial risks.

· Environmental audit programmes – used to identify environmental risks associated with companies doing oil extraction, chemical production and water supply among others.

· Hazard and operability studies (“hazops”) – used to identify physical and procedural hazards by manufacturing organizations in their operations.

c.
Risk Evaluation
· After identification, assessment and mapping of risks, a company must have a procedure to rank, categorise and anticipate them.

· The ranking of risks is guided by the risk size or its impact and the likelihood or probability of its occurrence.

· The anticipation of risks as part of risk evaluation is guided by the following characteristics.  (See King III Pages 77 – 78)
· Insight – the ability to identify the root cause of the risk, where there are multiple causes or root causes that are not immediately obvious.

· Information – comprehensive information about all aspects of risks and risk sources especially of financial risks.

· Incentives – the ability to separate risk origination and risk ownership, ensuring proper due diligence and accountability.
· Instinct – the ability to avoid “following the head” when there are systemic and pervasive risks.

· Independence – the ability to view the company independently from its environment.

· Interconnectivity – the ability to identify and understand how risks are related, especially when their relatedness might exacerbate the risk.

· The ranking and anticipation of risks can yield the following possible broad types of risks:

· Strategic risks – those associated with the planning of the business and its future strategy.
· Operational risks – those concerned with the day to day management of the company, e.g. customer spend being over or lower than expected, the risk of obsolescence, i.e. producing a product with no market, and the risk of damage to material and human resources of the business, etc.

· Financial risk – the possibility that the company’s financial situation might turn out to be different from what was expected, e.g.
· Credit risks – bad debt losses for companies in the lending business.

· Foreign exchange risk – losses associated with volatile currency rate exchanges.

· Interest rate risk – losses associated with the rise and fall of interest rates more pronounced in the banking sector.

· Business continuity risk – i.e. insolvency and associated risks.

· Non-Financial Risk – e.g. sustainability risks focusing on health, social and environmental issues relevant to the business.

· Compliance risk – associated with complying with laws, regulations, and codes of best practices.  N.B. Businesses in Zimbabwe are over regulated with stringent laws touching on health and safety, the environment, product safety, competition laws, financial services regulations, data protection legislation and taxation.  Police and other watchdog boards exist to ensure compliance.
d.
Risk Management Responses

After mapping, ranking, anticipating and identifying risks, a company should have a framework within which to respond to the identified and categorized risks, bearing in mind that risks could have outcomes which are either bad (peril side of risk or downside risk) or good (the opportunity side of risk or upside risk) and responses opted for may include the following:

· Avoid the risk – by not starting the activity that creates exposure to the risk.
· Treating, reducing or mitigating the risk – through improvements to the control environment such as the development of contingencies and business continuity plans.  Risk treatment may include methods, procedures, application and management systems and the use of appropriate resources that reduce the probability or possible severity of the risk.

· Transferring the risk exposure – usually to a third party better able to manage the risk, e.g. insurance companies or outsourcing.

· Tolerating or accepting the risk -  where the level of exposure is as low as reasonably practicable or where there are exceptional circumstances.

· Exploiting the risk – where the risk exposure represents a potential missed or poorly realized opportunity – the upside risk or opportunity side of risk.
· Terminating the activity – that gives rise to the intolerable risk.

· Integrating some or all of the risk responses outlined above. (See King III Page 78).

e.
Risk Control Measures and Review
· After mapping, ranking, anticipating and categorising risks and coming up with an appropriate regime of responses thereto, companies should have control measures to monitor and review such identified risks in the context of the distilled responses to the risks.

· Control measures are provided through a system of internal control.

· An internal control system consists of a control environment on one hand and control procedures on the other.

· A control environment encompasses corporate culture, management style and employee and other stakeholder attitude to control procedures – it is a critical stakeholder awareness of and attitude to, internal controls of the company.

· Control procedures and policies are those devised and enforced to ensure the orderly and efficient conduct of the company’s business such as – 

· Safeguarding the assets of the business.

· Preventing and detecting fraud and error.

· Ensuring the accuracy and completeness of accounting records and timely preparation of reliable information.

· Compliance with laws, regulations and best practice codes on corporate governance.

· Several types of internal control systems exist.  An old guideline of the UK Auditing Practices Board can be used to categorise them.
· The guidelines are best remembered by the Mnemonic Spamsoap meaning :
· Segregation of duties – where possible duties should be split between two or more people so that the work done by one person acts as a check on the work done by the other.  With segregation of duties, it is more difficult for fraud to take place because several individuals will have to collude in the fraud.  It is more difficult for accidental errors to occur because when several people are involved in the task, they act as a check on each other.

· Physical controls – measures to ensure the physical safety of assets such as putting cash in a safe, banking cash receipts immediately and preventing unauthorized access to computer systems through the use of passwords and internet firewalls.

· Authorisation and approval – all financial transactions should require the authorization or approval of an appropriate responsible person, and there should be a spending authorization limit that each responsible person can approve.

· Management controls – management should exercise control over financial systems, e.g. by preparing a budget and then monitoring actual performance by comparing it with the budget.  Management controls can also be exercised by reviewing other financial statements such as the balance sheet, profit and loss account, and cashflow statement.

· Supervision – the day to day work of employees should be properly supervised.  Good supervision will reduce the likelihood of errors or fraud.

· Organisation – everyone should be fully aware of his or her responsibilities and lines of authority, lines of reporting and levels of responsibility should be clear.  Errors and fraud are much more likely where it is uncertain who is responsible for what and who should be reporting to whom.

· Arithmetical and accounting controls – these are procedures in an accounts office to check the accuracy of the records and the numbers.  They include the use of control totals and reconciliations.
· Personnel – the quality of internal controls is dependent on the quality of the individuals working in the organization and personnel selected to do a job should have the right personal qualities and be properly trained and/or qualified.

· The nature and extent of internal controls in an organization depend on the size of the organization, what controls it can afford and whether the benefits obtained from any particular control measure are sufficient to justify its cost.

· The UK Turnbull Committee Report on internal control is a must read.  The committee was set up by the Chartered Accountants of England and Wales after the publication of the combined Code.  In addition to the several types of control measures personified by Spamsoap, the following minimum control measures need also to be in place to establish and maintain a sound system of internal control.

· These are :

· Internal Auditors, where appropriate, should be considered depending on the nature and size of the company and the diversity and complexity of its business activities.

· An internal audit is “… an independent appraisal activity within an organization … a control which functions by examining and evaluating the adequacy and effectiveness of other controls.”  (See Coyle Page 161)

· An internal auditor

· Acts independently of executive management. N.B. Internal auditor independence is questionable because they are employees of the organization and report to someone on the organizational structure.  If the internal auditor reports to a Finance Director, he or she will find it difficult to be critical of the Finance Director himself.  Accordingly independence of the internal auditors could be compromised.  
· Reports to the Board or Audit Committee Chairs on notice to the CEO and Finance Director.

· Should be appointed and dismissed only with the approval of the Audit Committee or Board where appropriate.

· Should take a risk based approach to planning as opposed to compliance based approach.

· Should be informed by the strategy of the company in his planning and approach to the work he has to do.

· An internal auditor performs various tasks, including:

· Carrying out checks on the organisation’s financial controls to establish whether such controls exist and if so whether they are properly and effectively applied.
· Conducting special investigations into particular aspects of the organisation’s operations.

· Investigating the timeliness of reporting and the accuracy of the information in reports generated and circulated within the organization.

· Carrying out value for money audits (VFM) on an operation or activity to establish whether it is economical, efficient and effective.

· Revising compliance by the organization with particular laws, regulations and best practice codes.

· Investigating aspects of risk management including the adequacy of the mechanisms for identifying, assessing, ranking and controlling significant risks to the organization.

· Ensuring that internal audit reporting meets management and Audit Committee requirements.

· Acting in terms of the Internal Audit Charter and Plans established and approved by the Board and/or its Audit Committee.
· Audit Committees must, where appropriate, be in place, depending on the nature and size of the company and the complexity and diversity of its operations.  We have already discussed audit committee composition and who should chair it.  We have already discussed some of its roles and functions.

· In addition, an Audit Committee must
· approve the risk based internal audit plan.

· Evaluate the performance of the internal audit function yearly.  (See Page 6 of King III).

· The broad purpose of having an audit committee is to:
· Help the Board of Directors to fulfill its obligations in respect of the financial reporting by appointing Board members to consider audit matters.

· Strengthen the independence of the external auditors by providing them with another channel of communication with the Board other than the Chairman of the Board, CEO or Finance Director.

· Indirectly, increase public confidence in the credibility of the company’s financial statement.

· The Audit Committee functions vary between companies but may include the following:

· Recommending the nomination and remuneration of External Auditors.
· Reviewing the external audit carried out by auditors.

· Discussing with the external auditors any problems that arise in the audit.

· Reviewing the company’s accounting policies and the need to make changes to these, e.g. when a new accounting standard is issued.

· Reviewing the company’s internal control procedures.

· Reviewing reports from the company’s internal audit department providing an independent reporting channel for the internal auditors who would otherwise report to the Finance Director.

· Reviewing the half year and annual financial statements prior to the approval of the statements by the Board.
· Reviewing the independence and objectivity of the auditors of the company.

· Appointing the Chief Financial Officer or Financial Director and reviewing his performance.

· Ensuring that the internal control procedures within the company are adequate.

· Appointing a new firm of auditors and negotiating the audit fee.

· Preparing their terms of reference for adoption by the Board and ensuring that they act within those terms.

· External Auditors – these are a necessary party to the establishment and maintenance of a sound internal regime of controls for an organization.

· An external auditor or auditors must be independent in that they have no material relationship with the entity whose financial statements are being audited.

· The purpose of external auditors is to ensure that financial statements of an organization are objective and can be relied upon.

· External auditors prepare an audit report for consumption by shareholders of the company.

· The audit report serves two main purposes:

· To give and expert and independent opinion about whether the financial statements give a true and fair view of the financial position of the company as at the end of the financial year covered by the report.

· To give an expert and independent opinion on whether financial statements comply with the relevant laws, standards and best practice codes.

· To give users of company financial statements some reassurance that the information in the statements is believable.

· The audit report provides only limited information to shareholders which include:
· An unqualified opinion – which is given when the auditor believes that the accounts give a true and fair view of the company’s financial position and performance.  The wording is fairly standard.

· A qualified opinion – in which the auditor believes the financial statements give a true and fair view except for a particular matter, over which disagreement with company’s management is so great as to justify a disclaimer or an adverse opinion.

· Disclaimer of opinion – which is a refusal by the auditor to give an opinion on a particular item in the financial statement and if appropriate where the auditor has been unable to obtain sufficient audit evidence and the amount involved could be material.

· Adverse opinion – which is the most negative type of modified audit report and is given when there is a disagreement between the auditors and the company’s management and the auditor believes that the financial statements are misleading or incomplete in a material or pervasive way.
· External auditors are expected to be independent, ethical and professional.  Their conduct must answer into professional quality tests by their regulating board.  Unethical conduct by external auditors lead to financial corporate collapses exemplified by the Enron, world.com, etc, etc.
· Recent external auditor concerns have revived the debate whether legislation or regulation is necessary to promote auditor independence and professional and ethical conduct on their part.

· In the USA the Sarbanes-Oxley Act, which is a corporate accountability legislation was enacted in July 2002.

· In the UK at the beginning of 2002, the Accountancy Foundation was established with the sole purpose of ensuring that the accountancy profession operates in the public interests so as to generate public confidence in its impartiality and effectiveness.  Also the Ethics Standards Board was established in 2002 to develop ethical standards for the entire accountancy professional and not just for auditors in the UK and the Investigation and Discipline Board was established to provide a scheme for investigating and dealing with cases of special public interests where an element of wrongdoing involving accountancy is suspected.

· In Zimbabwe we have the Institute of Chartered Accountants of Zimbabwe which is a body which regulates the conduct of Accountants including Auditors in Zimbabwe.

f.
Risk Control Review

After setting up a system of internal control with all the appropriate checks and balances, that system needs to be subjected to periodic reviews by the Board of Directors represented by the Audit Committee working in conjunction with the Internal Auditor and External Auditors.  How soon and what triggers such review will vary from one company to another depending on the size, complexity and diversity of its business operations.
g.
Whistle blowers – as a control measure, is gaining prominence and recognition in the corporate governance discourse. 

· A whistle blower is an employee who provides information about his or her company, which he or she reasonably believes provides evidence of –

· Violation of law or regulation by the company

· A miscarriage of justice

· Financial malpractice

· A danger to public health and safety 

· In the government sector, a whistle blower provides evidence of a gross waste of public funds or gross mismanagement.

· People blow the whistle because they have been unable to get a response from the company’s management through normal lines of reporting and resort to go to someone else with the information for redress.

· There is a strong connection between corporate governance and whistle blowing.  
· Whistle blowing by an employee helps to uncover significant risks and procedures should therefore exist to encourage honest whistle blowing whilst at the same time, discouraging malicious and unjustifiable accusations and allegations from employees against their bosses.

· Concerns about whistle blowing have grown over the years for three main reasons:

· Employees have unofficial access to official information which they use to blow the whistle for malicious reasons.

· There is a strong culture of loyalty to the company by employees.  Employees who question or criticize actions of management might be considered to be traitors.

· Yet whistle played an important role in uncovering information about financial and accounting mismanagement at Enron in 2001 and world.com 2002 and in criticizing the handling of security information by the FBI before the September 11 terrorist attack in New York.

· There is a case for retaining whistle blowing as a measure of internal control.  Yet whistle blowing can be both malicious as well as honest.
· Companies must take measures to manage whistle blowing in terms of procedure and in terms of analysing the reports received and acting on correcting the misconduct reported upon.  Companies therefore must have policies and procedures for dealing with people who blow the whistle and these include the following:

· A company must have a fair system for dealing with accusations from whistle blowers so that an honest individual does not feel under threat when making an allegation and employees ought to know what these procedures are.
· These procedures could include the following arrangements:

· The employer should make a formal statement to all employees that it takes seriously any genuine whistle blowing and the allegations of whistle blowers.

· The employer should also indicate to employees what it would regard as a failure in the system sufficient to justify whistle blowing.

· There should be respect for individuals who blow the whistle.

· The company should give an assurance to its employees that it will take every measure to ensure that there is no victimization of a whistle blower.

· The system should provide employees with an opportunity to voice their concerns outside the line management structures but still within the organization.

· Whistle blowers should be able to take their concerns to the person designated to manage the whistle blowing procedures.  The person designated to receive investigate and act upon complaints reported should either be an Internal Auditor or a Company Secretary or the service could be outsourced to a professional body such as a firm of accountants, e.g. the tip offs anonymous managed and supervised by the Delloittes & Touche audit firm.
· However, employees making false claims or allegations should be subject to disciplinary measures by the employer and such disciplinary procedures should be made known to the employees in advance. 

· Such whistle blowing procedure should be documented and a copy given to every employee.  It should give examples of the type if misconduct for which employees should use the procedure and set out the level of proof that there should be in an allegation.

PART FOUR

Information, Communication and disclosures
13.
INTRODUCTION
13.1.
Shareholders and stakeholders of a company do not run the company.  The directors do.  The only principal way in which directors make themselves accountable to the shareholders is through communicating and disclosing information about the company and its business performance to them.  That process needs a detailed analysis from the perspective of corporate governance.
13.2.
Investors hold back from investing and share value will drop if there are doubts about the honesty and transparency of how information about the company is collected and disclosed.

13.3.
The US Crisis of investor confidence about financial reporting for instance in mid 2002 brought the role of credit rating agencies into question.

14.
INFORMATION
14.1.
Information technology has taken over centre stage on how data and information about companies are recorded, preserved and transmitted.  Accordingly companies should have information technology frameworks in place to ensure complete, timely, relevant, accurate and accessible IT reporting firstly from management to the Board and secondly by the Board to shareholders and stakeholders in the integrated report.  Accordingly Boards of entities must ensure that there is an IT Governance Charter and policies are established and implemented in terms of that Charter.

14.2.
The Boards of companies should delegate to their management the responsibility for establishing and implementing the IT Governance framework through charters and plans of action.  Effective IT Frameworks and policies as well as the processes, procedures and standards that these evolve, should be implemented with a view to minimizing risk, deliver value, and ensure business continuity and assist the company to manage its IT resources efficiently and cost effectively.  (See King III Page 83).

14.3.
The Managing Director or CEOs of companies should appoint an individual responsible for the management of IT often referred to as Chief Information officer, whose task would be to establish and implement the IT framework in line with the strategic objectives of the company.

14.4.
The Board, through management should ensure that company information which is confidential is treated as such.
14.5.
The Board cannot afford to provide misleading financial statements.  There are three ways in which published financial statements can be misleading, namely:

· There could be a fraudulent misrepresentation of the affairs of the company where the company’s management deliberately presents a false picture of its financial position and performance.

· A company might use accounting policies where it presents its reported profits more favourable than would be the case if more conservative accounts policies were used.

· The financial statement could be complex and difficult for investors to understand.  It is often the practice of accountants to present financial statements in a way that readers will find difficult to comprehend properly.

15.
COMMUNICATION AND DISCLOSURE OF COMPANY INFORMATION TO STAKEHOLDERS
a.
Board of companies should communicate and disclose certain information about the company performance to all stakeholders of the entity.

b.
What type of information should be communicated and disclosed to the stakeholders?

· It should be information which paints a holistic and integrated representation of the company’s performance in terms of both its finances and its sustainability.  (See King III Page 108).

· The information could be communicated in the form of a single or dual reports, emphasis being more on substance over form.

c.
Principles which guide integrated reporting and disclosure are:
· Transparency and accountability – the integrated report should be prepared every year and should convey adequate information about –

· The operations of the company, the sustainability issues pertinent to its business, the financial results and the results of its operations and cash flow.

· The goals and strategies of the company as well as its performance with regard to economic, social and environmental issues.

· How the company’s business operations are aligned with legitimate interests and expectations of all its stakeholders.

· Integrated reporting should be focused on substance over form and should disclose information that is complete, timely, relevant, accurate, honest and accessible and comparable with past performance of the company as well as forward looking information.  

· The Board should include commentary on the company financial results and this commentary should include information to enable the stakeholder to make an informed assessment of the company’s economic value by allowing stakeholders insight into the prospects for future value creation and the Board’s assessment of the key risks which may limit those prospects.  The Board must disclose whether the company is a going concern and whether it will continue to be a going concern in the financial year ahead.
· Sustainability disclosure – the integrated report should describe how the company made its money hence the need to contextualize financial results by reporting on the positive and negative impact the company’s operations had on its stakeholders.  Companies must familiarize themselves with the global reporting initiative and G3 Guidelines on sustainability reporting.  These provide a number of important innovations since the 2002 guidelines referred to in King II.
· Assurance over all disclosures in the integrated by any entity should be obtained.  Formal processes of assurance with regard to integrated reporting should be established.  

d.
Providing assurance is different from verification in that verification confirms the existence of stated facts, it confirms data.  Assurance is a broader term that refers to the integrity of certain processes and systems.  Verification of certain information may be therefore be necessary to provide assurance.

e.
Verifications can take the form of representation letters by Management which are part of the annual reports.  Assurances can take the form of confirmations by Boards of entities that companies will have adhered to best practice codes and the law.

f.
In obtaining assurance, companies should be clear on the scope of the assurance to be provided and this should be disclosed to stakeholders in their annual reports or any other reports.  In addition the name of the assurer should be clearly disclosed together with the period under review, the scope of the assurance exercise and the methodology adopted.

g.
General oversight in reporting disclosure should be delegated by the Board to the Committee.  

h.
Risk disclosure – the Board should disclose in the integrated report any undue, unexpected or unusual risks it has taken in pursuit of reward as well as material losses and the causes of the losses.  This disclosure should be made with due regard to the company’s commercially privileged information.
i.
In addition the Board should disclose any current, imminent and envisaged risk that may threaten the long term sustainability of the company.

j.
The Board should also disclose its views on the effectiveness of the company risk management processes in the integrated report.

16.
STAKEHOLDER INTERFACE
a.
The overall assessments of stakeholders of companies result in the formation of corporate reputations.  Reputation is based on how well a company performs compared with the legitimate interests and expectations of stakeholders.  There is an awareness of how important the contribution of reputation is to the economic value of the company.

b.
The gap between stakeholder perceptions and the performance of the company should be managed and measured to enhance or protect corporate reputation and to avoid or destruction by company actions.

c.
The Board should adopt a stakeholder inclusive corporate governance approach and should from time to time rectify important stakeholder groupings as well as their legitimate interests and expectations relevant to the company’s strategic objectives and long term sustainability.

d.
The Board should therefore delegate to management to proactively deal with stakeholder relationships.

e.
Management should develop for adoption by the Board a strategy and suitable policies for the management of its relations with stakeholder groupings. Management should strive to strike a balance between the interests of various stakeholders and ensure that they receive equitable treatment at all times.  Board and management of companies should engage all stakeholders to the company in a transparent and effective way in order to maintain their trust and confidence.
f.
From the business leadership perspective, we call it networking and netweaving with company stakeholders.

PART FIVE
Approach and Principles on Corporate Governance Compliance and Enforcement

17.
The Approach – the governance compliance framework

a.
Legislated basis or approach for governance compliance

· Governance of corporations can be on statutory basis or on a code of principles and practices or on a combination of both.  (See King III Page 6).

· The USA codified a significant part of its governance in the Sarbanes-Oxley Act (2002) (“SOX”).

· The legislated basis for governance operates on “comply or else” basis.  Companies either comply or if they fail, they face legal sanctions for none compliance.

· The “comply or else” statutory regime to corporate governance has been criticized for –

· Being too rigid, operating as it does on the one size fits all principle and yet businesses undertaken by companies vary from place to place.

· Diverting the Board’s attention from improving the economic value of the company to compliance issues.

· Being too expensive “the total cost to the American economy for complying with the SOX is considered to amount to more than the total right off of Enron, world.com and Tyco combined”. (See King III Page 6).
· Stifling innovation and entrepreneual activity.  To quote Professor Ribstein of Illinois “It is unlikely that hasty, crash induced regulation like SOX can be far sighted enough to protect against future problems, particularly in light of the debatable efficiency of SOX’s response to current market problems.  Even the best regulators might aim and enact legislation that is so strong that it stifles innovation and entrepreneual activity, and once set in motion, regulation is almost impossible to eliminate.  In short, the first three years of SOX were, at best, an over reaction to Enron and related problems and, at worst, ineffective and unnecessary”.  Quoted with approval on Page 6 of King III.
b.
Voluntary basis for governance compliance.

· Fifty six (56) commonwealth countries including South Africa, and twenty seven (27) states in the European Union including UK, have opted for a code of principles, practices and guidelines on a “comply or explain” basis in addition to certain governance issues that are regulated by law.

· Under the “comply or explain” approach, directors comply with the governance codes, practices and guidelines and if they cannot, they have to explain and provide reasons.

· Debate on the UN Governance Code on whether it should be a “comply or else” or “comply or explain” basis opposed the use of the word comply because it implies adherence and leave no room for flexibility.

· The UN Code therefore opted for “an adopt or explain” basis for governance compliance.

· Under the “adopt or explain” approach, company boards adopt the governance codes, practices and guidelines and if they cannot, they have to explain why.  The word “adopt” is used in substitution to the word “comply” as it gives room for flexible application.  It moves away from the rigidity implied in the word “comply”.

· The Netherlands Code on corporate governance opted for yet another terminology, i.e. the “apply or explain” approach for governance compliance.

· Under the “apply or explain” approach, company boards either apply the governance code, practices and guidelines and if not they explain the reasons why.

· The Netherlands Code approach drops the use of the word “adopt” as it was the case in the UN Code and move to the word “apply”.  The argument advanced is that you apply rather adopt the governance codes, practices and guidelines.  The argument on the use of the word “adopt” or “apply” talks of a distinction without a difference.

· The “comply or explain” has been criticized for being “… a mindless response to the King Code and its recommendations whereas the “apply or explain” regime shows an appreciation of the fact that it is often not a case of whether to comply or not but rather to consider how the principles and recommendations can be applied.  (See King III Page 7).
· The King III Code therefore opted for the Netherlands Code approach. i.e. the “apply or explain” basis for governance compliance riding on the principle that it is the legal duty of directors to act in the best interests of the company at all times.
· In following the “apply or explain” approach, the Board of Directors , in its collective decision making, could conclude that to follow a recommendation would not, in the particular circumstances, be in the best interests of the company.  The Board would decide to apply the recommendation differently or apply another practice and still achieve the objective of the over arching Corporate governance principles of fairness, accountability, responsibility and transparency.  Explaining how the principles how the principles and recommendations were applied or if not applied, the reasons, results in compliance.  In reality the ultimate compliance officer is not the company’s ………………. or a bureaucratic compliance with statutory proceedings but the stakeholders.  (See King III Page 7).
c.
The link between governance principles, guidelines and the law

· Good corporate governance and compliance with the law are linked in that:

· The starting point of any analysis of corporate governance compliance  focuses on the legal duties of directors, the time honoured four (4), i.e. care, skill, diligence and good faith.

· Good corporate governance principles and guidelines, established structures and processes with the appropriate checks and balances that enable directors to discharge their legal responsibilities and oversee compliance with legislation.

· Good corporate governance, practices, codes and guidelines lift the bar of what are regarded as appropriate standards of conduct and courts of law use such corporate codes and guidelines as persuasive materials in determining whether or not a board member or indeed the Board itself is liable at law.  Codes therefore become law through judicial precedent.

· Around the world, some principles of good corporate governance are being legislated in addition to being part of voluntary codes.

· What was contained in the common law and in good corporate governance codes and guidelines are being restated in the statutes, e.g. the common law duties for directors and the King II recommendations have been restated in the New South African Companies Act.
· There are other pieces of legislation which create statutory duties on directors, e.g. legislation on public finance and environmental control, state owned companies and not for profit companies, etc.

d.
Governance compliance – guiding principles

· Boards of companies should establish a compliance framework and ensure adherence to its terms.

· Companies must comply with all applicable laws.  

· Compliance with applicable laws should be understood not only in terms of the obligations that they create, but also for the rights and protection that they afford.  Companies and their boards should always aim to achieve a balanced approach in their outlook on compliance.  Simply complying with laws without consideration of the rights available in the circumstances cannot be deemed to be acting in the best interests of the company.  The duty to act in the best interests of the company includes considering the rights of the company when dealing with compliance.

· The Board should consider adherence to applicable non-binding rules, codes and standards if it would constitute good governance and practice.  The board should disclose in the integrated report the applicable non-binding rules, codes and standards to which the company adheres on a voluntary basis.

· The Board is responsible for the company’s compliance with applicable laws and with those non-binding rules, codes and standards with which the company elected to comply.  One of the important responsibilities of the board is therefore to monitor the company’s compliance with all applicable laws, rules, codes and standards.

· Compliance with applicable laws, rules, codes and standards should be proactively and systematically managed by companies and compliance should be a regular item on the agenda of the Board even if this responsibility is delegated to a separate committee or function within the organisational structure.

· The extent of reliance placed by the board on those delegated committees or functions depends on the board’s assessment of their knowledge, effectiveness and experience.

· The board and each individual director should have a working understanding of the effect of the applicable laws, rules, codes and standards on the company and its business.
· Compliance risk should form an integral part of the company’s risk management process.

· The board should delegate to management the implementation of an effective compliance framework and processes.

[image: image1.png]



�A MUST KNOW AND READ


�RESEARCH ON PRINCIPLES OF BUNTU


�READ AND ANALYZE


�AN IMPORTANT COMMITTEE WITHIN ORGANIZATION. READ & RESEARCH


�RESEARCH ON MORE RESPONSIBILITIES IF ANY


�RESEARCH ON MORE RESPONSIBILITIES


�A MUST KNOW & ITS EXAMINABLE


�EXAMINABLE. A MUST KNOW. SEARCHABLE ON INTERNET


�A MUST READ. WILL BE IN EXAMINATION





Page 1 of 65

