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            Foreword

         

         Corporate Governance is an essential ingredient in the wellbeing of companies and by extension, economies. In its absence, or when practiced poorly, the risk of company failure increases significantly.

         In many countries, companies are required to comply with specific codes of Corporate Governance. The requirements placed on companies by these codes are often linked to the size of the companies concerned. In the case of listed companies, compliance with the relevant code of Corporate Governance is expected by capital providers and other stakeholders.

         When companies fail, their failures are sometimes attributed to noncompliance with specific aspects of Corporate Governance or even aspects of governance that were not sufficiently covered by the existing Corporate Governance Codes. Consequently, high profile company failures can sometimes lead to reviews and updates of existing codes of Corporate Governance with the intention of minimizing the risk of future failures. It follows that Corporate Governance is a discipline which is dynamic and constantly evolving.

         Many businesses, both private and listed, are family owned. The longevity of such businesses is linked to good Corporate Governance as well as the practice of Family Governance, which allows the business and the family to interact in ways that are mutually beneficial.

         The author is keen to promote both good Corporate Governance and Family Governance. He has developed and compiled a number of resources in a site that is intended to promote Corporate Governance and Family Governance www.familygovernanceassociates.com This book summarizes the most critical elements of Corporate Governance and Family Governance in a general setting and is intended as a primer on these topics.
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1
            Introduction

         

         This book is divided into five chapters. Chapter 1 addresses Corporate Governance and seeks to explain what it is, why it is important and how to introduce it in a corporate setting. Moreover it seeks to provide primers on some of the key ingredients of Good Corporate Governance.

         Chapter 2 addresses failures in Corporate Governance and draws lessons learnt from such failures. It is clear from the study of such failures, that the imperative of good Corporate Governance is true irrespective of who owns the affected entity. Corporate Governance failures occur with disastrous consequences in privately-held, family-controlled as well as listed entities and even government-controlled entities. The case studies presented in this chapter are all selected on the basis of their relevance as well as the extensive attention they have attracted by the press or relevant regulators and in some cases the courts; any associated litigation and regulators’ investigations have ran their course with reports of what went wrong widely and publicly available, appeal processes completed and sentences served. The chronology of events and the facts of the cases, including behaviours of key actors in them presented in this chapter are based on publicly available information and reports.

         Chapter 3 focuses on family businesses which account for a very significant part of economic activity around the world. Beyond identifying the key parameters characterizing family businesses, this chapter also seeks to codify the ways families interact with the businesses they control. It is only through understanding the scope and nature of such interactions that one can hope to introduce family governance arrangements that will regulate such interactions.

         Chapter 4 focuses on Family Governance and seeks to explain what it includes, why it is important and how to introduce it. It further provides primers on some of the key aspects of Family Governance. 2

         The final chapter seeks to draw conclusions and explains how good Corporate Governance and Family Governance are both necessary ingredients for a family business to stand a chance of becoming a multigenerational business.

         Inevitably a book is defined by what it includes and what it does not include and by what it emphasizes and what it does not. I believe that this book has covered all the main ingredients of Corporate Governance and Family Governance and is in that sense complete. However, I also freely acknowledge that the topics of Corporate Governance and Family Governance as well as each of their subtopics merit entire books on their own. Nowhere is this truer than the subtopic of Environmental Social Governance (ESG) which has become a major consideration in recent times, particularly for listed companies. The word “primer” used to describe the level of exposition that is provided for each subtopic in this book is thus advisedly selected.

         The structure of this book mirrors, to a degree, the structure and resources available on the site www.familygovernanceassociates.com. Although the book can be seen as a companion piece to the site, it is intended to be a standalone resource in itself.

      

   


   
      
         
3
            Chapter 1:

Corporate Governance

         

         1.1. Definition, importance and introduction of Corporate Governance

         What is Corporate Governance?

         The usual textbook definition of Corporate Governance refers to the prescription of rules of engagement between

         
            [image: ] owners as providers of capital

            [image: ] managers as executors of business strategy with owners’ capital and

            [image: ] directors as formulators of strategy and supervisors of managers but answerable to owners

         

         Schematically, Corporate Governance is often presented as a set of bilateral relationships in a triangle linking owners, managers and directors.

         
            Figure 1.1.a. Traditional Corporate Governance Triangular Relationships

            [image: ]

         

         4This definition is clearly concerned with agency issues and is seen from the perspective of owners who may not always be involved in the business.

         Below the shareholder level, Corporate Governance also acts as an umbrella concept and focuses among other things on the interaction of planning, allocation and monitoring as illustrated below.

         
            Figure 1.1.b. Corporate Governance framework with Culture as a key ingredient

            [image: ]

         

         In this broader definition, Corporate Governance pertains to structures, processes and culture for the direction and control of companies. It concerns the relationships among the management, the management oversight body (usually the Board of Directors, sometimes substituted or supplemented by a Supervisory Board), controlling shareholders, minority shareholders and other stakeholders.

         Direction means all the decisions that relate to setting the overall strategic direction of the company such as:

         
            [image: ] Long term strategic decisions including large scale investment decisions

            [image: ] Mergers and acquisitions

            [image: ] Succession planning and appointment of senior managers.

         

         5Control means all the actions necessary to oversee management’s performance and follow-up on the implementation of the strategic decisions already taken.

         All in all, good Corporate Governance can be understood as an adequate system of checks and balances in all the dimensions that can impact the survival and prosperity of a business. And poor Corporate Governance can be understood as an inadequate or failing system of checks and balances that exposes the business to risks that can threaten its very survival, let alone its prosperity.

         Why does Corporate Governance matter?

         Good Corporate Governance ensures a clear definition of the role, duties, rights and expectations of each of a company’s governing bodies.

         It follows that good Corporate Governance confers benefits on the business as it promotes conditions that are conducive to sustainable development of the business and improve its resilience to shocks and challenges, thus also enhancing its longevity. The absence or failure of Corporate Governance undermines a company’s resilience and can therefore increase the risks of business distress and failure.

         Following high profile business failures attributed or linked to Corporate Governance failings or shortcomings, many countries have introduced mandatory codes of Corporate Governance as a form of pre-emptive safeguarding. In many jurisdictions listed companies not only have to adhere to the relevant code of Corporate Governance, but they also have to report publicly on their compliance. Capital providers such as banks and institutional investors are increasingly mindful of companies’ records on Corporate Governance and those with poor records can find their access to capital is negatively affected. Conversely, companies with good records of Corporate Governance are rewarded by better market ratings and greater access to capital including access to capital at more favourable terms and conditions. This is becoming increasingly the case as in recent years the term Environmental Social Governance (ESG) has become a byword for investment criteria used by socially conscious investors in listed companies. Such investors are interested in companies’

         
            [image: ] stewardship of nature, hence the term Environmental

            [image: ] relationships with stakeholders such as clients, suppliers, employees and local communities where a company operates, hence the term Social

            [image: ] Corporate Governance practices, hence the term Governance.

         

         6Arguably good Corporate Governance, which is aimed at ensuring the prosperity and longevity of companies, includes adopting sustainable business models and practices. In a broad sense, responsible stewardship of nature and balanced relationships with stakeholders are to a large extent manifestations of good Corporate Governance. The opposite is also true. Irresponsible stewardship of nature and predatory relationships with stakeholders are symptoms of absence or failures in Corporate Governance which can undermine a company’s prosperity and longevity. Nevertheless, in spelling out Environmental and Social in their investment criteria alongside Governance, socially conscious investors help remind Boards, particularly of listed companies, of their broader responsibilities.

         1.2. The dynamic nature of Corporate Governance

         It is evident that the challenges, risks and opportunities that a company faces are linked to its stage of evolution.

         A start-up typically faces the challenge of marshalling sufficient resources, including financial and human resources, in a way that will allow it to become viable in a self-sustaining way. Availability and scarcity of resources are often key challenges and risk factors and there is never a guarantee that a start-up will make it.

         An established company that is very profitable and has a strong balance sheet, faces the very different challenge of deploying its plentiful resources, including financial and human resources, in ways that maintain its strong position and take advantage of opportunities without exposing the business to undue risk.

         In between these two rather extreme examples, there are companies which face their own version of the challenge of how to marshal and deploy resources in pursuit of opportunities whilst at the same time managing risks, including the risk of failure.

         In addition to the stage of evolution and financial condition of the business, the ownership structure of a business is also an important factor affecting the interplay between marshalling resources, pursuing opportunities and managing risk. So, whereas a start-up may have a limited set of owners or shareholders, some of whom at least will be actively involved in the business, an established company listed on a major exchange will have thousands or even millions of shareholders with very little direct involvement in the business. 7

         Clearly the nature of the ownership and the stage of the evolution of the business are often linked. Both are dynamic. They are also both factors that affect the nature of Corporate Governance that is appropriate and relevant for a business. Corporate Governance does not come in one size that fits all. It is much more a case of horses for courses. And to the degree a business is dynamic and evolves, so too should its Corporate Governance arrangements be dynamic and evolve in order to remain relevant and effective.

         1.3. Constituent elements of Corporate Governance

         Corporate Governance comprises of a number of elements that merit description and discussion in the primers that follow. A very important element is the oversight that is exercised on a company and there are a number of characteristics that define such oversight, each of which deserve a sub-chapter of their own, including:

         
            [image: ] The type of oversight body oversight body that ensure adequate monitoring of executive management takes place. This oversight can be exercised via a single Board structure historically associated with the United Kingdom and United States or a two-tier Board structure historically associated with Germany. The two approaches are described below

            [image: ] The role and responsibilities of the Board of Directors

            [image: ] The materials that should be made available to a Board of Directors in order to facilitate decision-making and the exercise of oversight

            [image: ] The composition of the Board of Directors, similarly in order to facilitate decision-making and the exercise of oversight

         

         Another element is Risk Management which when practiced properly safeguards the company’s assets, prospects and longevity without sacrificing its potential and growth.

         A third element is the Internal Audit Function (IAF) that acts as the eyes and ears of an oversight body.

         A fourth one are the Management Information Systems (MIS) and Key Performance Indicators (KPIs) that are introduced in order to aid decision-making the exercise of timely and effective oversight. 8

         A further element which obviously constitutes part of Corporate Governance is the Code of Conduct a company adopts in order to establish its own rules of engagement with internal and external parties.

         An element which is less obvious but no less important part of Corporate Governance is the strategy review cycle and its link to the company’s choices when it comes to innovation, since Strategy and Innovation concern choices by the oversight body of any company and such choices are made with the company’s longevity and prosperity in mind.

         Last but not least, is Culture, as we have already described in the definitional diagram 1.1. Corporate Governance Framework with Culture as a key ingredient.

         1.3.1. Approaches to oversight body and its function

         At shareholder level, Corporate Governance deals with the arrangements under which oversight is exercised on the management and affairs of the company on behalf of its owners. There are two principal approaches that inform these arrangements:

         
            a. the two-tier oversight approach, which is historically associated with Germany and adopted in a number of countries in Europe including Austria, Finland and Sweden and in China

            b. the unitary oversight body approach, which is associated with the United Kingdom and United States and has been adopted in many other countries

         

         In many countries, Corporate Governance codes are used to guide companies on what constitutes appropriate governance arrangements. The relevant Corporate Governance codes for specific countries can be downloaded from the European Corporate Governance Institute (ECGI) www.ecgi.com, an international non-profit association providing, a forum for debate and dialogue between academics, legislators and practitioners, and focusing on major Corporate Governance issues. See: www.ecgi.global/content/codes

         1.3.1.1. The two-tier Board oversight structure

         Under this approach, there are two separate Boards, an Executive Board or Management Board for day-to-day business and a Supervisory Board elected by shareholders and in some countries also employees, for appointing and 9supervising the Executive or Management Board. Oversight is exercised by the two separate Boards.

         The Supervisory Board is chaired by the Chairman of the Company and is usually made up of non-executives, though in some jurisdictions it can include employee representatives. Generally, the Supervisory Board guides and monitors the Management Board. The Supervisory Board is also involved in long-term strategic planning.

         The Management Board is made up exclusively of executives and is led by the Chief Executive Officer (CEO) of the company. It meets frequently, often weekly, to deal with operational issues. Some contracting decisions and strategic planning decisions may have to be approved by the Supervisory Board.

         The two Boards have to cooperate closely in developing the business strategy through a steady flow of information between them. The information flow normally includes Risk Management, business development and any deviations from initially agreed plans. Open discussions between members of the two Boards are also vital for the functionality of the business under the dual Board management system as the Boards must exchange information frequently.

         
            Figure 1.3.1.1.a. Dual Board oversight structure

            [image: ]

         

         10

         What is Codetermination?

         The dual Board system is closely associated with Germany as it was introduced there in the 19th century. Since 1976, under German law, workers have the right to participate in the management of the companies they work for by electing representatives (usually trade union representatives) to the Supervisory Board of Directors. In companies with more than 2,000 employees, such employee representatives may make up almost half the Supervisory Board and in companies with 500 to 2,000 employees, employee representatives make up a third of the Supervisory Board. This employee participation is called “Codetermination” and clearly contributes to better information sharing and to building trust between employees and their companies and managers which can lead to relatively peaceful industrial relations. On the other hand, decision making can be slower though some studies, notably in Sweden, have suggested efficiency improved with worker representation.

         
            Figure 1.3.1.1.b. German Dual Board incorporating Co-determination

            [image: ]

         

         11

         1.3.1.2. The unitary Board oversight structure

         Under this approach, there is only one oversight body, the Board of Directors, which is comprised of both executives of the company and non-executives. In the United Kingdom, since the early 1990s following the recommendations of the Cadbury Report in 1992, the roles of Chairman and CEO are held by two different people. In the United States, the role of Chairman and CEO can be combined and very often one person holds both posts, but there is a trend towards splitting the role. So, there are in effect two variants of the unitary Board structure – the British variant and the American variant.

         
            Figure 1.3.1.2.a.UK and US Variants of Unitary Board structure

            [image: ]

         

         1.3.1.3. Comparison between unitary and dual Board structures

         There are arguments in favour of each of the approaches and variants. Proponents and adherents of the dual Board approach point to the clear distinction it ensures between management by the Executive Board and governance by the Supervisory Board which in their view allows clearer lines of authority. The aim is to prevent a conflict of interest and too much power being concentrated in the hands of one person. Some acknowledge a strong parallel of the dual Board approach with the structure of government, which tends to separate the political cabinet, ultimately 12accountable to voters who elect the parties that form such a cabinet, from the management oriented civil service that acts according to the directions of the cabinet. Using a two-tier system might also result in more monitoring and less aggressive performance targets, particularly where employees are strongly represented in the Supervisory Board. Critics of the dual Board approach suggest that financial efficiency may be impeded by reduced communication and the higher costs of running two Boards.

         Proponents of the unitary Board approach point to lower oversight costs of having just one Board mixing executives and non-executives and also to speedier decision-making and greater flexibility in changing strategic direction, particularly in the absence of worker representatives at the Board level. Proponents of the American approach of combining the roles of Chairman and CEO, point to the powerful platform that this creates for exceptional leaders to make a big difference to the fortunes of the companies they lead. On the other hand, proponents of the British approach of splitting the Chairman and CEO roles, point to lower concentration of power in the hands of one individual and greater checks and balances that result in greater resilience.

         There is no settled opinion on what structure is “best” as there are examples of excellent outcomes as well as poor outcomes under both unitary Boards and two-tier Boards. Fundamentally, such structures are simply tools in the hands of executive and non-executive directors. Ultimately it is the shareholders’ and directors’ responsibility to achieve good Corporate Governance whichever way they see fit given the environment in which their companies operate.

         1.3.2. Board of Directors Role and Responsibilities

         The Board of Directors is the body responsible for setting the strategy for the company. In order to set the strategy, the Board needs to review and evaluate present and future opportunities, threats and risks in the external environment and take into account current and future strengths, weaknesses and risks. It needs to determine and assess strategic options and select those options the pursuit of which will form the corporate strategy.

         Setting the strategy is of course only the first part of the Board’s responsibility with respect to setting the direction of the company. The second part of this responsibility is to determine what resources are needed to implement the corporate strategy and then secure or allocate these resources for the 13implementation of the chosen strategy. Thus, a Board needs to understand the company’s organizational structure and capability and ensure they are appropriate for implementing the chosen strategy or strategies. The Board assesses the availability and adequacy of existing resources and allocates the appropriate resources (for example human, financial and technological resources) to support the implementation of the chosen strategy or strategies. In this context, the Board also exercises its responsibility of appointing the company’s CEO and other members of the senior executive management team such as Chief Financial Officer (CFO) and Marketing Director. If deemed necessary, the Board becomes responsible for securing any incremental resources needed to ensure implementation of the strategy.

         The Board is also responsible for the approval of budgets and plans that the executive management formulates and recommends for the implementation of the strategy set by the Board. Once such budgets and plans are approved by the Board, its role shifts to monitoring company and management actual performance relative to agreed targets and goals. Such monitoring needs to be timely and effective in order to facilitate timely and effective adjustments to strategy and resource allocation if necessary. Monitoring and assessing company and management performance also allows the Board to recognize and reward outperformance or address underperformance.

         As the company’s oversight body, a Board approves financial accounts and other regulatory submissions. It reports to shareholders and other stakeholders such as regulatory authorities and tax authorities, and is ultimately accountable to them. And it is also legally responsible for ensuring compliance with legal and regulatory requirements such as environmental regulations and health and safety regulations. In this context, proactive and transparent communications can promote goodwill towards the company from stakeholders.

         By law, in the United Kingdom, Directors’ duties include the duties to:

         
	Act within powers in accordance with the company’s constitution and for the purpose they were granted these powers

            	Promote the success of the company

            	Exercise independent judgment

            	Exercise reasonable care, skill and diligence

            	Avoid conflicts of interest 14


            	Decline any benefits from third parties

            	Declare any interest in a proposed transaction or arrangement

         

The last, but by no means the least, function of a Board of Directors is to set the company’s values, policies and standards. It does so, by formulating governance and ethics codes and ensuring they are followed. Moreover it determines the company’s policies and ensures they are practiced as intended. It supports and works with the internal audit function to ensure appropriate oversight. It also supervises and ensures appropriate Risk Management processes are in place and functioning to protect the company’s position. Perhaps the most powerful way through which it serves this function is the power of its example, particularly in respect of its own adherence to good Corporate Governance standards. Its actions, particularly in moments of crisis, can make or break the company.

         Consider the example of the actions of the Johnson & Johnson Board in October 1982 when faced with deaths arising from the use of Tylenol tablets from bottles that appeared to have been tampered with and laced with cyanide. The Johnson & Johnson Board did not try to mitigate the cost to the company by trying to identify which batches of bottles might have been effected. Instead, with 31 million Tylenol bottles in circulation with a retail value of $100 million, it issued a nationwide recall of all Tylenol, at the cost of millions in foregone revenues and profits. The public appreciated the clear demonstration that Johnson & Johnson put the customer’s welfare ahead of company profit and Tylenol not only recovered its market leading position after the incident but actually strengthened it. The values demonstrated by the Johnson & Johnson Board on how to handle the crisis became an object lesson in crisis management and cemented the company’s bond of trust with customers for a generation.

         1.3.3. Board of Directors Information Pack and Presentation

         1.3.3.1. What is an appropriate frequency of Board meetings?

         Boards discharge their duties through meetings and the resolutions they pass at such meetings. The frequency of their meetings is therefore an important parameter to consider. This frequency is a function of the industry and company circumstances and condition. 15

         Start-ups face shifting priorities and potentially existential challenges as they grow to break even. Companies in distress face existential threats in the midst of turnaround efforts. Companies in fast moving industries face more frequent challenges and threats but also opportunities. Thus, start-ups, companies in distress and companies in fast moving industries tend to require more frequent Board meetings and may need monthly Board meetings or even more frequent meetings in periods of crises. On the other hand for dominant companies in mature markets three to four Board meetings a year may be sufficient.

         1.3.3.2. The function of Board materials

         The materials submitted to a Board are a means of formal communication. As such they provide information which helps Boards in their deliberations and decision-making and they need to be:

         
	Relevant – to the business and the issues under consideration

            	Informative – improve understanding and insight

            	Succinct – as concise as possible

            	Clear – leave no room for misunderstanding

         

Thus a useful acronym to guide preparation of Board submissions from these attributes is RISC, with a C for the last attribute of clear.

         The materials need to include analyses as well as outline and assess options and of course the management’s recommendations for the Board’s approval. Board materials are also the means by which the company’s management can submit requests to the Board. Submissions to the Board are intended to improve its understanding particularly in respect of relevant market and competition issues, as well as create a common understanding between Board and management so that they can facilitate decision-making. When it comes to performance, the materials need to include follow-up on any past actions agreed.

         Overall, Board materials should serve as a compass for monitoring adherence to and progress relative to plan and strategy. They also need to serve as a kind of radar and early detection mechanism to identify risks, threats and opportunities in a timely fashion. 16

         
            Figure 1.3.3.2.a. Board materials as tools for charting course and identifying risks

            [image: ]

         

         The Board materials also form a record of the communications and information provided to the Board. In most jurisdictions, the Board materials and the minutes of the Board meetings are required to be preserved as they form a record of the Board’s deliberations and decision-making.

         1.3.3.3. What are appropriate materials for the Board?

         Individual Board meetings through the year may have a specific focus. For example a meeting during the first quarter may focus on reviewing and finalizing accounts from the last year and performance appraisal matters. A meeting during the fourth quarter may focus on budgeting for the following year, including capital expenditure plans. Thus, Board materials for individual Board meetings will be a combination of information that is relevant for every Board meeting as well as information that is relevant for the focus of the specific Board meeting.

         Information for each Board meeting

         In light of the Board’s responsibility to ensure compliance with regulatory and legal requirements, it is good practice for Boards to review and affirm continued adherence to regulatory and legal requirements or report noncompliance at each Board meeting. Once noncompliance is identified, the management will be required to provide further information in subsequent meetings on how it has been or is being addressed until back into compliance. Similarly, in each Board meeting it is good practice to confirm the absence of any health and safety issue arising 17between Board meetings or report any incidents and how they were dealt with.

         It is customary that at each Board meeting, management will provide updates on financial and operational KPIs as agreed between the Board and management. Such updates will also need to include a narrative on financial and operational KPIs according to a template agreed between the Board and management. In addition, a comparison of actual performance along different metrics with the budget or plan and any revisions recommended to the plans and reasons for revisions need to be included in the Board materials. At each Board meeting the Directors should be provided with an update on operations and a market and competition summary.

         Finally, in case there are any internal audit findings, the Board needs to be provided with updates on the responses from the audited managers or departments and the implementation of actions in response to such findings.

         For start-ups, at each Board meeting management should discuss initiatives that may bring forward the cashflow break-even and progress ongoing fundraising initiatives.

         Information for Board meeting focused on accounts and CEO appraisal

         The Board is responsible for the release of a publicly listed company’s financial statements in line with listing requirements; or where the company is privately-held, for the submission of the company’s accounts in accordance with the relevant regulatory requirements. Irrespective of its ownership status, the Board is also responsible for the company’s submissions to the relevant tax authorities. Clearly these matters deserve thorough and timely discussion at the Board level prior to any communications in the form of statements, reports or submissions to third parties which create legal responsibilities and liabilities for the company and its Directors. The company’s draft financial statements deserve centre stage in Board meetings that are focussed on the company’s accounts and by extension the appraisal of the CEO’s performance. Of course in addition to the financial statements, the executive management will need to provide commentary on these statements, specifically addressing items such as 18

         
	Sales growth, distinguishing between price and volume increases, as well as benchmarking for market growth to allow the Board to gauge any changes to the company’s market share and competitive position

            	Profitability at different levels, including gross margin, operating profit, earnings before interest, taxes, depreciation, and amortization (EBITDA), net income

            	Cashflows including operating, investment and financing

            	Leverage, with breakdowns of short-term and long-term borrowings as well as any off-balance-sheet items, debt service coverage and any covenant related issues

            	Tax compliance and planning

         

Beyond establishing the actual performance, materials submitted to the Board by the executive management will need to provide comparisons between actual financial and operational performance relative to plan and budget. This can inform Board discussion and assessment of how well the executive management is delivering in terms of performance and adhering to agreed plans in terms of actions or establish the degree of deviations in actions and variances in performance and allow discussion of the drivers for such deviations and variances. Such discussion would have three objectives:

         
            a. Establish in-line, out or under performance in a transparent and clear way

            b. Allow the Board to consider appropriate reward or other action in relation to the executive management in light of their performance

            c. Serve as confirmation that strategy is being implemented without need for corrective action or conversely serve as early warning of need to reconsider the company’s strategy, priorities and plans.

         

         Information for Board meeting focused on Risk Management and Human Resources Management

         At least once a year, it is good practice for a Board to proactively focus its attention to Risk Management. Every business faces risks of many different types:

         
            [image: ] risks to its mobile assets such as theft and accidents

            [image: ] risks to its personnel including to their health and safety

            [image: ] risks to its installations and equipment such as fire and flooding

         

         19It is one of the fundamental responsibilities of a Board to ensure that the company deals with such risks in an appropriate manner. In order to be in a position to do that, it is imperative that the executive management prepares and presents to the Board a comprehensive map of the risks the company is facing, identifying to the degree possible the likelihood and impact of each risk. Such a map can then be used to examine what risk mitigation measures can be taken. It is one of the most important responsibilities of a Board to ensure that the executive management has mapped out risks comprehensively and identified and recommended to the Board appropriate ways to deal with such risks. As the ultimate line of the company’s Risk Management defence, the Board must respond to the management’s recommendations with its decisions and direction. Such decisions and directions should be based on appropriate cost vs. benefit analyses and could be further informed by industry and competitor practice as well as the potential impact on the company’s competitive position. However, as has already been established with the example of Johnson & Johnson removing all Tylenol tablets from the shelves, the values of the company can never be compromised and in some cases, particularly when it concerns customers’ and employees’ safety and well-being, there should be no tolerance for even the slightest chance of mishap. Intangibles like customer trust must also find their way into the Board’s cost vs. benefit calculus.

         Human resources is another area that deserves to be the focus of a Board meeting at least once a year. Beyond the obvious setting of budgets and compensation levels, including incentives, such a Board meeting can examine recruitment and training priorities as well as succession planning at senior levels. Moreover, development plans can be considered for senior and midlevel managers so that the company continues to expand and strengthen its pool of managerial talent. In all of these areas, the Board has a responsibility to make sure that management is proactive and does indeed have a human resources development plan that will maintain and strengthen the human capital of the company.

         Information for Board meeting focused on markets, competition and strategy

         Given the Board’s responsibility for setting a company’s strategy, it is imperative that the Board periodically focuses its discussions on markets, competition and strategy. The frequency of such Board discussions focused on strategy depends at least in part on the stage of the company’s evolution as well 20as the industry in which it is competing. A company dominating a mature industry may not have need to discuss strategy as frequently as a start-up in a dynamic and changing market segment. However, the raw materials and tools for the discussion will be similar and will include:

         
            a. Identification and assessment of market trends utilizing tools like political, economic, social, technological, environmental and legal (PESTEL) analysis

            b. Profiling and benchmarking of competitors, including existing competitors’ market positioning as well as new entrants

            c. Analysis of the company’s strengths, weaknesses, opportunities and threats (SWOT)

         

         Some of the tools can interact with each other, as typically SWOT and PESTEL can do as illustrated below.

         
            Figure 1.3.3.3.a. SWOT and PESTEL Analytical tools and their interrelationship

            [image: ]

         

         21Fundamentally, the materials and tools are intended to allow the Board and management to discuss and consider different strategic options. Beyond analysing the advantages and disadvantages of each option, a Board must consider and address the resources required for the pursuit of each option and contrast it to the resources available or within reach. Prioritization of strategic options and allocation of resources can then follow. Thus, management teams must always bear this in mind when providing materials to their Board for a discussion and a decision on strategy. Beyond the narrative and recommendation on strategy and targets, a management team needs to also provide the observable facts and the analyses that underpins, in as solid a way as possible, their recommendations. Not surprisingly, the stage of evolution of a company influences the emphasis of the materials. For example, Boards of start-ups, need to be adept at securing adequate funding runways for their management teams to have time to execute. Consequently, management teams in such start-ups must be clear in their requests for capital, in terms of timing, amount and prospective use of requested capital. On the other hand, Boards of mature businesses, without many opportunities to deploy surplus capital profitably, must be particularly vigilant against trophy acquisitions and other similar “opportunities” championed as “strategic options” by empire-building CEOs and their teams.

         Information for Board meeting focused on budgets

         It is customary for most businesses to set annual budgets. So, at least one Board meeting a year has a focus on budgetary matters. Materials for Board discussions on budgets should include:

         
            a. Key financial targets and ratios including amongst others in respect of

            
	Sales growth

               	Profitability at different levels (gross margin, operating profit, ebitda, net income)

               	Cashflow and liquidity

               	Leverage

            

b. Key operational targets and ratios relevant to the industry including amongst others in respect of

            
	Capacity utilization

               	Raw materials utilization 22


               	Performance of production lines

               	Warehouse/Distribution wastage

            

c. Procurement of raw materials – sources and pricing

            d. Capital expenditures

            
	Maintenance capital expenditure (CapEx)

               	Regulatory CapEx

               	Growth related CapEx

            

e. Product mix targets

            f. Market mix targets

            g. Pricing targets

         

         Financial performance commentary from the management to the Board

         Commentary informs the Board as it explains the data presented to the Board. Thus, commentary needs to address variances, trends and events and not only offer explanations but also where appropriately proposals and recommendations for action.

         In respect of Actual vs. Budget performance variances, management needs to provide information and explanations as to the drivers of the variances and break down how much of such variances are volume vs. price variances. For example, a significant positive variance in volume accompanied by no variance or even marginally negative variance in price signifying sales growth without significant erosion in profit margins, could be more welcome than an even greater positive variance in volume accompanied by a significant negative price variance indicating the growth was achieved at significantly lower than planned profit margins. As illustrated in the table below, a positive sales variance without an analysis of the price and volume variance that drive it, can mask eroding margins. 23

         
            Figure 1.3.3.3.b. Price and Volume Variance analysis example

            [image: ]

         

         Of course, in addition to examining the breakdown between price and volume, management needs to place the company’s performance in the context of market conditions. So, if market prices were significantly lower than budgeted, management would have had to risk losing market share if it did not also lower the pricing on the company’s products. In such circumstances, the price and variance analysis needs to go one step further and place these variances in the context of market conditions in order to establish whether the company’s performance is falling behind market competitors or not. Or as illustrated in the example below, consider a market which has remained stable in terms of volume and prices but in which the company managed to gain share without sacrificing margins or, conversely, gained share through heavy price discounting. The sales variance on its own could be positive in both scenarios but the true picture in terms of price, volume and profit margin variance would be very different in each. It would be reasonable for any Board to expect that the management would provide sufficiently detailed analyses to allow the true picture to emerge and discussed at the Board meeting. 24

         
            Figure 1.3.3.3.c. Price and Volume Variance analysis including market conditions

            [image: ]

         

         In case there are persistent trends that are becoming evident which are affecting performance, management needs to not only acknowledge them and whether performance is getting better or worse as a result, but also offer at least some informed opinion as to the factors, both external and internal, that may be driving or influencing such trends. Based on their diagnosis, management would be expected to also recommend actions to maintain favourable trends or actions to arrest unfavourable trends. As trends do not persist forever, management also needs to be ready to discuss expected departures from trends and factors which can cause such changes.

         Individual events may also affect performance and where that is the case management needs to offer informed opinion as to whether such an event is a one-time event or not and assess the external and internal factors that may be driving or influencing such events. 25

         Any financial commentary by management also needs to proactively address critical levels of performance that may be requiring attention or action. By identifying areas in need of improvement in performance or condition such as leverage that is too high, liquidity that is getting too stretched, working capital financing that is too expensive, receivables that are rising or are too high, inventory turns that are slowing or too low, etc.), management can seek and secure timely Board support for initiatives and resources that could help achieve appropriate improvements.

         Finally, since very few companies enjoy monopoly conditions, financial performance commentary also needs to benchmark the company’s financial performance with the financial performance of its key competitors so that management and Board can jointly examine the company’s performance in relative terms and whether the company’s position is getting stronger or weaker.

         Operational performance commentary from the management to the Board

         Commentary for operational performance can follow a similar template as for financial performance commentary and address variances, trends and events.

         Materials for the Board regarding procurement budgeting

         Procurement budgeting should be an opportunity for a supplier review and benchmarking. Therefore, for each supplier, management needs to provide the Board with information on how much of the company’s needs they supply, under what pricing and terms of supply, the nature and length of the relationship and whether the supplier is also supplying to the company’s competitors. In addition, for each supplier there should be an assessment by management of the company’s importance to the supplier and whether there is room for better pricing or terms. Similarly, for potential new suppliers, management needs to provide the Board with information on how much of the company’s needs they could supply, under what pricing and terms and how important the company could become to the supplier. In addition, management needs to identify and quantify any switching costs and project what type of relationship may be feasible with the prospective new supplier, especially if they are also supplying to the competition. Such disciplined analysis and benchmarking of procurement options, can often help add value even without switching. 26

         Materials for the Board for benchmarking product and market mix relative to market trends and potential

         Board discussions on budgets, strategy and performance will often take in the company’s product and market mix performance and targets. Such discussions will be better informed and lead to better decision-making if management provides the Board with relevant market information as well as the company’s own performance. Thus for product mix benchmarking, management needs to provide information on both growth and pricing trends since the aim would be to maintain or increase market share and maintain or increase margins. Beyond market growth and pricing trends, management also needs to be vigilant and inform the Board of any consolidation trends. Once again the objective is to maintain or increase the company’s position and pricing power with clients and suppliers.

         For market mix benchmarking, management needs to provide the Board with information on market segments size and potential with the aim being to be present in large markets and in markets with strong or accelerating growth potential. Similar to product mix, for market mix management will need to address growth, pricing and consolidation trends. Normally both management and Board would be aiming to be present in large markets and markets with strong or accelerating growth potential and to maintain or increase margins. Management also needs to examine if concentration conditions and consolidation trends may present an opportunity for the company to become a dominant player with market power, either through organic growth or through merger and acquisition activity.

         Materials for the Board regarding pricing targets within a competitive environment

         Whilst individual prices for individual products or services may not be a matter for the Board, the way in which management sets pricing targets is definitely something over which the Board should exercise oversight of management. In this context, management needs to explain to the Board the factors it considers in setting prices for the company’s products or services. Since most companies face competition for their goods and services, pricing targets cannot be considered outside the context of the relevant competitive environment and indeed the first factor to be considered, including at Board level, is the competitive pricing landscape. And 27how management gauges the company’s target customers’ perception of the company price proposition, and what is that perception, are both very much of interest to the company’s Board. Pricing trends and the drivers of such trends are another important factor that needs to be taken into account. But as price is not the only dimension on which companies compete, Board materials should also examine what other dimensions are relevant in customers’ purchasing decisions and establish the relative importance of pricing within a specific product or market category. For example, reliability, aesthetics or prestige are dimensions that can trump pricing considerations for car buyers in certain car market segments. Competitors’ pricing stance is also important to consider as it can help establish where the company’s own pricing places it in the aggressive lead vs passive follower spectrum.

         Information for Board meeting focused on capital expenditure planning

         Periodically a Board will be asked to approve capital expenditures. Discussion on capital expenditures may arise

         
            a. in order to remain compliant with regulatory requirements (Regulatory CapEx) or

            b. in the context of maintaining existing capacities and capabilities (Maintenance CapEx) or

            c. as part of strategic options under consideration for growing the business (Growth CapEx).

         

         These three different types of capital expenditure are driven by different considerations and therefore it is incumbent for any management presenting CapEx proposals to its Board to correctly characterise the nature of the proposed CapEx because this will also determine the information they will need to provide to the Board in support of their proposal.

         Regulatory CapEx, as mentioned already, is driven by a need to maintain or achieve compliance with a regulatory requirement. Such a requirement may be linked to the environment or health and safety. Management needs to explain how a new or changing requirement is creating a potential compliance gap that needs attention and action. Board materials should also include an assessment of the risks and costs of noncompliance, 28such as penalties, reputation risks, effects on the labour-force, effects on clients and other stakeholders. Management should identify the CapEx that would be needed to ensure compliance as well as any training that may be needed and a reasonable timetable to reach compliance. In short, Board materials should identify what needs to be done, by whom, at what cost and by when.

         Maintenance CapEx is obviously linked to maintaining capacities and capabilities. Therefore when requesting Board approval for maintenance CapEx, management needs first to explain what level of capacity is appropriate to maintain. Whilst depreciation is in some industries considered a good proxy for maintenance CapEx, budgeting for maintenance CapEx should not be simply guided by historical costs and requirements. In a fashion similar to regulatory CapEx, management should also discuss the risks arising in the absence of maintenance CapEx. In cases where the company has relevant internal capabilities, management should also present to the Board a comparison between CapEx done in-house vs. outsourced so that the most efficient and cost-effective option can be selected.

         Growth CapEx is part and parcel of strategic growth and as such it can be driven by a number of different opportunities, like the launch of a new product, the introduction of a new production line to meet expanding sales or addressing a production bottleneck. For each type of opportunity, management needs to provide the cost benefit analysis, including any opportunity costs that the specific growth CapEx is intended to nullify such as CapEx to remove a bottleneck and mitigate loss of production and revenues. Management also needs to offer the Board their clear assessment of the company’s internal capacity to implement the proposed Growth CapEx compared with an externally project managed implementation process. Procurement and implementation costs and timing of start and delivery of Growth CapEx are also important parameters to be discussed with the Board. Of course Board materials need to include analysis and benchmarking of different options of implementing growth related CapEx, so that the right option can be selected. Overall, materials for a Board discussion of growth CapEx should include answers to the why, what, who, how, how much and by when. 29

         Common to all three types of CapEx is that there will usually be more than one potential solution with each possible solution having its own advantages and disadvantages. Therefore, management needs to compare and contrast different options in terms of:

         
	Technical feasibility and potential technical advantages and disadvantages

            	Implications and any requirements placed on human resources

            	Financial attractiveness (return on investment, payback period, net present value, internal rate of return)

            	Financing options and possibilities

         

All the above should drive clear management recommendations on CapEx and Board decision-making.

         1.3.4. Board of Directors – Balanced Board of Directors

         What makes a Board of Directors balanced?

         As already discussed, a Board of Directors has specific decision-making powers and is the main oversight body of a company that can hold management to account. A balanced Board has certain characteristics that are clear and obvious to all stakeholders. They are:

         
            a. Uncompromisingly ethical and acting with integrity

            b. Sufficiently independent from management

            c. Mindful of all shareholders’ and stakeholders’ interests

            d. Sufficiently experienced in areas that are critical to the success of the business such as markets, products and functions

            e. Sufficiently inclusive and diverse in ways that matter to the success of the business, including gender, age and race

            f. Compatible personalities, achieving reasonable working functionality without succumbing to group think

         

         So, there are six important dimensions to aim for in order to have a balanced Board of Directors 30

         
            Figure 1.3.4.a. Six critical dimensions for a balanced Board of Directors

            [image: ]

         

         An easy acronym for these is EIMEIP. Another way to look at these six dimensions is as three interrelated pairs:

         
            [image: ] Independence can also safeguard integrity and ethics – it is much more likely to have a Board which acts with Integrity and in an Ethical manner if its members are truly independent from senior management

            [image: ] Mindfulness can also underpin functionality and personal fit – it is much more likely the Board will avoid dysfunctionality if its members are truly mindful of where their duty of care lies

            [image: ] Diversity and inclusivity also ensures broader and more relevant Experience and Expertise – it is much more likely the Board will not be blinkered and succumb to group think 31
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