FACULTY OF BUSINESS, FINANCE AND MANAGEMENT

CORPORATE GOVERNANCE

MODULE

1

Table of Contents

	UNIT ONE....................................................................................................................................................
	4

	1.0 HISTORICAL BACKGROUND OF BUSINESS ORGANISATIONS ................................................
	4

	1.1
	Nature, significance & formation of organizations .......................................................................
	4

	1.2
	Objectives of businesses ...............................................................................................................
	9

	1.3
	Legal characteristics of corporations ................................................................................................
	11

	1.3.1 Significant legal characteristics of the corporation ....................................................................
	11

	1.3
	Corporate Structure: ....................................................................................................................
	14

	UNIT TWO.................................................................................................................................................
	17

	2.0 CORPORATE GOVERNANCE AND ITS MEANINING..................................................................
	17

	2.1 CORPORATE GOVERNANCE DEFINED & ITS GENERAL MEANING..................................
	17

	2.2
	Corporate Governance Framework ...................................................................................................
	17

	2.3
	Link between Corporate Governance principles and the Law ..........................................................
	18

	2.3.1 Duty of Care ...............................................................................................................................
	18

	2.3.2 Skill & diligence ........................................................................................................................
	18

	2.3.3 Fiduciary duties ..........................................................................................................................
	19

	2.4 ELEMENTS OF A GOOD CORPORATE GOVERNANCE SYSTEMS .........................................................
	22

	2.4.1 MAJOR MANAGEMENT ELEMENTS ..................................................................................
	22

	2.4.2 THE BOARD (OR COUNCIL OR TRUST E.T.C.)..............................................................................
	24

	2.4.3 BOARD OVERSIGHT ....................................................................................................................
	25

	
	2
	


2.4.4 OTHER PRINCIPLES OF GOOD CORPORATE GOVERNANCE
27

2.4.5 BENEFITS OF CORPORATE GOVERNANCE
28
2.4.6. Downside in a Corporate Governance Framework
28
2.5 CORPORATE SCANDALS � SUMMARY
29
2.5.1 Enron � an American Company trading in Energy
29
2.5.2 WorldCom � an American company involved in telecommunication services
29
2.5.3 Vivendi � a French company that acquired one of the world�s largest entertainment companies
� Universal
29
2.5.4 Skandia � Swedish company engaged in Insurance in Scandinavia & US
30
2.5.5 Parmalat � Italian company
30
2.6 KEY DEVELOPMENT IN THE UK RELATING TO CORPORATE SCANDAL
30
3

UNIT ONE

1.0 HISTORICAL BACKGROUND OF BUSINESS ORGANISATIONS

1.1 Nature, significance & formation of organizations

There are many approaches to classifying organizations;

· Size ( e.g. turnover, assets, employees, geographical coverage)

· Ownership ( Public, private, cooperative)

· Legal form ( sole trader, limited company)

· Industry sector

Classification of enterprises by size

· Micro: 0-9 employees
· Small: 10-49 employees
· Medium: 50-249 employees
· Large: 250 or more employees
However, small-to-medium enterprises (SMEs) provide an important source of employment and economic activity in all countries. They account for roughly 60-70 percent of employment in OECD countries, and 30 percent of the world export of manufactures

Types of business ownership

Sole trader

· The business is under the ownership and control of an individual often extending to family members, depends on personal control and becomes harder to manage as the business grows.

Partnership

Two or more persons can combine their resources and expertise to form what could be more efficient business unit. Te partnership Act 1890 defines a partnership as the relation which
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submits between persons carrying on a business with a view of profit. Partnerships can range from two builders joining together to a very large consultancy or Solicitors� practice with hundreds of partners.

Among the min items in the Partnership Agreement will be terms specifying;

i) Amount of Capital prescribed by each partner

ii) A basis on which profits will be determined and allocated between partners, and the management responsibilities of each partner � some partners may join as sleeping partners and take no active part in the management of the business

iii) The basis for allocating salaries to each partner, and for drawing personal advances against entitlement to profits

iv) Procedures for dissolving the partnership and distributing the assets of the business between members

LIMITED COMPANIES

It was recognized in the nineteenth century that industrial development would be impeded if investors in the business always ran the risk of losing their personal assets to cover the debts of a business which very often they had no day-to-day control. At the same time, the size of business units had become larger, causing the idea of partnership to become strained. The need for a trading company to have a separate legal personality from that of its owners was recognized from the middle ages, when companies were incorporated by royal charter. From the seventeenth century, organizations could additionally be incorporated by the act of parliament. Both methods of incorporating a company were expensive and cumbersome and a simpler method was required to cope with the rapid expansion of business enterprise that were fuelling the industrial revolution. The response to this need was the Joint Stock Companies Act 1844, which enabled companies to be incorporated as a separate legal identity by the registration of a memorandum of Association and payment of certain fees. The present law governing the registration of companies is contained in the Companies Act 1985. Today the vast majority of trading within the United Kingdom is undertaken by limited companies. The registration of most countries allows for organizations to be created that have a separate legal personality from their owners. In this way, separate legal entity is signified in the United States by the �Incorporated� after a
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company�s name, by �Societie Anomie� in France, �GmBh� in Germany and �Sdn.Bhd. in Malaysia.

When a limited company is created under the UK registration, it is required to produce a Memorandum and Articles of Association. The Memorandum regulates the relationships of a company with outside world while the Articles of Association regulate the internal administration of the company. Most limited companies are registered as private limited companies, indicated in company names by designation �Limited�. However, some larger companies choose to register as Public Limited Companies (PLC) and face tougher regulatory requirement.

Most private companies are registered as limited companies. Some of the requirements by registrations are as follows;

a) MEMORANDUM OF UNDERSTANDING

This is a statement about the company�s relations with the outside world and includes a number of important provisions

i) First item to be considered is the name of the company. It must end with Limited company as it is a private company

ii) Second is a statement indicating if the liability of its members is limited? The majority of the companies are limited by shares. Members� liability to contribute to the assets of the company is limited to the amount if any that is unpaid on their assets. An alternative is the companies to be limited by guarantee. In these companies, the liability of each member to make up for any shortfall in assets in the event of the company being wound up is limited to the value of his or her guarantee.

iii) The third is the object clause which specifies the scope within which the company can exercise its separate legal personality. There are two principal consequences of having an objects clause

· The clause protects investors who can learn from it the purposes for which their money is to be used
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· It protects individuals dealing with the company who can discover the extent of the company powers. An act that the company performs beyond its powers is deemed to be ultra-vires and therefore void. Even when Directors agree which is beyond its powers, the contract itself would be void.
b) The Articles of Association

While the memorandum of understanding regulates the relationship of the outside world, the Articles of Association regulates the internal Administration of the company, relations between the company and its members, and the members themselves. The Articles cover such matters as the issue and transfers of shares, the rights of shareholders, meetings of members, the appointment of directors, and the procedures of producing and auditing accounts.

c) Company Administration

The company acts through its Directors who are persons chosen by shareholders to conduct and manage the company�s affairs. The number of directors and their powers are detailed in the Articles of Association, and so long as they do exceed these powers, shareholders can not normally interfere in their conduct and the company businesses. The Article will normally give one Director more power as Managing Director to manage the business and take full control without reference to the shareholders.

Every company must have a secretary on whom Companies Act have placed number of duties and responsibilities, such as filling reports and accounts with the Registrar of Companies. The Secretary is the Chief Administrative Officer of the Company, usually chosen by Directors.

d) Share holders

The shareholders own the company and in theory exercise control over it. A number of factors limit the actual control that shareholders exercise over their companies. It was
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mentioned earlier that the Articles of a company might discriminate between groups of shareholders by giving differential voting rights. Even where shareholders have full voting rights, the vast majority of shareholders typically are either unable or insufficiency interested to attend company meeting, and are happy to leave company management to the directors, so long as the dividend paid to them is satisfactory.

e)  Company reports and accounts

A company provides information about itself when it is set up through its Memorandum and Articles of Association. To provide further protection for investors and people with whom the company may deal, companies are required to provide subsequent information.

An important document that must be produced annually is the Annual report. Every company having a share capital must make a return in the prescribed form to the Registrar of Companies, stating what has happened to its capital during the previous year, for example be describing the number of shares allotted and cash received for them. The return must be accompanied by a copy of the audited balance sheet in the prescribed form, supported by a profit and loss account that gives a true and fair representation of the years� transaction. Like the memorandum of understanding and Articles of Association, these documents are available for public inspection.

f) Liquidation and receivership

Most limited companies are created with a view to continuous operation into the foreseeable future. The process of breaking up a business is called liquidation. Voluntary liquidation may be initiated by members (for example where the main shareholder wishes to retire and liquidation is financially more attractive than selling business as a going concern). Alternatively, a limited company may be liquidated by a court under section 122 of the insolvency Act 1986. The first stage of liquidation is appointing a receiver who has authority, which overrides the directors of the company. An individual or company who has an unmet claim against a company can apply to a court for it to be placed in receivership. Most receivers initially seek to turn around a failing business by consolidating its strengths and cutting out activities that brought about failure in the first
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place, allowing the company to be sold as a going concern. The proceeds of such a sale are used to pay creditors and surplus the shareholders of the company

PUBLIC COMPANIES

The basic principles of separate legal personality are similar to a private company, but there are additional duties and benefits in the public company. A public company offer shares and debentures to the public, something that is illegal for a private company, whereas shares are commonly taken up by friends, relatives, and business associates. As a private limited company grows, it may have exhausted all existing sources of equity capital, and ��going Public�� is one way of attracting capital from a wider audience.

During periods of economic prosperity, there has been a trend for many group manager to buy out their businesses, initially setting up s private limited company with a private placement of shares. In order to attract new capital and often to allow existing shareholders to sell their holding more easily, these businesses have been registered as public companies. Many companies highlight PLC status in promotional materials in order to give potential customers a greater degree of confidence in the company. Another major strength is the greater potential ability to fund major new product development. Against this, the PLC is much more open to the public examination especially from Financial Community.

1.2 Objectives of businesses

· Market share maximization:
Objectives can be set to achieve a certain level of market share within a specified time. E.g. obtain 3% market share of the mobile phone industry by 2010. Building market share my itself be seen as a short-term strategy to achieve longer term profits, given that there may be a relationship between the two. Pursuing a market share growth objective may influence a number of aspects of the firm�s business, e.g. cutting prices, and increase promotional expenditure, accepting short losses in order to drive its main rivals out of the business, leaving it relatively free to exploit its market.

· To increase profit:
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Normally, done through a combination of maximizing profits and minimizing costs. An objective may be to increase sales 10% from 2009 � 2010.

· To survive:
The hard times the business is currently in. Many business close due to running out of short term cash flow. Without a source of finance to pay for current expenses, a long term profit objective may not be achieved. Cash flow problems may come about due to unexpected increases in costs, a fall in revenue resulting from unexpected competitive pressure, or seasonal pattern of activity that is different to that which is predicted. Survival as a business is the only way and characterized by low promotions, freeze on new staff recruitment and capital investment so that the company can sustain itself in a short term, though this weaken the ability of the company to meet the customers� need effectively and profitably

· Corporate growth;
As organizations grow, so the power, and responsibilities of manager. In terms of salaries, and career development, a growth strategy may appear very attractive to these people, not only for their own self-achievement, but also as an aid to attracting and retaining a high caliber of staff, attracted by prospects of career development The business may set an objective to grow by 15% year on year for the next five years.

· To increase brand awareness over a specified period of time.
· Satisfying
Employees and Manager aim at satisfying and maximum possible profits. Provided that maximum profits are made for the shareholders to keep them happy, managers may pursue activities to satisfy their individual needs. This becomes a motivation to staff and managers
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Loss making

A company may be part of a group that needs a loss maker to set off against other companies in the group who are making profits that are heavily taxed by an Inland Revenue. Situations can arise where a subsidiary company makes a component that is used by another member of the group and although that subsidiary may make a loss, it may be taxed efficient for the company as a whole to continue making a loss rather than buy in the product at a cheaper price from an outside organization.

· Maximizing benefits to consumers
An overriding objective of a market-oriented organization is to maximize consumer satisfaction.

· Maximizing public benefits
In many government and charity organizations, it is difficult to talk about the concept of profit or revenue maximization. Instead, the organization is given an objective of maximizing specified aspects of public benefits, or externalities, subject to keeping within a resource constraint. Public sector hospitals are increasingly embracing a philosophy of marketing, but it is recognized that it would be inappropriate for them to be given a strictly financial set of objective.

1.3 Legal characteristics of corporations

1.3.1 Significant legal characteristics of the corporation

· LEGAL PERSONALITY)
o A Limited company is a legal entity separate from the owners of the business o The owners of the business limit the obligation to the amount of finance they
have put in to the company by way of the share they have paid for.

o The legal requirements relating to the registration and operations of limited companies contained in the companies Act.

o  The term corporation comes from the Latin corpus, which means body. A corporation is a body--it is a legal person in the eyes of the law. It can bring
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lawsuits, can buy and sell property, contract, be taxed, and even commit crimes. It's most notable feature: a corporation protects its owners from personal liability for corporate debts and obligations--within limits.

· INDEFINITE LIFE
o Unlimited life. Unlike proprietorships and partnerships, the life of the corporation is not dependent on the life of a particular individual or individuals. It can continue indefinitely until it accomplishes its objective, merges with another business, or goes bankrupt. Unless stated otherwise, it could go on indefinitely.
· JOINT-STOCK" AGGREGATION OF RISK CAPITAL
o Risk aggregation refers to the task of incorporating multiple types or sources of risk into a single metric (Basel Committee on Banking Supervision, 2003). Most financial institutions are exposed to credit, market and operational risk. Moreover, business risk, see e.g. Saita (2004), has grown as the structure of financial institutions continuous to change. For marginal evaluation of credit and market risk, most financial institutions are equipped with advanced risk assessment software. For operational risk, loss databases and measurement methodologies are currently under development. Business risk, however, has so far received less attention, probably due to the fact that there is no minimum capital linked to it. Finally, up to now, there exists no state-of-the-art approach for aggregating the marginal risk types to the total risk. Risk managers struggle with a number of important issues, including weakly founded correlation assumptions, inconsistent risk metrics and differing time horizons for the different risk types.
· TRANSFERABILITY OF SHARES
o Transferability of shares. It is always nice to know that the ownership interest you have in a business can be readily sold, transferred, or given away to another family member. The process of divesting yourself of ownership in proprietorships and partnerships can be cumbersome and costly. Property has to be re-titled, new deeds drawn, and other administrative steps taken any time the slightest change of ownership occurs. With corporations, all of the
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individual owners' rights and privileges are represented by the shares of stock they hold. The key to a quick and efficient transfer of ownership of the business is found on the back of each stock certificate, where there is usually a place indicated for the shareholder to endorse and sign over any shares that are to be sold or otherwise disposed of.

o Ability to raise investment capital. It is usually much easier to attract new investors into a corporate entity because of limited liability and the easy transferability of shares. Shares of stock can be transferred directly to new investors, or when larger offerings to the public are involved, the services of brokerage firms and stock exchanges are called upon.
· LIMITED LIABILITY
o The maximum that may be claimed from shareholders is no more than they
have paid for in their shares, regardless of what happens to the company

o There is no certainty that shareholders may recover their original investment if
they wish to dispose of their shares or if the business is wound up, for whatever reason.

o Public limited companies must have a minimum issued shares and may offer their shares for sale to the public
o Shareholders are not liable for the debts of a company they own shares in (with certain very limited exceptions which are not relevant to shareholders in
listed companies). This is limited liability.

o Apart from the obvious consequence (shareholders cannot lose more than
what they actually put into buying shares), limited liability greatly affects the valuation of both equity and debt.

o Limited liability means that debt holders have no recourse other than to a company's own assets (except where explicit guarantees have been given, or other special circumstances exist). This simplifies the valuation of debt, although it reduces its actual value.
o Limited liability also creates an agency problem by creating a conflict of interest between shareholders and debt holders. Shareholders can, in effect, walk away from a failed company, leaving creditors with its assets. This
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means that by following a more profitable but riskier business strategy shareholders can benefit at the expense of debt holders.

o For the same reason, limited liability also means that shares can (although they rarely are) be valued as options � shareholders can pay debt and keep the profits, or they can walk away (in effect, exercise a put option) leaving the assets and business of a company (the underlying security) to its creditors.
1.3 Corporate Structure:

Directors act as agents of the shareholders, hence agency relationships should be fulfilled.

Agency relationship is a contract under which one or more persons (principals) engage another person (agent) to perform some services on their behalf that involves delegating some decision making authority to the agent. Agency theory deals with the people who own a business enterprise and all others who have interests in it, for example managers, banks, creditors, family members, and employees. The agency theory postulates that the day to day running of a business enterprise is carried out by managers as agents who have been engaged by the owners of the business as principals who are also known as shareholders. The theory is on the notion of the principle of 'two-sided transactions' which holds that any financial transactions involve two parties, both acting in their own best interests, but with different expectations.

Problems usually identified with agency theory may include:

· Information asymmetry-
A situation in which agents have information on the financial circumstances and prospects of the enterprise that is not known to principals (Emery et al.1991). For example 'The Business Roundtable' emphasized that in planning communications with shareholders and investors, companies should consider never misleading or misinforming stockholders about the corporation's operations or financial condition. In spite of this principle, there was lack of transparency from Enron's management leading to its collapse;

· Moral hazard-
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A situation in which agents deliberately take advantage of information asymmetry to redistribute wealth to themselves in an unseen manner which is ultimately to the detriment of principals. A case in point is the failure of the Board of directors of Enron's compensation committee to ask any question about the award of salaries, perks, annuities, life insurance and rewards to the executive members at a critical point in the life of Enron; with one executive on record to have received a share of ownership of a corporate jet as a reward and also a loan of $77m to the CEO even though the Sarbanes-Oxley Act in the US bans loans by companies to their executives; and

· Adverse selection
This concerns a situation in which agents misrepresent the skills or abilities they bring to an enterprise. As a result of that the principal's wealth is not maximized (Emery et al.1991).

In response to the inherent risk posed by agents' quest to make the most of their interests to the disadvantage of principals (i.e. all stakeholders), each stakeholder tries to increase the reward expected in return for participation in the enterprise. Creditors may increase the interest rates they get from the enterprise. Other responses are monitoring and bonding to improve principal's access to reliable information and devising means to find a common ground for agents and principals respectively.

Emanating from the risks faced in agency theory, researchers on small business financial management contend that in many small enterprises the agency relationship between owners and managers may be absent because the owners are also managers; and that the predominantly nature of SMEs make the usual solutions to agency problems such as monitoring and bonding costly thereby increasing the cost of transactions between various stakeholders (Emery et al.1991).

Nevertheless, the theory provides useful knowledge into many matters in SMEs financial management and shows considerable avenues as to how SMEs financial management should be practiced and perceived. It also enables academic and practitioners to pursue strategies that could help sustain the growth of SMEs.
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Corporate governance and agency theory also involves fiduciary duties i.e. a duty imposed upon certain persons because of the position of trust and confidence in which they stand in relation to another. These fiduciary duties are owed to the entity, not individuals
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UNIT TWO

2.0 CORPORATE GOVERNANCE AND ITS MEANINING

2.1 CORPORATE GOVERNANCE DEFINED & ITS GENERAL MEANING

DEFINITION:

· It is the system by which organizations are directed and controlled (Cadbury Report).

· It is a set of relationships between an entity�s directors, shareholders and other stakeholders.

· It also provides the structure through which the objectives of the entity are set and determines the means of achieving those objectives and monitoring performance

Corporate Governance Defined: Our working definition:

Corporate governance specifies the distribution of rights and responsibilities among different participants in the corporation/organization, such as the Board, Managers, Shareholders, trustees and other stakeholders.

It spells out the rules and procedures for making decisions on corporate affairs. By doing this, it also provides the structure through which the company objectives are set, and means of attaining those objectives and monitoring performance� � (OECD): The Organization for Economic Co-operation and Development Principles of Corporate Governance.

2.2 Corporate Governance Framework

· One of the legal duties of the Directors is to act in good faith i.e. duty to act honestly and in the best interest of the company. The Corporate Governance Framework can be on a statutory basis, as a code of principles and practices or a combination of the two.

· The USA has chosen to codify part of its governance in the Act called Sarbanes-Oxley Act. The statutory regime is �comply or else� i.e. there are legal sanctions against non-compliance.
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· Benefits of the �comply or else� framework is the increased compliance levels hence reliability/predictability. Demerits: �one-size-fits-all� approach not workable for business, directors focus more on compliance than innovation/enterprise and cost of compliance can be burdensome.

· Some countries (especially in the Commonwealth and EU) have opted for a code of principles and practices on a �comply or explain� basis in addition to certain governance issues that are legislated. In this case, there is flexibility, because this type of a code is a recommendation for a course of conduct. This if a board believes it to be in the best interest of the company, it can adopt a practice different from that recommended in the code but it must explain

2.3 Link between Corporate Governance principles and the Law

There is always a link between good corporate governance and the law. Directors and management must discharge their legal duties. These are grouped into two categories namely: duty of care, skill and diligence and fiduciary duties.

2.3.1 Duty of Care

In business, "the duty of care addresses the attentiveness and prudence of managers in performing their decision-making and supervisory functions. The business judgment rule presumes that directors (and officers) carry out their functions in good faith, after sufficient investigation, and for acceptable reasons. Unless this presumption is overcome, courts abstain from second-guessing well-meaning business decisions even when they are flops. This is a risk that shareholders take when they make a corporate investment

2.3.2 Skill & diligence

· the general knowledge, skill and experience that may reasonably be expected of a person carrying out the functions carried out by the director in relation to the company
· the general knowledge, skill and experience that the director has
18

2.3.3 Fiduciary duties

· Employees' or directors' 

 HYPERLINK "http://www.businessdictionary.com/definition/legal.html" legal and moral duty to exercise the powers of their office 

 HYPERLINK "http://www.investorwords.com/6817/for_the_benefit_of.html" for the benefit of the employer or the firm. Directors owe the duty of utmost good faith and must not put themselves in a position where their personal interests and their fiduciary 

 HYPERLINK "http://www.businessdictionary.com/definition/duty.html" duties may conflict.
· A fiduciary duty is the highest standard of care at either equity or law. A fiduciary (abbreviation fid) is expected to be extremely loyal to the person to whom he owes the duty (the "principal"): he must not put his personal interests before the duty, and must not profit from his position as a fiduciary, unless the principal consents. The word itself comes originally from the Latin fides, meaning faith, and fiducia, trust.

The Companies Act 2006 (UK) is a piece of primary legislation that, once brought into force, will largely apply to companies directly and govern the duties directors owe to their companies. There are several duties which businesses need to be aware of.

DUTY TO ACT WITHIN THEIR POWERS

This codifies the common law rule that directors should exercise their powers under the terms that were granted for a proper purpose. Directors' powers are normally derived from the companies' constitution, its memorandum and articles of association.

DUTY TO PROMOTE THE SUCCESS OF THE COMPANY

This is a new duty developed from one of the heads of the overriding principles of the fiduciary duties (duty of good faith to act in the company's best interest). The act imposes a duty to act in the way a director considers in good faith would be most likely to promote the success of the company.

Although this duty is still owed to the members as a whole, when exercising this duty, the director is required to consider a list of factors, including the long-term consequence of the decisions as well as the interest of the employees, the relationships with suppliers customers, and the impact of the decision on community and environment.
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DUTY TO EXERCISE INDEPENDENT JUDGEMENT

Section 173 of the act imposes a positive duty on a director of a company to exercise independent judgement. There are two elements to this section. The director must exercise judgement and secondly he must exercise the judgement independently.

Prima facie this rule will impinge on so-called sleeping directors who claim no active role in the management and leave decisions to others. This would impact on shadow directors. Arguably if a director is to exercise independent judgement then there will be no scope for shadow directors.

This duty is not infringed upon if a director acts in accordance with an agreement that was duly entered into by the company. It remains to be seen how in practice this rule will impact on a director.

DUTY TO EXERCISE REASONABLE CARE, SKILL AND DILIGENCE

It is the level of care, skill and diligence that would be exercised by a reasonably diligent person with:

· the general knowledge, skill and experience that may reasonably be expected of a person carrying out the functions carried out by the director in relation to the company
· the general knowledge, skill and experience that the director has
This is the same test imposed under Section 214 of the Insolvency Act 1986 in the context of a director's wrongful trading. A director who has more experience, knowledge and skill will have a higher threshold in discharging this duty.

DUTY TO AVOID CONFLICT OF INTEREST

The duty applies to a transaction between a director and a third party, such as the exploration of any property information of opportunity, in other words the duty does not extend to a transaction between the director and his own company, in respect of which a different rule applies which requires a director to declare his interest to the other directors. That makes it easier for directors to enter into transactions with third party, when director's interest conflict with company interest.

20

"Companies have time to plan, as changes are being brought into force over a period of time."

Previously shareholder approval was required to enable directors to enter into transactions with third parties.

Now such transactions can be authorised by the non-conflicted directors on the board, provided that certain requirements, including who can participate and vote on such authorisation, are complied with.

It is feared this duty may impact on a director who holds multiple directorships, or even discourage a director to hold non-executive directorships.

DUTY TO NOT ACCEPT BENEFITS FROM THIRD PARTY

This reinstates the existing rule known as non-profit � that a director is not permitted to accept a benefit from a third party.

Benefits can be both monetary and non-monetary, including for example non-executive directorship and even corporate entertainment.

However a director will not be in breach of this duty if the exception of such benefit cannot reasonably be regarded as likely to give rise to conflict of interest. Nevertheless, as it is not always clear whether certain benefits will give rise to conflicts of interest, it is thought that directors might be more likely to take advice in this area.

DUTY TO DECLARE INTEREST IN PROPOSED TRANSACTIONAL ARRANGEMENT WITH THE COMPANY

Section 177 of the act requires a director to disclose his interest to the board of the company when a transaction is proposed between a director and his company. However, a director is required to declare the nature and extent of the interest to the other directors. Further disclosure must be made where the director is considered, or ought reasonably to be aware of, a conflicting interest.
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Disclosure also extends to a person connected with the director, for example his wife and children. The requirement for disclosure is dispensed in circumstances where the interest cannot reasonably be regarded as likely to give rise to a conflict of interest or if other directors are already aware or ought reasonably to be aware of the director's interest.

"Businesses should set aside some time to ensure that they are fully up to date with new legislation."

The Companies Act 2006 will particularly affect private limited companies. However, companies have time to plan for changes as they are being brought into force over a period of time.

The first changes include statutory rules for electronic communications between companies and shareholders � particularly, the power to use websites and emails to publish notices and other communications. Companies that already communicate electronically should consider reviewing their practices to take advantage of the new rules, and those that don't should consider changing their procedures to allow for electronic communications.

Importantly, business owners should set aside some time to ensure that they are fully up to date with new legislation otherwise they may find themselves facing criminal charges.

If you should find yourself in violation of a law, take immediate steps to rectify the situation. Depending on the severity of the law you may only receive a warning or a small fine. More often that not, you will be given a time frame in which to make the appropriate corrections.

2.4 ELEMENTS OF A GOOD CORPORATE GOVERNANCE SYSTEMS

2.4.1 MAJOR MANAGEMENT ELEMENTS

· Separation of Executive Management From the Owner �
o Facilitates engagement of skilled manpower to run business. Lenders of debt also get more assurance of professional management of the business.
22

· The Board of Directors (or its equivalent e.g. Board of Governors, Council, Board of Trustees e.t.c.) �
o important here is the balance between executive and non-executive directors
· Board Meetings �
o these are official avenues through which Directors deliberate and exercise control (Minutes and resolutions are essential record of such deliberations. Board conveyances should follow meetings).
· Director Development, Induction/Training �
o Directors are not normally originally appointed based on corporate governance understanding but may on other expertise/basis e.g. industry knowledge (This is normal. But understanding of corporate governance enhances performance of boards)
· Board Evaluation, Assessment and Appraisal �
o periodic review of effectiveness both on individual directors and collectively as a team, against clearly stated benchmarks
· Executive (day-to-day) and Non-Executive Directors
o roles of the two must be clearly understood and separated
· Involvement in the management of the company
o In the full-time salaried employment define the executive director and vice versa for
the non-executive director.

o Board Committees � provide mechanism for directors to have detailed attention to specific areas and make main Board meetings more productive. Time for detail is usually a constraint at main Board meetings .
o Board Charter and Code of Ethics � Written reference for Board of Directors.
· Board Composition, Independence, CEO and Chairperson �
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· Board Remuneration � Should be done in a manner that fosters integrity.
· Company Secretary, Legal and Regulatory Framework Compliances:
o The chairman and board look to the company secretary for guidance on their responsibilities and their duties and how such responsibilities and duties should be properly discharged in the best interest of the company. He/she should also ensure that the board and committee charters are up to date and ensures proper compilation of board papers.
· Board Appointments/Nominations �
o Need for clarity on basis, especially for Public Interest Entities
· Selection, Evaluation and Compensation of CEO and Top Executive
2.4.2 THE BOARD (OR COUNCIL OR TRUST E.T.C.)

Role and function of the Board

· The board should act as a focal point for corporate governance. This involves managing relationship between management, board, shareholders and stakeholders. � and identifying the stakeholders relevant to the company. It also involves exercise of leadership and enterprise and ensuring stakeholders are engaged in a manner that create and maintain trust and confidence
· Ensure Company operates as a good corporate citizen
· Ensure promotion and cultivation of an ethical corporate culture
· Appreciate strategy, risk, performance and sustainability management.
· Appointment of CEO and establish a framework for delegation.
· Manage conflicts of interest.
· Ensure company makes full and timely disclosure of material matters
· Directors Duties and Liabilities
· Composition �
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· There is no �one-size-fits-all� approach but this should make �business sense�. Balance of executive and non-executive, with majority of non-executive directors.
· Board Practices and Board Procedures �
· These are usually enshrined in the Board Charter
2.4.3 BOARD OVERSIGHT

Risk and Strategy Oversight

· Risk involve operational, strategic, financial and sustainability issues. Strategy itself involves risk because one is dealing with future events.
· A compliance-based approach to internal audit is important but adds little value to the governance of the company. A risk-based approach is more effective as it allows internal audit to find out whether controls are adequate for the risks which arise from the strategic direction that a company, through its board, has decided to adopt. The head of internal audit therefore needs to understand the strategic directions to ensure the controls are adequate.
· Another dimension of board oversight on risk management is the IT governance: information systems were previously used as enablers to business but have now become pervasive in the sense that they are built into the strategy of the business. The risks involved in IT governance have become significant.
· Oversight over control environment
· Good CG will decrease or eliminate risk facing the entity.
· Strategic Vs operational risks: Strategic risks hinges on strategic decisions taken whereas Operational risks results from inadequate or failed internal processes, people and systems.
· Business risks:
· Market � associated with sector/industry
· Credit � associated with credit rating of entity and therefore ability to raise capital
· Liquidity � risk of being unable to meet debts as they fall due
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· Technological risks � due to fast changing technology
· Legal � associated with compliance with the law
· Health, safety and environmental
· Reputation � possibility of damaged entity�s image due to poor performance
· Business probity � relates to governance and ethics of entity
· Derivatives � relates to financial instruments
General Risk Control Broad Strategies:

· Risk targeting (risk manager, risk committee, internal audit)
· Risk reduction (awareness, systems, culture, diversification)
· Risk avoidance
Board Oversight

· Financial Oversight and Reporting
· The board has the overall responsibility of financial stewardship. This involves providing financial information at a level of detail in a way that enables the entity�s performance to be assessed on both past and future financial perspectives.
It also entails accountability: i.e. the directors� responsibility to justify, explain or account for the exercise of the board�s authority, performance and actions to the shareholders and stakeholder.

· Financial Reporting
o Should ensure both quantitative and qualitative reporting.
o Should ensure both statutory and non-statutory financial reporting.
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NB: Financial oversight is normally achieved through interface with the Finance Committee and Chief Financial Officer. The directors should proactively look for signals indicating that the company could be heading towards a financial crisis. Sound management reporting and directors close contact with the company should alert them to potential danger. (Participants to give examples of these signals)


Financial Oversight and Reporting (Continued)

Some indicative signals are:

· Delays in accounts payable (statutory and otherwise)
· Small net current assets or an increase of current assets over current liabilities
· Inadequate explanations for variances of actual to budget (especially the adverse ones)
· Negative cashflow
· Lack of financial controls (normally highlighted in the auditors� management letter).
· Sustained trend of losses
· Inadequate review and analysis of mistakes
· Boardroom turmoil and inability to make decisions
· Absence of Board Committees when such committees are seemingly desirable
· Structural defects in senior management (including high turnover of senior executive).
2.4.4 OTHER PRINCIPLES OF GOOD CORPORATE GOVERNANCE

· Good board practices � Clearly defined roles, structure, procedures, remuneration line e.t.c.
· Accountability and Stewardship
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· Control Environment � Independent Audit Committee, risk management framework, Internal Control Procedures, Independent External Audits, Management Information Systems e.t.c.
· Independence
· Leadership and innovation � (especially on strategy definition)
· Responsibility
· Transparency and Disclosure
· Board Commitment
· Sustainability (e.g. social and environmental awareness)
2.4.5 BENEFITS OF CORPORATE GOVERNANCE

· It promotes fairness and transparency among all stake holders
· It reduces Risk (of Corporate crises and scandals0
· It results in efficient allocation of resources
· It improves image of the organization/entity to all stakeholders, including funding agencies/donors
· It facilitates stability of an organization.
· Improves access to external financing
2.4.6. Downside in a Corporate Governance Framework

(Potentially adverse things to be on look-out for)

· Cost
· Executive/Non-Executive Director relationship Management
· Directors/CEO Relationship
· Chairman/CEO relationship management
· Board/Management interface on some key decisions
· Related-party transactions
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· Insider dealing/trading
· �Tunneling� � Controlling shareholders who often manages the company they control, can abuse minority shareholders in many ways and this form of abuse is called �tunneling�. This form emanated from Eastern Europe to describe removal of assets using a �form of tunnel�
NB: The above issues do NOT dilute the essence of good corporate governance but must be well managed to ensure maximum benefit of Corporate Governance to the Organization.

2.5 CORPORATE SCANDALS � SUMMARY

2.5.1 Enron � an American Company trading in Energy

Enron was valued at US$60 billion in 2000 but filed for bankruptcy in 2001. In late 2001, the company admitted inflating its profits. Various senior executives were prosecuted for corrupt practice. The company�s accounting auditors � Andersen � were at the time one of the world�s big five: their financial audits did not identify the Enron problems and they collapsed in the wake of the scandal

2.5.2 WorldCom � an American company involved in telecommunication services

WorldCom chief executive officer, Bennie Ebbers, was found guilty in 2005 of engineering An US$ 11 billion accounting fraud in order to keep WorldCom�s share price high, and prevent margin calls on his personal outstanding loans totaling US$400 million.

2.5.3 Vivendi � a French company that acquired one of the world�s largest entertainment companies � Universal

In December, 2003, the chief executive of Vivendi Universal, M.Jean-Marie Messier, was fined US$1million by the US Securities and Exchange Commission. He was denied US$25 million golden payout and barred from being a officer in a publicly listed US company for Ten (10) years. He was accused of fraudulently disguising cash flow and liquidity problems by improperly accounting to meet earnings target and by failing to disclose huge off-balance sheet financial commitments
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2.5.4 Skandia � Swedish company engaged in Insurance in Scandinavia & US

In 2002, the company was forced to sell its flagship US operation with a loss of US$600 million because of a collapse in profitability through inflated share prices. It was also suggested that a small group of senior executives extracted around US$ 100 million as bonuses from the company in the period 1997-2000 and gained the benefit of luxurious residences in the centre of Stockholm. There was a particularly strong criticism of the way that Skandia used the funds of its insurance policy holders to prop up such plans: Skandia�s troubles provide an example of what can happen when strong management is left unchecked by weak board (Financial times, 2 December, 2003, p31

2.5.5 Parmalat � Italian company

In January 2004, it had established that at least US$13 billion was missing from the balance sheet of Parmalat. A fraud involving US$10 billion had been perpetrated, with Sig. Calisto Tanzi, the company�s founder and Chairman, being under investigation and house arrest

2.6 KEY DEVELOPMENT IN THE UK RELATING TO CORPORATE SCANDAL

To understand the workings of governance �systems�, it is important to be able to identify the different types of corporate governance that exist globally. Often, governance systems are developed from tradition and ideology. In recent years, it has become more difficult to generalise about the different types of system. For example, there is possibly a trend in central Europe to move towards a more �Anglo Saxon� approach. The different types of governance system are;

1. The Anglo Saxon Model (e.g. in the UK, USA and Australia) which is a single tier structure and often reflects a widespread number of small shareholders alongside large investment houses who are intermediaries owning shares on behalf of investors. This limits the power of the individual shareholder and heightens that of organisations such as pension funds. This can lead to a short term approach as investors seek to obtain a quick return on investment.
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2. The European Model (e.g. Germany) comprises a two tier structure where the upper tier is supervisory over the lower tier. Share ownership is normally in the hands of institutions who use protective mechanisms such as preference shares. This system has strengths and weaknesses. The two tier system is seen as a �counterbalance� to management power where the single tier is dominated by senior management. However, whereas the system has long term views, it suffers from slower decision making and a lack of flexibility.

3. The Asian Model (e.g. Japan) is single tier but ownership is very different to the Anglo Saxon model. Banks and other companies own most of the shares. Hence the larger companies hold shares in each other and co-operate very closely (known as a �kieretsu�). Composition of boards is heavily in favour of executive managers. In fact, it is in effect the top layer of management. Accordingly, the share ownership patterns can lead to weak accountability and secretive governance procedures.

Key developments in the UK

Let us now examine key developments in the UK relating to corporate governance.

The Cadbury Committee

In the aftermath of these cases, a committee, chaired by Sir Adrian Cadbury, was formed in 1991 to examine the financial aspects of corporate governance in publicly quoted UK companies. The subsequent Cadbury Report, The Financial Aspects of Corporate

Governance, published in December 1992, focused the corporate governance debate in four main areas:

· The responsibilities of directors for reviewing and reporting on performance to shareholders.
· The case for establishing audit committees.
· The principal responsibilities of auditors.
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· The links between shareholders, boards of directors and auditors.
The report contained a Code of Best Practice, most of which was adopted as part of the London Stock Exchange�s Listing Rules for all quoted companies. The report states that �Corporate governance is the system by which companies are directed and controlled.�

Whereas the corporate governance debate in the US had focused on shareholder rights, the emphasis in the UK was on structure and processes. Despite the report�s own definitions, the aspects of governance relating to control dominated the debate in the UK and added little to the issues of best performance.

The Greenbury Committee

The Cadbury Report focused on financial governance. Following a series of highly publicised large pay awards to directors, notably in the privatised utilities, a committee was set up to examine directors� remuneration, chaired by Sir Richard Greenbury. The committee reported in July 1996 and again produced a Code of Best Practice that focused primarily on listed companies. Remuneration packages appear to many as one of the most obvious means by which the interests of the directors can be aligned with those of the shareholders. The Code made a series of recommendations on the role of remuneration committees, disclosure of directors� remuneration and provisions for approval of long-term incentive schemes, corporate remuneration policy, the length of directors� service contracts and the compensation paid to directors when these contracts come to an end. As with Cadbury, many of the recommendations have since become part of the Stock Exchange�s Listing Rules requirements. The focus was again on the systems and structures which could control directors, ensuring that, as far as possible, their interests were aligned with those of the shareholders. Both Cadbury, therefore, focused most of their work on the elements of the debate relating to accountability, not enterprise.

The Hampel Committee

The latest report on corporate governance in the UK, the Hampel Report, from the Committee on Corporate Governance chaired by Sir Ronnie Hampel, attempts to address the distinction head on: The directors� relationship with the shareholders is different in kind from their relationship
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with other stakeholder interests. The shareholders elect the directors. As the [Confederation of British Industry] put it in their evidence to us, the directors are responsible for relations with stakeholders; but they are accountable to the shareholders. The report has identified the friction created when talking of accountability and business prosperity; The importance of corporate governance lies in its contribution both to business prosperity and to accountability. In the UK the latter has pre-occupied much public debate over the past few years. We would wish to see the balance corrected (Final Report from the Committee on Corporate Governance, 1998) This raises the question, �what is the difference between accountability and responsibility�? Some have used these words as being synonymous. However, their distinct meaning is important in developing the issues relating to governance.

The Combined Code

In June 1998, the London Stock Exchange published the Principles of Good Governance and Code of Best Practice (�the Combined Code�) which embraces the work of the Cadbury, Greenbury and Hampel Committees and became effective in respect of accounting periods ending on or after 31 December 1998. The Combined Code established fourteen Principles of Good Governance and forty five Best Practice provisions, upon which, companies were required to state their compliance throughout their accounting period The 1998 Combined Code has since been superseded by a version published in July 2003. The July 2003 Combined Code became effective for reporting periods on or after 1 November 2003.

ACTIVITY

Read
the
latest
version
of
the
Combined
Code
on
the
following
website:

http://www.fsa.gov.uk/pubs/ukla/lr_comcode2003.pdf

The Higgs Review

For non-executive directors, a boardroom seat had been seen as providing a comfortable sinecure ahead of retirement. Most boards of large companies comprised the ageing great and good in the City, often retired executives. Clubby consensus, rather than challenges to management, was the order of the day. Some of that culture still lingers. The Higgs Review was commissioned by the
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Chancellor and the Secretary of Sate for Industry to review the role and effectiveness of non-exec directors, and the report was published in January 2003.

ACTIVITY

Read the Summary and Recommendations section of the Higgs Review from the following website: http://www.dti.gov.uk/cld/non_exec_review/pdfs/higgsreport.pdf As the Higgs review makes clear, the boardroom remains largely a preserve of ageing white men. Mr Higgs� package of reforms will see non-executives take a much more active role and become far more accountable in carrying out their duties. The changes will represent a fundamental shift in the boardroom. The power of executives on the board will be balanced by independent non-executives providing a check on management. At least half the board will comprise independent non-executives. This goes far beyond previous requirements that a third of the board be non-executives, independent or otherwise. The chairman, playing a pivotal role and potentially holding the balance of power, will be required to be independent at the time of his nomination but it is assumed he will �go native�, given the time spent working closely with the management. The review says: �A non-executive is considered independent when the board determines that the director is independent and there are no relationships which could affect, or appear to affect, the director�s judgement.� Factors that could affect independence include employment with the company in the past five years, having a materials business relationship in the past three years, family ties, receiving additional remuneration apart from a director�s fee, and participation in the company�s share option or pension scheme. The review also recommends that a senior independent director be appointed to act as a conduit for shareholders to raise issues if they are not resolved through the chairman or through the chief executive. This proposal, more than anything else in the review, has concerned business. The concern is that if the senior non-executive holds separate discussions with shareholders it could lead to mixed messages emerging from the board. Mr Higgs is at pains to point out that senior non-executives will not be champions of shareholder interests but will be more a �listening post�. They will attend meetings with shareholders, largely only to listen to shareholder concerns. In addition,if problems arise with a chairman and chief executive, they could be a contact point for shareholders. Other measures ensure that boards do not become bound by personalities or tradition. These include requiring the chief executive not becoming chairman. Non-executive directors should normally
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be expected to serve a tenure of two three-year terms, although a longer term would be appropriate in exceptional circumstances. After nine years, annual re-election of non-executives is appropriate, and after 10 years on a board a non-executive is not considered independent. Non-executive directors also should meet at least once a year without the chairman or other executive directors present. To widen the gene pool of talent in the boardroom, Mr Higgs recommends a more formal, transparent recruitment process. Research by the review showed that 48% of non-executive directors were recruited through personal contact with a board. No individual should chair more than one large company nor should a full-time executive take on more than one non-executive role. No limit has been set for the number of roles that non-executives can hold, though individuals should make sure they have enough time to

fulfil their duties.

The Smith Report

The report says that a Company Audit Committee�s primary role is to ensure the integrity of the company�s financial reporting, and warns it must be prepared if necessary to take an adversarial approach with management. �If things are going seriously wrong the committee may have no alternative but to explore the issues exhaustively. �If the audit committee is drawn into a line of questioning about the handling of a controversial issue, it cannot let go until it is satisfied with the answers." The Smith report says at least three independent non-execs should serve on the audit committee, and suggests that they should get extra pay to reflect the importance of their work. It says at least one member should ideally have a professional accounting qualification, together with recent and relevant financial expertise, possibly as an auditor or company finance director. The other members should have a degree of financial literacy. The Smith report will lead to revisions to the best practice code on corporate governance for listed companies.

Director Accountability

Placing accountability at the heart of corporate governance inevitably led the general debate on the issues of to whom are directors accountable. Developing the Cadbury definition of corporate governance a similar committee set up in Canada suggested a wider definition:
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�Corporate governance� means the process and structure used to direct and manage the business and affairs of the corporation with the objective of enhancing shareholder value, which includes ensuring the financial viability of the business. The process and structure define the division of power and establish mechanisms for achieving accountability among shareholders, the board of directors and management. The direction and management of the business should take in account the impact on other stakeholders such as employees, customers, suppliers and communities. Where were the directors? Toronto Stock Exchange (1994) This definition retains Cadbury�s systems focus, but suggests that the structures and processes chosen by directors must take into account parties other than shareholders.

The Role of Corporate Governance

The UK�s National Association of Pension Funds (NAPF) suggest in their report, Good Corporate Governance (1996) that corporate governance should concentrate on two issues:

· Board integrity; ensuring that accounting and other statutory concerns are addressed.
· Enterprise; encouraging boards to drive businesses forward in the long-term interests of the shareholders.
Ensuring good governance

NAPF highlights another element of corporate governance. At the centre of the issue is the role of the board of directors � direction, control, ensuring shareholder value. �It is the board�s responsibility to ensure good governance and to account to shareholders for their record in this regard.� Bringing together many of the themes raised in the corporate governance field, the Institute of Directors� report, Standards for the Board (1995) states that: The key purpose of the board is to ensure the company�s prosperity by collectively directing its affairs and meeting the legitimate interests of the shareholders and other interested parties. The report highlights four key tasks for the board:

· Establishing vision, mission and values.
· Setting strategy and structure.
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· Delegation to management.
· Exercising responsibility to shareholders and other interested parties.
All of the elements of the governance debate highlighted above are reflected in these tasks.

Individual directors must be aware of the role they play in determining the company�s future and in setting the strategy and structure to meet desired objectives. They must also be aware of the issues raised under the guise of corporate governance which, as stated at the beginning, are many and varied. However, if the board is to be the guardian of good governance, as proposed by Hampel, a more appropriate starting point for defining corporate governance may be the role of the board. Perhaps a new definition might be: Corporate governance focuses the board on its key purpose: to ensure the company�s prosperity by collectively directing its affairs and meeting the legitimate interests of the shareholders and other interested parties. It must account to shareholders for its record in this regard. This definition implies that, in essence, corporate governance should highlight the corporate responsibilities of a board of directors, and distinguish the directors� role from those of shareholders and managers.
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