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Introduction

From the Cadbury Report of the early 1990s to the more recent Turnbull Report of 1999, issues of corporate governance and risk management have been increasingly to the fore.  It is now clear that boards of directors have an explicit responsibility to ensure that all potential threats to the business enterprise have been systematically identified, carefully evaluated and effectively controlled.

Examining the evolution of corporate governance guidelines in the UK, this paper traces the gradual expansion of the duties of managers and boards.  In this context, we note that this expansion of duties has not been accompanied by the provision of detailed guidelines, leaving it up to individual companies to decide how to manage strategic, operational and reputational risks.  This problem is aggravated by the fact that potential sanctions faced by companies who defy existing standards in the UK are comparatively weak.

While in the US the market for corporate control, manifest in takeovers, provides a powerful incentive towards good corporate governance, these mechanisms have remained weak in the UK (Garrod, 1996).  Similar weaknesses apply to existing legal and regulatory regimes. In the US, companies are routinely delisted as a consequence of regulatory violations, whereas delisting has remained a rare event in the UK.  In Australia, where the market for corporate control may be weaker than in the US, company directors and officers have been banned from holding positions on company boards from anywhere between a couple of months, to life.  Moreover, Australia has recently undertaken significant steps to allow minority shareholders the right to take legal action against board members and officers. 

By comparison, in the UK, neither shareholders nor government regulation appears to exert a powerful influence on companies.  Whilst the London Stock Exchange has the power to delist a publicly listed company, there is no evidence that this power represents a significant deterrent for companies.  Currently the LSE’s listing rules require companies to publish a statement of compliance with the Combined Code. Yet neither the current regime, nor the new rules under the Financial Services & Markets Act 2000, give a clear indication of possible sanctions arising from non-compliance with corporate governance guidelines. 

Our paper argues that the absence of concrete guidance on expected standards of governance, and associated sanctions, is likely to result in widely differing investment by companies in corporate governance measures.  We conclude that, if companies are allowed to under-invest in corporate governance, this could well lead to calls for the establishment of more prescriptive legislation, which mandates specific risk management practices, as well as compliance monitoring procedures.

The Corporate Governance Revolution

Since the early 1990s, the UK has witnessed a vibrant debate on corporate governance.  The roots of this debate can be traced to a series of governance failures that led to calls for the improved regulation of companies.  These incidents covered a wide range of abuses including the basic theft of assets, as in the case of Barlow Clowes, the misuse of pension funds as in the case of Maxwell, and the share price manipulation by Guinness’ directors.  That these incidents did not necessarily lead to a radical reassessment of governance issues is perhaps best illustrated by the Cadbury Report, the first of a series of governance guidelines published in the UK during the 1990s.

Cadbury’s approach was unique in that it maintained that the UK system of corporate governance required only limited changes.  Cadbury was motivated by a belief in the need for greater financial regulation of UK corporations.  However, Cadbury also saw an inherent danger in expanding statutory regulation.  Statutory regulation, in Cadbury’s opinion, was likely to drive out self-regulation, or in other words, to destroy what was left of the professionalism of City institutions.  In his Gresham lecture, on 12th May 1998, Sir Adrian Cadbury, looking back on the drafting of his report, attributed contemporary governance problems to a decline in the traditional, informal system of corporate governance in the City.  

The efficacy of the [City’s] club rules was routed in the self-interest of the membership in maintaining the reputation of the City and of their own firms within it…  Those links were broken by a series of momentous changes.  One was the sudden expansion of London’s financial services sector in the 1980s…  Old boundaries between different types of financial activity, with their differing rules, were swept away…  Many new entrants to the City did not share the values of what they saw as the past…  The gap in the framework of rules, which arose in the much enlarged City, was that nothing was put in place of the personal links with the heads of firms.  There was no consistent means of passing on business values to newcomers and ensuring that they were adhered to.  (Cadbury, 1998, pp.7-8)

Cadbury’s report on the Financial Aspects of Corporate Governance (1992) specifically identified the looseness of accounting standards, the absence of a clear framework for ensuring that directors kept under review the controls in their business, and competitive pressures on companies and auditors, as the cause of governance breakdowns. 

Despite these problems, Cadbury believed that the basic system of corporate governance, in Britain, was sound.  Accordingly, British companies did not need a major overhaul of governance structures, or massive government and regulatory interference.  What was required was for companies to follow already existing models of best practice.  These models re-emphasised the role of directors as monitors, with responsibility for ensuring that the necessary internal controls over all corporate activities were in place and functioning effectively.  For directors, this meant that the already implicit requirement to ensure that a proper system of internal control was in place, now went beyond the scope of an audit of financial statements.  What precisely was meant by internal control, however, largely depended on the interpretation of individual directors and companies.

Assessing Cadbury

The Cadbury report itself gave little direct guidance as to what companies would have to do to ensure good governance.  This encouraged different organizations to offer a variety of interpretations of the report.  AIRMIC (the Association of Insurance and Risk Managers in Industry and Commerce) in its Guide for Insurance and Risk Managers (1996) chose to emphasise the implicit mandate for risk management.  Citing sections 4.23 / 4.24 of the Cadbury Report, AIRMIC noted that boards were now required to have a formal schedule of matters specifically reserved to them, including risk management policies.   AIRMIC’s guide further highlighted Section 4.31, which obliged directors to maintain a system of internal control, with procedures designed to minimise the risk of fraud.  According to AIRMIC’s interpretation, boards’ responsibilities extended to include the full spectrum of legal requirements and regulations applicable to the organisation.  These would encompass health and safety and environmental regulations, consumer protection laws and a wide variety of industry-specific requirements.  

For UK industry, such a broad interpretation of the Cadbury report was not necessarily welcome news.  The CBI expressed the view, early on at the consultation stage, that the costs of compliance with Cadbury might be very high.  Further criticisms related to the approach taken by the Committee, notably the fact that the new requirements might involve additional central bureaucracy, on account of the board having been given greater responsibilities.  

Lord Young (1995), for instance argued that, when confronted with the Cadbury guidelines, boards were likely to indulge in a paper exercise, which would follow the form rather than the substance, often ticking boxes rather than doing anything meaningful.  It was the issue of box ticking that stimulated much of the reaction to Cadbury, in particular, a charge of superficiality about the way in which it was being ‘policed’ (Charkham, 1998).

Another line of criticism centred around the Code’s lack of teeth (Finch, 1992).  In an ideal world, we would expect managers to act ethically, and even altruistically.  This, however, was not the message received from the prominent scandals of recent years.  Perhaps unsurprisingly, the Cadbury committee’s assumption that the British system of corporate governance was basically sound, came under fire.  Some of these criticisms were linked to the growing body of research on corporate criminality. Much of the literature on corporate criminality suggested that, only where significant penalties existed for corporate misconduct, would sufficient attention be paid to governance issues.  As early as 1986, Professor Richard Posner had argued that ‘if shareholders bear no responsibility for a manager’s crime, they will have every incentive to hire managers willing to commit crimes on the corporation’s behalf’ (Posner, 1986).  Posner’s reasoning was that, making companies liable for the criminal activities of their directors, would have a positive effect on standards of corporate governance, as well as on the future selection of directors and officers.  The Cadbury Code, it was obvious, neither provided, nor laid the foundation for, such a ‘stick’.
Gauging Success

Today, nearly all large listed companies report substantial compliance with the more recent Combined Cadbury / Hampel Code.  To interpret this as a success of Cadbury’s self-regulatory approach, however, would be a mistake.  While these companies typically list the names of the auditors which they employ, there is no independent monitoring of the quality of the audits conducted.  This problem was augmented by the fact that the Report’s remit was unclear.  Thus, the title of the Report was assumed by some organisations as limiting the scope to financial controls (Charkham, 1998).  The Rutteman Report, published by the Institute of Chartered Accountants in England and Wales (ICAEW) in 1994, endorsed this view.  

Based on these experiences, Boyd (1996) suggested that the Cadbury Report contributed to a narrowing of the concept of managerial accountability to issues of financial governance and fraud.    Ultimately, this meant that the Report failed to address wider issues of ethics and responsibility in the boardroom, at a time when events such as the Piper Alpha and Zeebrugge disasters, and the Kings Cross London Underground fire, were highlighting gross deficiencies in management practices.  

Hampel and the Broadening of ‘Control’

The recommendations of Hampel’s Committee on Corporate Governance (1998) resulted in both a step forward and a step back from the earlier Cadbury report.  Hampel widened the concept of internal control to address ‘business risk assessment and response, financial management, compliance with laws and regulations and the safeguarding of assets, including the minimising of fraud’ (Hampel, 1998, pp. 53–54).  Moreover, the Report’s authors explicitly stated that ‘we are not concerned only with the financial aspects of governance’ (Hampel, 1998, p.53).  Hampel took a wide view of internal control, arguing that directors should have responsibility for all aspects of control and a duty to establish a robust system of risk management, designed to identify and evaluate potential risks in every aspect of the business operation.  This reflected the growing recognition that breakdowns in non-financial areas could have significant financial repercussions for companies.    

Hampel’s broadening of the concept of control was welcomed by a number of organisations, including the Association of British Insurers (ABI) which felt it represented a pragmatic approach that encouraged companies to explain their compliance with the new corporate governance requirements (Fagan, 1999).  Similarly, Neil Cowan, Vice President of the European Confederation of Institutes of Internal Auditing, concluded that Hampel’s view of risk management represented ‘a welcome restatement of that part of a Board’s prime responsibility for devising a strategy that will ensure the company’s continued existence’ (Cowan, 1997).  

In the view of many risk professionals, however, not all was well with the new recommendations.  When it came to identifying what represented such effective control, for instance, the Report fell desperately short of giving clear guidance.  Thus, at one stage, the Report states that ‘the word “effectiveness” has proved difficult both for directors and auditors’ and should therefore be dropped (Hampel, 1998, p.52).  The problem with this view is that if it is impossible to require that internal control be effective, the very meaning of the concept of self-regulation as a guiding principle is undermined.    In this regard, Hampel may have encouraged a move away from measurement and accountability towards statements of general intent and direction, a move away from tangible codes to more nebulous principles (Editorial, Management Today, 1997).  

The Turnbull Report

Less than two years after the Hampel Committee on Corporate Governance published its final report, a committee chaired by Nigel Turnbull produced a new report titled, Internal Control : Guidance for Directors on the Combined Code, under the auspices of the Institute of Chartered Accountants in England and Wales (ICAEW, 1999).  Turnbull’s guidance document filled many of the gaps left by Cadbury and Hampel.  The drafting of Turnbull’s report was driven by the recommendations of the Combined Code and the underlying Hampel recommendations that directors review all controls.  As agreed by the ICAEW and the London Stock Exchange, the Report’s primary purpose was to provide listed companies with guidance to implement the requirements in the Code relating to internal control.  While the intention of the Report was to leave companies a free hand to explain their governance policies, the guidance obliged the board to report on the effectiveness of the company’s system of internal control.

Instead of defining the characteristics of an effective internal control system, the Report takes the existence of a rigorous corporate risk management system as indicative of effective internal control.  In this context, the Report states that ‘a company’s system of internal control has a key role in the management of risks that are significant to the fulfillment of its business objectives.  A sound system of internal control, contributes to safeguarding the shareholders’ investment and the company’s assets’ (ICAEW, 1999, p.4, para.10).  

This focus on internal control is tied to the concept of a dynamic company, which requires continuous monitoring and auditing.  The Report states that :

A company’s objectives, its internal organisation and the environment in which it operates are continually evolving and, as a result, the risks it faces are continually changing.  A sound system of internal control therefore depends on a thorough and regular evaluation of the nature and extent of the risks to which the company is exposed.  Since profits are, in part, the reward for successful risk-taking in business, the purpose of internal control is to help manage and control risk appropriately rather than to eliminate it.








(ICAEW, 1999, p.5, para.13)

Interpreting Turnbull

Underlying Turnbull’s emphasis on risk control is the idea that risk management and control should be embedded in the business processes.  The Turnbull approach, accordingly, has been interpreted as involving three steps.  Firstly, the board or relevant board committee members have to identify the key risks and assess how they have been evaluated and managed.  Secondly, the board has to assess the effectiveness of the internal control system in place with a particular focus on the weaknesses and trouble spots, identified earlier.  Finally, the board must ensure that company reports cover all aspects of the internal control system, its procedures and its effectiveness.  

External auditors have a part to play in Turnbull’s integrated approach to managing risk, as they apply external standards to financial reporting and internal control matters.  The ‘Big Five’ accountancy firms are currently offering a business risk assessment-based approach to external audits.  However, concern has been expressed as to whether external auditors have the expertise to advise on, and investigate, non-financial issues.  These concerns are coupled with more traditional reservations about auditor independence and objectivity.

The ICAEW’s document, Implementing Turnbull: A Boardroom Briefing (1999), attempts to straddle two conflicting goals.  On the one hand, the ICAEW seeks to convince company directors to implement a comprehensive risk management, monitoring and auditing system.  On the other hand, it attempts to persuade its readers that these systems are not necessarily complex or costly.  The report assumes that most companies will already have the fundamentals of good risk management in place and that these companies will merely have to formalise the good practice that is embedded in the organisation’s units.  This approach, unfortunately, does not seem adequate for those companies which may already have major governance deficits and will consequently be the most likely to experience a governance breakdown.  Therefore, the report’s recommendations for the creation of a governance framework, appear inadequate in situations where there is little in existence to build on. 

Issues of Enforcement

A survey carried out by AIRMIC, at the end of 1999, demonstrated a shift in perceived priorities from the more traditional risks of fire and theft towards new, emerging risks such as stress, e-commerce, loss of reputation, litigation, mergers and acquisitions (Corporate Governance, March 2000).  In the face of an increasingly demanding public, issues such as pollution were given a much greater profile.   Accordingly, the public tolerance of companies’ failure to control emissions has gradually decreased to the point where ‘zero risk’ and ‘zero acceptability’ are taken as the norm.  

Corporate governance demands that boards respond to new challenges, by putting in place measures which will systematically and thoroughly identify, analyse and control risks to the public and to their own staff.  This extends to developing and protecting intellectual property, managing brands effectively, dealing with public relations – particularly in respect of investor relationships – and business continuity (Corporate Governance, March 2000).  Good corporate governance can help to ensure that the organisation is fully prepared to manage potential threats, and to maximise the opportunities to be gained from business risk.    

Searching for Incentives

The question remains as to whether organisations will voluntarily pay the price for implementing adequate governance frameworks or whether more prescriptive guidance will become inevitable. If they do not, it is unlikely that the current self-regulating system of largely voluntary codes will persist.  Without the necessary incentives for investment in corporate governance, we may well be looking at a future in which mandatory, prescriptive regulation is seen as the only means of ensuring proper corporate conduct.  

Concerns for reputation alone are unlikely to deter each and every company from mis-conduct.  While a risk-averse ‘traditional’ company may adopt appropriate governance for the sake of its reputation, this is not necessarily the case for a ‘newer’, entrepreneurial and more risk-taking organisation.  Risk-taking managers can depend on barriers to information, and information asymmetries, which will allow them to engage in unethical behaviour, for a considerable time, before being detected.  Even where detection takes place, this may have a limited effect on senior managers, as those involved may be able to shed the reputational stigma by changing the name of the company, or simply switching jobs.  

Real incentives for good corporate governance can take several forms.   The old analogy of ‘carrots and sticks’ comes to mind.  On the one hand, a company can benefit in terms of reputation and public profile from an image of possessing good governance.  However, these benefits are not limited to intangibles.  Systems of risk management and internal control not only aid the prevention of governance breakdowns, but can also assist in creating an environment where innovation and continuous improvement can thrive (Australia / New Zealand Risk Management Standard, 1999).  Again, this scenario applies to some companies but does not necessarily apply to them all.  

External pressures in the form of market forces, shareholder scrutiny and government intervention can play a role in ensuring adequate governance structures.  The US market for corporate control, manifest in takeovers, provides a powerful tool for incentivising mechanisms of corporate governance (Garrod, 1996).  Corporate raiders can assist shareholders in identifying poor management performance, and in replacing existing managers with more competent ones (Scharfstein, 1988).  While these mechanisms can contribute to the protection of shareholders, they are far less likely to protect the public or other stakeholders.  Nonetheless, many US managers had to learn the hard way that paying themselves exorbitant wages, without delivering a commensurate performance, can ultimately lead to their wholesale replacement.  This threat is not paralleled in the UK, primarily because the presence of large, powerful institutional investors stifles takeover initiatives.

In terms of legal action, the ability of shareholders to scrutinise and sue a company and, in doing so, to act as corporate ‘policeman’ is comparably limited in the UK.  Indeed, it has long been recognised that the remedies available to shareholders, in the event of malfeasance on the part of the directors of the company, may be inadequate.  This applies both to the relevant provisions of the Companies Act and the likely success of a civil action to support minority rights.  The ability to proceed with an order under s.459 of the Companies Act, whereby it can be shown that the company’s affairs are being conducted in a manner which is prejudicial to some or all of the shareholders, is usually expensive and time consuming.  Moreover, the remedies under this course of action are only useful to shareholders who wish to leave the company, for instance by obtaining an order that their shares be purchased from them at a certain price.  

No less severe are the obstacles faced by shareholders attempting to institute a ‘fraud on the minority’ action.  Despite attempts to strengthen the rights of shareholders (for example, Law Commission 1997), no effective moves have been made to enhance the protection of shareholders beyond the provisions set down in the well-known case of Foss v Harbottle (1843) 2 Hare 461, which crucially limits the possibility of such action.  Extending the doctrine that the director’s fiduciary and statutory duties, as well as their duties, at common law, of care, diligence and skill are owed to the company and not to the individual shareholder, Foss v Harbottle established that the proper plaintiff to take action for breaches of director’s duties is the company.  Under Foss v Harbottle, the right to authorize proceedings rests with the body in whom the function of management is vested, i.e. the board.  This means, broadly speaking, that if a shareholder felt that a wrong had been done, she could request the board of directors to take action.  If the board refused or failed to take action, the shareholder’s only option would be to requisition a general meeting to pass a resolution to commence litigation.  Failing which, the shareholder’s only option would be to commence litigation at her own expense.

As a consequence of this limitation, case law recognises exemptions, notably where the board has acted ultra vires or where it has committed fraud on the minority (i.e. acted prejudicial to some of the shareholders).  In such a derivative action, a plaintiff undertakes an action on behalf of herself and all other shareholders, whereby the company is named as a defendant.  It is widely recognized that this approach is associated with serious uncertainties.  For example, the current system makes the shareholder bringing the action personally liable for the costs of the action, even though she has no right to damages.  More importantly, in the case of breaches of corporate governance, shareholders are as yet left in the dark as to what, if any, actionable elements the guidelines include (in addition to those already contained in the Company Act).

In response to these issues, the Australian Corporate Law Economic Reform Program (CLERP) has introduced measures to codify derivative action.  Under the Australian regime, shareholders, directors and officers of the company, past and present, as well as the Australian Securities and Investment Commission, may commence an action in court.  Once the court is satisfied that certain criteria have been met – notably, inaction by the company; applicant acting in good faith; action being in the interests of the company – the court can order supervision by an independent investigator and other measures to ensure the lawful conduct of company business.  If these rules are fully implemented, there is every chance that individual shareholders, board members or officers could seek action, based on the Australian / New Zealand Standard on Risk Management, thus creating a very real legal mandate for risk management.

Government intervention is perhaps the most tried and tested method for ensuring minimum standards of governance.  Following ‘New Deal’ legislation in the 1930s, US stock exchanges have regularly delisted a substantial number of companies, while the Securities and Exchange Commission (SEC) has ensured that publicly traded companies provide adequate information about their operations, even before they are traded.  In Australia, company directors and officers can, and are, ‘delisted’ and banned from holding positions on company boards from anywhere between a couple of months to life.  Such mechanisms of government intervention are often complemented by market forces.  

In the UK, government intervention and regulation has remained comparatively weak in terms of its influence on companies.  Whilst the London Stock Exchange (LSE) has the power to delist a publicly listed company, there is no evidence that this power has, or will have, a significant impact on company activities.  There are a number of reasons for this.  Firstly, it is unclear which threshold the LSE would, or could, apply in utilising its delisting powers.  This, in part, is directly related to the fuzziness of the Combined Code.  Secondly, the legal implications of a major delisting are by no means predictable.  Currently, the Combined Code does not form part of the LSE’s listing rules.  Likewise, while the LSE’s listing rules require companies to publish a statement of compliance with the Combined Code, no clear guidelines for possible sanctions arising from non-compliance are given.  When queried on this point, a senior LSE official explained to us that the aim of the LSE was not to dictate behaviour, but to create transparency to enable the assessment of stewardship of assets alongside financial performance – namely to provide disclosure.  Companies, accordingly, are required to give a narrative on how they have applied the principles of the Combined Code, and to state whether they comply with the whole code or with only part of it, and if so, in which part they deviate from the Code’s requirements.  

The expectation underlying this LSE policy is that, where substantial non-compliance with the Code is evident, shareholders themselves will press for action against the company.  This view, however, rarely finds support in practice.  For example, Associated British Foods, one of Europe’s largest food companies with an annual turnover of 4,308 million pounds, made no secret about its partial departure from the requirements of the Combined Code, without suffering any measurable detriment.  The 1999 Annual Report of the company stated that the board considered that it was in full compliance with the provisions, as set out in Section 1 of the Combined Code, with the following exceptions:

The Combined Code recommends that the audit and remuneration committees should only comprise non-executive directors.  The Board does not accept this recommendation as it considers that… the executive chairman should serve on both committees in view of his unique knowledge of the business and its people.

The Combined Code recommends that the performance related elements of remuneration should form a significant proportion of the total remuneration of executive directors.  The Board does not accept this recommendation as it considers its existing policies in this regard to be in the best interests of the company and its shareholders. (Associated British Foods, 1999, p. 28)

The planned transfer of the UK Listing Authority to the Financial Services Authority envisages that the FSA takes on the LSE’s existing role in relation to maintaining the Combined Code (FSA, 1999).  Obviously, the creation of the FSA and the consolidation of legislation under the Financial Services and Markets Act (FSAMA 2000), will bring greater clarity to the supervision of regulated institutions.  Under the new Act, the FSA has wide-ranging powers to investigate, and then seek to deal with, any perceived wrong-doing.  These powers obviously refer to recognised investment exchanges and clearing houses.  As concerns the remaining corporate landscape, the FSAMA 2000 allows for the ‘discontinuance and suspension of listing’ (s.77, 78) as well as the imposition of financial penalties on individual directors who were in contravention of FSAMA rules.  How effective this sanction will be, will largely depend on the thresholds applied by the FSA.  While there is overlap between some of FSAMA’s requirements and those of ‘good governance’, it appears unlikely that these rules alone will provide a sufficient impetus for the adoption of appropriate governance frameworks.  In this sense, many questions remain with regard to the legal underpinning of the bulk of today’s governance guidelines.

Conclusion

It is difficult to predict the impact that the governance initiatives of the past decade will have.  Clearly, there is now the expectation that a company should act ethically towards its stakeholders.  At the same time, the sanctions against companies which violate existing codes, remains uncertain.  By contrast to the US, the UK has a relatively weak market for corporate control which hinders shareholders from identifying and curbing corporate misconduct.  Equally, in contrast to Australia, the regulator’s structure for the articulation of shareholder rights and the implementation of risk management systems is weak.  

Calls for better governance and risk management frameworks are usually directly linked to scandals and / or disasters.  In our view, the current system of largely voluntary governance codes is unlikely to prevent the occurrence of future scandals, if only because of its inability to ‘frighten’ governance under-performers into action.  One possible outcome of future governance failures may well be a loss of credibility for the existing self-regulatory approach, accompanied by a call for prescriptive regulation, with statutory penalties for non-compliance.  
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