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Chapter 5

Corporate Governance

Author: Dr Marion Hutchinson

Learning Objectives

After studying this chapter you should be able to:

Describe corporate governance

Identify the parties to effective corporate goverra

Identify and describe the principles of effectivmorate governance
Explain the importance of culture and values foodjoorporate governance
Explain why corporate governance principles areimiot practice
Describe the role of the board of directors

Discuss the usefulness of remuneration packagagmng the goals of
shareholders and managers.

Explain the role of equity remuneration

Identify and discuss the role of the accountarthengovernance of the
organization

Discuss the relationship between corporate govemand corporate performance

“Public confidence is essential to effective cabitaarkets - and
this need for confidence is not limited to the cames listed on
the exchange. It must also be reflected in thegsses by which

the capital market and the wider corporate enviremm is

2
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monitored and regulated...... Increased disclosure vdneih be
through the recommendations, legislation or busigesown
initiative is intended to help investors and otih@ormation users
understand and compare business performance - ep ¢hn be
more informed in their decisions on who to punisd eeward.”

Greg Larson, CEO of CPA Australia (2003)

A Introduction

Governance is largely about the decision-makinggse in a complex organization
Shareholders (owners) delegate authority to prafeats who have the managerial
skills to increase shareholders’ wealth. As a cqueace the contributors of a firm's
capital base are usually different from the coniigios of its management bas€his
separation of ownership from control has led taaargations establishing a system of
corporate governance controls designed to disceumragnagers from pursuing
objectives that fail to maximize shareholder wealthhese controls constitute the
firm's corporate governance framework. Corporateegmance controls are designed
to monitor managers behavior or align the goalsnahagement with the goals of

shareholders.

In this chapter, a corporate governance framewsodeveloped that outlines the roles
and responsibilities of participants involved invgming the organization and

portraying information to the capital market.



Ethics, Corporate Governance and Accountabilityg@drab Corporate Governance 4

A Corporate governance

Corporate governancerefers to the method by which an organizationasegned,
administered, directed or controlled and to thelgydar which it is governed.
Various participants, who have an interest in tigapization, determine the direction
and the performance of the organization. The polacparticipants are the
shareholders, management, and the board of disectégks shareholders do not
manage most large corporations, managers of timedie given considerable degrees
of decision-making authority. That is, the priraligshareholder) delegates decision
rights to the agent (manager) to act in the prissest interests. This separation of
ownership from control implies a loss of effectieentrol by shareholders over
managerial decisions that affect the value of thesalth. Problems arise if the
managers who initiate and execute decisions alpooap and monitor the decisions
without constraints on their actions as managemnspeeisue their own interests rather
than those of the owners. Consequently, managarsdivert potential profits to
satisfy their own interests. This action redudeslkdolders’ gains while raising the

managers' total compensation.

As a result of the separation of ownership fromtadna system of corporate
governance controls are implemented on behalf ef ghareholder to discourage
managers from pursuing objectives that fail to mmaze shareholder wealth. These
controls constitute the firm's corporate governainamework. The various corporate
controls either assist in aligning the incentivesnanagers with those of shareholders
or limit the self-satisfying opportunities manageah generate. These opportunities
are referred to as agency costs, that is, the d¢ostsred by the firm which are

associated with such problems as divergent manageamel shareholder objectives
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andinformation asymmetry, where the manager has private information aboeit t
firm. For example, the cost of monitoring the aggimanagers) behaviour could be
the audit fees associated with ensuring the firrdmeports depict a true and fair view
of the firm’s performance and financial position.Corporate governance controls
refer to internal and external controls designedatmord manager-shareholder
(agency) conflicts of interest, that result frone $eparation of ownership and control
(Williamson, 1984). These corporate governancetrots are used to: monitor
outcomes are in accordance with plans, that idititmeis attaining planned objectives
such as increased profitability; and to motivate tinganisation to be fully informed
in order to maintain or alter the organisationdivay, that is, the organization is

familiar with, and understands, managements’ fustnaegies.

In recent years there has been considerable interebe corporate governance
practices of modern corporations, particularly due to theghhprofile corporate
collapses of firms such as Enron and WorldCom enWSA and the HIH Insurance
Group and One Tel in Australia. The result of éhesrporate collapses impacts on
the economy at large, not only the dirgtdakeholdersof the organizations such as
employees, shareholders and creditors. For instansurance premiums rise when a
major insurance provider vanishes from the market eonfidence in the efficient

management of the remaining organizations alsarsec(see In practice box below).

In Practice: The failure of HIH Insurance
The collapse of HIH made professional indemnitybliguliability, home warranty

and travel insurance policies worthless, placedeest and disabled people on sogial

security, led to building industry insurance ingiah and escalated public liability
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insurance. Around one thousand employees becasmaplayed immediately, whil

hundreds of others lost their jobs in the followmgnths. The ramifications of th

D

e

collapse were far reaching and resulted in pulolss lof confidence in the insurance

industry. Mr Justin Neville Owen, Royal Commissonsuggests that the failure |of

HIH was due to the firm not providing adequately fisture claims — under-reservir

or under-provisioning. This situation arose becatlge firm was mismanaged and

failed to uphold many of the basic corporate goaroe principles. lll-informed and

g

extravagant business acquisitions, questionabledss transactions, lack of attention

to detail and lack of accountability of the CEOthe board of directors all made the

corporate collapse inevitable. Poor business messincluded re-entering the U

insurance market in 1996, expanding the UK opematia 1997 into areas in whig

HIH was unfamiliar, and the acquisition of the abtg failing FAI Insurance Ltd in

1998. The final doomed business decision waslt@8dHIH’s profitable businesse
to enter a joint venture with Allianz Australia Ltd 2000. The resulting negati
cash flows led to the decision to place the companprovisional liquidation in

March 2001.

Source: information from HIH Royal Commission (2008e Failure of HIH
Insurance: A Corporat€ollapse and its Lesson@Mr Justice Neville Owen

(commissioner), 3 vols, Commonwealth of Austraianberra.

However, good corporate governance should be prmotvithout stifling

[

h

e

entrepreneurial drive or impairing competitivenesslanagement should have the

freedom to drive the company forward, within a feamork of effective accountability

(Hermraj 2002).

6
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The essential components of organizations’ corpogaivernance are the parties

involved in governing the entity, the principles thie governance framework, the

culture and values of the organization to suppogt governance principles and the

tools, or mechanisms, used to apply the governpreiples. The following table is

adapted from the CPA Australia Corporate Governdiask Group discussion paper.

Table 5.1 Some essential components of corporatevgonance

Component

Examples

The parties (people with a role to play i

the effective governance of the firm)

Governing body

CEO

Board of directors

Management

Shareholders

Other stakeholders (e.g. customers
suppliers, employees, lenders and t

community)

he

The principles (a framework of effective

governance)

Being a good corporate citizen
(developing a code of ethics and co
of conduct)

Robust, regular performance
reporting, monitoring, review and
evaluation (using a monitoring
system, Board assessment, CEO

reviews, measuring corporate

7
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performance)
Robust compliance and risk

management processes

Independent review and verification

(through internal audit, external aud

It,

peer reviews, audit committees, board

independence, remuneration

committees)

Culture and values that are supportive pf  Honesty
effective governance e Trust and integrity
* Openness
* Performance orientation
» Responsibility and accountability
e Mutual respect
« Commitment to the organisation
The tools, or mechanisms and means, [@ Codes
apply effective governance principles, | « Charters
suitable for the organisation e« Committees
* Delegations

Policies and procedures
Key performance indicators (KPIs)

etc.

Source: adapted from information from Emerging ésswork Group (2003) ‘The

essence of corporate governance’, CPA Australigp@ate Governance Task Group,

8



Ethics, Corporate Governance and Accountabilitypg@drab Corporate Governance 9

www.cpaaustralia.com.au/01_information_centre/1_0 @Gome.asp, accessed 29

September 2003.

B The parties to corporate governance

The Sarbanes-Oxley Act (January 23 2002) arosewolly a succession of high

profile corporate collapses in the US. The Act wiesigned to review dated

legislative audit requirements. The goal of the was to protect investors by
improving the accuracy and reliability of corporatisclosures. The act covers such
things as establishing a public company accountowgrsight board, auditor

independence, corporate responsibility, and enlthrigencial disclosure. The

Australian counterpart to the Sarbanes-Oxley Awt, Federal Government’s CLERP
9 amendments to the Corporations Act was releas&eptember 2002. CLERP 9
proposes three bodies to represent a range ofestserthe Financial Reporting
Council (FRC) to oversee standard setting for aadd accounting, the Australian
Stock Exchange’s (ASX) Corporate Governance Counatversee the development
of best practice guidelines for corporate govereanithin listed companies and the
Shareholders and Investors Advisory Council (SIAG)provide a forum for the

consideration of retail investors’ concerns.

The professional accounting bodies, the Institute Chartered Accountants in
Australia and CPA Australia (among others), commeérmn the draft of CLERP 9. It
was the responsibility of these bodies to determiriesther the legislation was
sufficient to promote efficient corporate governanand financial reporting and
assurance. CPA Australia suggested that the &igisl should build a framework

that identifies auditors’ conduct and practices wthould also include boards of
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directors, staff who prepare financial reports, ititernal and external audit functions,
and include the roles of institutional investorsedit rating agencies, financial

analysts and investment banks.

Contrary to the US experience, the CLERP 9 legmsi& response to reviewing audit
responsibilities, states, “most audits are condug@mfessionally and competently,
with full regard given the interests of sharehoddehe need for independence and
professional ethics.” The Institute of Chartefatountants in Australia believe that
the vast majority of audits are carried out thisyveamd suggest that the corporate
governance, financial reporting and auditing isghas led to the Sarbanes-Oxley Act

are not evident in the Australian market.

The parties involved in the effective governancetltd organization include the
governing body (e.g. Australian Securities and $tweent Commission, Australian
Stock Exchange, Corporate Governance Council, Alistr Taxation Office,

Australian Competition and Consumers Commissiohg CEO, the board of
directors, management, shareholders and other hatlmlers of the organization.
Other stakeholders include customers, supplierspl@mes, lenders, and the

community at large.

It is the responsibility of the board of directais formulate the organization’s
strategy, to develop policy, to appoint, supenase remunerate senior executives
and to ensure accountability of the organizatiotheoowners. The board of directors
is a governance mechanism designed to monitor é¢hfermance of the organization

on behalf of the owners. This aspect is coveradone detail in section 5.3.



Ethics, Corporate Governance and Accountabilitypg@drab Corporate Governance 11

Shareholders are the owners of the entity, to wiloendirectors are accountable.
Under the Corporations Act 2001 (Commonwealth) ahd Australian Stock
Exchange (ASX) Listing Rules, shareholders haveatitority to sanction corporate
transactions, appoint directors to supervise manageé and provide strategic
direction, and to sanction other significant actslisted companies reserved to
shareholders. Shareholders rely on continuouslodige to facilitate informed
trading, and exercise the rights given to them,cWhihey exercise at general
meetings. However, shareholders participationesiegal meetings may be impeded
because they do not have a clear understandirfgediusiness to be conducted at the
meeting or the time and cost involved in attendlmgmeeting. As a consequence of
these impediments, shareholders place greatencelian the efficient governance of
the corporation. For example, shareholders un@bsdtend the general meeting are

dependant on managers making decisions that wilkase their wealth.

Stakeholders (in addition to shareholders) have isterest in the effective
performance of the organization. This interest lbardirect or indirect. Customers,
suppliers, employees, and lenders have a direetestt in the organization to which
they buy from, supply to, or are employed by. Eogpks may have a greater stake in
the organization than shareholders as their cuaedtfuture income depends on the
current and future performance of the organizatiols a consequence, the
organization has an obligation to safeguard theipleyees through the ethical and
efficient governance of the organization. Orgatnires must ensure that customers’
interests are maintained to guarantee the futwadeility of the organization. Without

customers the organization will no longer exisupfiers of goods and services or
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funds (lenders) have invested their assets in tiganization and expect a return.
Organizations can only guarantee that return iy #tentinue to operate efficiently in

the future. Effective corporate governance is amsef providing that guarantee.

B The principles of corporate governance
In March 2003 the AS)Corporate Governance Council (CGC)set out to develop
an industry-wide corporate governance framewotkcohsists of 21 representatives

of interested groups (shown in table 5.2).

Table 5.2 Corporate Governance Council representates

* Association of Superannuation Funds of Group of 100
Australia Ltd
+ Australasian Investor Relations * Institute of Actuaries of Australia

Association

» Australian Council of Superannuation Institute of Chartered Accountant

\"2J

Investors in Australia
» Australian Institute of Company » Institute of Internal Auditors
Directors Australia

International Banks and Securitie

Ul

» Australian Institute of Superannuation

Trustees Association of Australia

e Australian Shareholders’ Association Investment and Financial Serviceps

Association

» Australian Stock Exchange Limited Law Council of Australia

* Business Council of Australia + National Institute of Accountants
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* Chartered Secretaries Australia * Property Council of Australia
* CPA Australia » Securities and Derivatives Industty
Association

* Securities Institute of Australia

Source: ASX Corporate Governance Council (20B8hciples of good corporate
governance and best practice recommendatidviarch 2003, Australian Stock

Exchange, Sydney, p. 4.

The CGC suggests that fundamental to good corpaaternance is company
management and a board with a mix of skills, exgee, independence and the
integrity necessary for ethical decision-makingne tompany must be accountable to
attract capital investment, and should thereforetntike information needs of the

investment community in a manner that upholds aadgnises shareholders’ rights.

The CGC recommends 10 essent@iporate governance principles covering such
issues as developing guidelines for: the apprapriatx of executive and non-
executive directors the independence of non-executive directorsptlegsight of the
preparation of the entity's financial statementsiteinal controls, and the
independence of the entity’s auditors; the revidwhe compensation arrangements
for the chief executive officer and other seniore@xives; the way in which
individuals are nominated for positions on the kodhe resources that are made
available to directors in carrying out their dutiasd the oversight and management
of risk. The principles in the framework presenited able 5.1 of the CPA Australia

corporate governance discussion paper are sinildret CGC'’s principles. However,
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as the CGC'’s principles are guidelines for allellsttompanies to adhere to, these

principles are discussed in the following sectibthe chapter.

<C> 1. Lay solid foundations for management and oversight

Organisations should clarify and make publicly knotle roles and responsibilities
of board and management to provide shareholdeds aitevel of accountability.

Boards should provide strategic guidance and oeemsanagement. The division of
roles and responsibilities between the board andagement should provide a

balance of authority so that absolute power do¢sasb with any single individual.

<C> 2. Structure the board to add value

The board needs a range of skills and understandengf sufficient size and have an
appropriate level of commitment to fulfill its respsibilities and duties. The board
must be able to deal with various business issndshave the ability to review and
challenge management performance. The board sheuldade up of a majority of
independent directors, have an independent chaoperand key roles such as

chairperson and chief executive officer shouldbeshared.

<C> 3. Promote ethical and responsible decision-making

Organisations should develop a code of condudii@r directors and executives that
promote ethical and responsible decision-makinga@isations should also publish
its position on trading in company shares and aatat products by members of the

board and employees.
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<C> 4. Safeguard integrity in financial reporting

Organisations should implement procedures to inaggetly verify and safeguard the
integrity of the company’s financial reporting. $hcan be achieved through the

formation of an audit committee and use of thelettjlindependent external auditors.

<C> 5. Maketimely and balanced disclosure

Organisations should develop written policies aratedures that promote the timely
and balanced disclosure of all material matters toacern it. These policies and
procedures should ensure that all investors hasesado timely information and that

the organisation’s announcements are clear, faandbalanced.

<C> 6. Respect therights of shareholders
Organisations should respect the rights of shadelsland help shareholders exercise

those rights. Organisations can help shareholdezscise their right by effectively
communicating information that is understandablé accessible to shareholders and

encouraging shareholders to participate in gemaeatings.

<C> 7. Recognise and manage risk

Organisations should establish a system of riskrsiglet and management and
internal control. Organisations should be contilyuaidentifying, assessing,

monitoring and managing risk, and informing investof changes to risk.

<C> 8. Encourage enhanced performance

Organisations should review and actively encousgenced board and management
effectiveness. Organisations can facilitate thispbyviding directors and executives

with the information required to assess the comjsgmgrformance.
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<C> 9. Remunerate fairly and responsibly

Organisations should ensure that remuneration figcismt and reasonable and that
the relationship between remuneration and perfocam@nclear. Organisations should
ensure that they are adequately remunerating dieeend employees to attract those

with the necessary skills to enhance company padoce.

<C> 10. Recognise the legitimate interests of stakeholders
Organisations should recognise that they have kgalother obligations to all

legitimate stakeholders, such as customers, suppéeployees, lenders and the
community. Organisations should recognise the vatided to the company by

natural, human, social and other forms of capital.

B Culture and values

For stakeholders to have confidence in the orgtoisakey elements of the
organisations’ culture and values must support gamygorate governance principles.
The key elements include honesty, trust and intggmpenness, performance
orientation, responsibility and accountability, mmaitrespect, and commitment to the

organisation.

Fundamental to good corporate governance is thetleagirectors and management
develop a model of governance that aligns the gatfiehe corporate participants and
then test this model periodically for its effectiess. In particular, senior executives
should conduct themselves honestly and ethicalytiqularly concerning actual or

apparent conflict of interest, and disclosure maficial reports. Establishing a culture
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where employees feel confident to report violatiam$ ensure that the key elements
of trust and integrity, openness, responsibilityd accountability, mutual respect, will
be upheld. The HIH case provides and examplegdrosational culture that failed to
meet these fundamental elements. The CEO/fourmdgincied to run the business as
his own even to the point where company funds wesed to pay for personal tax

advice of senior executives and executive directors

Corporate participants share common goals thatesbhappolicy goals and guide our
approach to finding solutions to governance iss&es.instance, if the auditor and
management share the goal of financial reportimgsiparency for the investing
public, problems relating to failing to disclosderant information such as related
party transactions, will not arise. This meang thaestors can have confidence in
the information flowing into the market that fuffithe goal of financial reporting
transparency. To ensure effective corporate gawer®, all participants in the market
system must share the goal that financial repodinguld provide useful and reliable
information that promotes informed investment decis and confidence in the

capital market system.

A Thetools, mechanisms and means to affect corporate governance

Financial management and financial reporting arsem$al to manage and
communicate the financial position of the firm aparticular time. There is the
potential for the integrity of the result to be qgaomised through intent or omission
to disclose particular information. There haverbaenumber of corporate collapses,

such as HIH, OneTel, World Corp and Enron, where torporate governance
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practices of the company or the absence of an pgpte governance policy has led
to information failing to reach the investor. Witiore than 50% of adult Australians
holding shares both directly or indirectly (due ¢ompulsory superannuation),
shareholders are no longer a select group and @epgovernance responsibilities
are far reaching. James McRitchie (2001) posesfdhewing questions: Who

controls these assets? Who executes voting rightigv do the workers benefit?
Good corporate governance practices are impontadéiermining the cost of capital

in a market economy.

B The evolution of cooperate governance controls

Managers of publicly listed organisations have mofermation than investors about
the current and future financial performance of ¢ihganisation. This information
asymmetry causes agency problemsnofal hazard and adverse selection Moral
hazard arises when the manager does not complytiketitontractual terms. Moral
hazard arises after capital is raised because rear&y has incentives to use the
capital for their own interests rather than those¢he shareholder. Managers will
adopt financing policies and a capital structuretifi@ firm, which can help to secure
their jobs. For instance, instead of investingaimew, potentially path-breaking
product, technology, or market, a manager may ahdbe less risky route of
expanding an existing product line that uses knteahnologies and sells in known
markets. Although such a conservative strategylygpeoduces large returns, it
reduces the chance of a firm-threatening, mandgeatening failure. Forgoing
potentially very profitable projects reduces th@ewnted wealth of stockholders but
enhances the expected wealth of managers. Adwaisetion occurs when an
inappropriate decision is made by the principalegithe information available to the

principal (eg selecting managers with inapproprigkéls for the required task).
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Adverse selection can also occur because managecsrcerned with promoting the
sale of the firm's shares to investors and may sieé&z the benefits of buying the
shares. Unless the manager can credibly signadhe of the firm, investors will

reduce the amount they are willing to pay.

Governance controls are designed to eliminate éizaria that managers will not exert
maximum effort on the behalf of shareholders, arstmne the benefits of the capital
raised through excessive abuse of privileges . iféi#ciencies that arise from moral
hazard and adverse selection can be reduced bygr efttonitoring managers’

behaviour or designing compensation contracts lthktmanagers’ performance to
the performance of the firm. For example, to mamitnanagers behaviour, an
independent third party attests the accuracy afrmétion provided by management
to investors. Thus, the independent auditor asspublic investors that financial

reporting provides useful and reliable informattbat portrays the economic realities

of the business.

An ideal control system should regulate both maibra and ability. Corporate
governance refers to internal and external controalssigned to accord
manager/shareholder conflict of interest that teSam the separation of ownership
and control. Internal corporate governance controlsmonitor activities and the take
corrective action to accomplish organisational goaExamples of internal controls
include monitoring managers by the board of dinezte@muneration committees,
audit committees and incentives designed to aliganagers and shareholders
interests. External corporate governance controlsencompass the controls external

stakeholders exercise over the organisation. Elesnpt external controls include
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debt covenants, external auditors and governmeptiagons, that place restrictions

on management behaviour or monitor their actions.

With the significant increase in equity holdings iotitutional investors in many
corporations, there has been an opportunity foreeersal of the separation of
ownership and control problems because ownershipnetso diffuse. However, the
problems have continued. As institutional sharééxs are not privy to the private
knowledge of managers, they cannot be aware othellfinancial and investment
opportunities that can be accepted or rejected agagement. Hence, the need for
corporate governance mechanisms persists. Thwalctice’ box below explains that
investors are willing to pay more for shares in pames they consider to be well

governed.

In practice: Investors willing to pay for well-govaned companies
Coombes and Watson (2000) in three surveys of catpagovernance found that
investors are willing to pay more for shares of lwgelverned companies. They
defined a well-governed company as one with a ntgjof outside directors with no
management ties to the board, undertakes formduaiuan of directors, and is

responsive to investors requests for informationgonernance issues. Directqrs

should have significant share holdings in the camgpand a large proportion of their
pay should be in the form afhare options The three surveys of over 200
institutional investors in Asia, Europe and USA dmdin America demonstrated that
75% of investors consider board practice to beeastl as important as financial

performance. The premium they were prepared tofgawell-governed companigs

was a function of the quality of financial repogim the country where accounting
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standards are perceived to be higher. The prenmuestors were willing to pay for g
well-governed company in the UK or the USA was 18mnpared to 22% premium
for a well-governed company in Italy and 27% fodandonesian well-governed

company.

B. External corporate governance controls

One example of an external corporate governancé&atois the Australian Stock
Exchange listing rule 4.10.3, which requires listethpanies to set out in their annual
reports a statement of the main corporate govempractices in place. The statement

should disclose:

... the extent to which the entity has followedibst practice recommendations set by

the ASX Corporate Governance Council during theorepg period. If the entity ha

[72)

not followed all of the recommendations the entityust identify thosg

D

recommendations that have not been followed and gpasons for not following
them. If a recommendation had been followed foy galrt of the period, the entity

must state the period during which it had beerofedd.

Source: ASX Listing Rule 4.10.3

The guidelines set out in the listing rule are wduy only to the extent that listed
companies can adopt alternative practices provileg explain why they did not
adopt the ASX guideline. However, investors arnfdrimation users will ultimately
determine whether the adopted alternative practicesicceptable, by investing or not

investing in the firm.
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As mentioned, the principles and recommendatiomsctyporate governance are
guidelines. The ASX does not stipulate requiregdcpices, preferring to state that
particular governance mechanisms may not be apptepior all companies and in

some cases may impose unwarranted costs on sdated@mpanies:

How to approach adoption of the best practice rec@ndations
The best practice recommendations are not presocrgpt They are guidelines,
designed to produce an efficiency, quality or intggoutcome. This document does

not require a “one size fits all” approach to cogte governance. Instead, it states

aspirations of best practice for optimising corpergerformance and accountability|in
the interests of shareholders and the broader eopnid a company considers that a
recommendation is inappropriate to its particulacwznstances, it has the flexibility

not to adopt it — a flexibility tempered by the uggment to explain why.

Companies are encouraged to use the guidance ptbbig this document as a focus
for re-examining their corporate governance prastiand to determine whether and
to what extent the company may benefit from a ckangpproach, having regard to
the company’s particular circumstances. Therdtie Nalue in a checklist approach to
corporate governance that does not focus on thecplar needs, strengths and

weaknesses of the company.

The Council recognises that the range in size aretsity of companies is significant
and that smaller companies may face particular essun attaining al
recommendations from the outset. Performance aniéctefeness can be

compromised by material change that is not managedibly. Where a company |is
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considering widespread structural changes in dalareet best practice, the company
is encouraged to prioritise its needs and to setdistlose best practice goals against

an indicative timeframe for meeting them.

See Appendix A in this chapter for best practiceldsure recommendations of the

ASX.

Source: ASX Guidance Note 9A, p. 5.

The report on the failure of the HIH Insurance Grday Royal Commission tabled in
April 2003 provides support for the CGC’s recommegiwhs that one size does not fit
all regarding good corporate governance practickei(d8 Arthur Robinson 2003).
The Royal Commissioner Mr Justice Neville Owenestathat“By its very nature

corporate governance is not something which ‘omze §is all’. Even with companies
within a class, such as publicly listed companitbgir capital base, risk profile,

corporate history, business activity and managensm personnel arrangements

will be varied.”(Allens Arthur Robinson 2003, p. 2)

B. Internal corporate governance controls

Internal governance controls are designed to motti@ behaviour of managers and
provide incentives to align managers’ and sharedsldnterests. Monitoring by the
board of directors and compensation contracts septewo of the many governance

controls available to organisations.
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C Monitoring by the board of directors

Shareholders grant decision control rights to tbarth of directors. The decisions of
managers are monitored and ratified by the boardireictors. Shareholders and
boards monitor and evaluate managers' actions tower enforcing their ideals on

managers of how and what should be achieved. Trhislves considerable

monitoring of actions, direction and interventiamamay be very costly and may not

totally eliminate information asymmetries.

The board of directors, with its legal authority ire, fire and compensate top
management, safeguards invested capital, and isfthhe an important element of
corporate governance. Directors have certainl legigations to the shareholders
and they can be held liable for damages if thelyttameet these obligations. As a
consequence, directors will have some desire totanai or establish reputations as
good monitors and competent business people. Timeate responsibility for full

and fair disclosure to shareholders, and the dmegponsibility for the independent
audit relationship and the quality of the auditmMgh the board of directors and the
audit committee. Regulators have suggested tatmbers of the internal audit
committee, responsible for overseeing and liaismth the external independent
auditor, should be non-executive directors. Tlisommendation implies that non-

executive directors are better monitors of the taudi

Researchers have investigated the usefulness o&ra lof directors as a monitoring
device as they communicate the shareholders' olgscand interests to managers.
Increased independent board members (non-exedlitexetors) are likely to promote

decisions that are in the interests of externatedidders. The board’s capacity to
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monitor is jeopardized if internal members (exeesgiof the corporation or others

affiliated with management) dominate the board.

The CGC in Principle 2 suggests that the board ldhoansist of a majority of
independent directors. The criteria for board petelence in Principle 2 states that a

director is independent if they meet all of thédwling:

*The director is not a member of management.
*The director is not a substantial shareholdehefdntity or an officer of or otherwige
associated directly or indirectly with a substdrgteareholder of the entity.
*The director has not within the last three yeagerbemployed in an executiye
capacity by the entity or another group member egnba director after ceasing |to
hold any such employment.
*The director is not a principal of a professioadvViser to the entity or another group
member.
*The director is not a significant supplier or amser of the entity or another group
member, or an officer of, or otherwise associatéecty or indirectly with a
significant supplier or customer.
*The director has no significant contractual relaship with the entity or another
group member other than as a director of the entity
*The director is free from any interest and anyimess or other relationship which
could, or could reasonably be perceived to, mdlgriaterfere with the director’s

ability to act in the best interests of the entity.

Source: ASX, Guidance Note 9, p. 4
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The board, in a broader perspective, is devisdumid management and shareholder
conflict. In particular, managers receive pecuniacentives to maximize firm value
from share ownership, share option plans, and adgrgs in salary based on
performance. A board of directors is the primanyeinal corporate governance
mechanism responsible for, among other dutiesingethanagement compensation
and monitoring senior management. An effective pensation contract provides
executives with an incentive to act in the shar@dd’ best interests. This means that
the link between pay and corporate performanceldHmeigreater in firms with non-
executive director dominated boards and remunerat@mmmittees. In addition to
compensation monitoring, regular board meetingswalpotential problems to be
identified, discussed and avoided and should tbezefead to a superior level of

performance.

The combination of incentives for performance arzhitoring by the board provide
the governance control system for top managemedbwever, different board
structures are optimal for different firms, for thienple reason that each firm faces its
own management problems, and hence finds theirsmhrtion. Forcing companies to
have a particular board structure (e.g. non-exeewts. executive directors) could be
to the detriment of shareholders by compelling theradopt board structures that are

sub-optimal for their firms.

It is therefore likely that in some circumstancesnay be more efficient to have a
board composed primarily of executive (inside) clioes. The ability of the board to
monitor the firm’s executives is a function of @scess to information. Executive

directors possess superior knowledge of the decisiaking process and therefore
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evaluate top management on the basis of the qudldigcisions that lead to financial
performance outcomes, ex ante. In contrast, noowgxe directors evaluate
managers on the basis of financial performance oneasx post. Therefore, it could

be argued that executive directors look beyonditfancial criteria.

Even with a majority of non-executive directorstbe board, the board functions on
information provided by the CEO. The CEO can giday a principal role in
determining the remuneration and tenure of non+gtxez directors. In addition,
dispersion of ownership and increased powers ofiosemanagement have
accompanied the evolution of the corporate systns can result in a decline in the
accountability of directors and management, rasglin a similar decline in the
monitoring role of boards. Hence, these factorsttave the effect of weakening the
board as a crucial instrument of corporate govear@anThe ‘In practice’ box below

suggests that the HIH collapse was affected byetfegors.

In Practice: The failure of board of directors of HIH Insurance
Poor strategic decision-making was accompanied lioyl Baith in an ill-equipped
leadership, insufficient independence and unidedtibnd mismanaged risks. At the
board level there was little analysis of the futsteategy of the company. For
example, the rationale behind the re-entry intoU®emarket and the expansion in the
UK market was never discussed or approved by tlaedooThe founder and CEO of
HIH, Raymond Williams, did not clearly express tihetails of his strategy for the
company. It is one of the board’s key respongiedito understand, test and endagrse
the company’s strategy; otherwise they will not r@gate the associated risks. The

board should measure performance against the corspgtrategic goal.
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There were no clear limits placed on the authoatythe CEO with regard to
investments, corporate donations, gifts and stafiensation and the board rarely if
ever rejected or changed a proposal put forwamhégagement. Decisions about the
performance and remuneration of senior officerseweade by the CEO who attended

all human resource committee meetings (by invitgtio

The chairman of the board was ineffective, failiagyuide the board to focus the their
attention on conflict of interest resolution orateld party disclosures. The chairman
did not deal with the non-executive directors’ cemms about the governance
procedures of HIH. The agenda for each board mgetas prepared by the company
secretary, approved by the chairman and commemtdxy the CEO. No other board
members were involved. Information was hiddeltered or sanitised. There were
material omissions from information given to theatsh even to the point where

information was misleading.

C Remuneration

Pay for performance remuneration is useful whenitaong is costly, or impossible
because the manager has private information alh@ufitm’s operations or future
investment opportunities. Tying managers' comaigms to shareholder's objectives,
such as successful firm performance, is likely totivate managers to behave in a

manner consistent with shareholder's interests.

Incentives, both compensation and equity, provatgdts, such as financial results,

for managers to achieve. This type of control aepipnates a market contracting
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arrangement, where the manager is free to selean#thod of achieving the desired
result. However, performance-based incentivessteanrisk to the manager's
compensation. In addition, such incentive schearesreactive in the sense that it
provides no mechanism for preventing mistakes qodpnistic behaviour and can
elicit myopic behaviour. For example a manager fioays attention on diversified
acquisitions with the aim of increasing the shamcep and hence his/her
compensation. However, this approach is in canflith the organization’s strategy

if the organization’s competitive advantage is sgexation.

Firms may offer a range of incentives to their ngma in an attempt to motivate
effort and align the interests of managers witrséhof the shareholders. Incentives

offered by firms include cash-bonuses, perks, ptans, shares and share options.

The Corporations Act requires annual disclosuréidtgd companies of the details of
the nature and amount of each element of the fesalary of each director and each
of the 5 highest paid non-director executives. HA®&X CGC's (2003, p. 52)

recommendeduidelinesfor disclosing remuneration include options sush a

e Salary

* Fees

* Non-cash benefits

* Bonuses accruing in respect of that year, regadiepayment date

» Profit share accruing in respect of that year, rdigas of payment date
e Superannuation contributions

* Other payments in relation to termination and estient of office
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» The value of shares issued and options grantedra@iag to an established and
recognized method of valuation

* Sign-on payments

The CGC suggests that the remuneration committemnsprised of a majority of
non-executive directors. The responsibilities a$ tommittee will vary among firms
but the key functions are to review and recommerduneration for the CEO and
senior management. The committee should obtaiepedent advice on current
remuneration trends. HIH Insurance fell well shafrainy such independence, as the

CEO attend all the remuneration meetings.

D Performance-based remuneration

Performance-related compensation is designed &eresbme proportion of salary to
individual performance within the context of ovératompany performance.
Performance based remuneratiommay be in the form of cash or non-cash payments
such as shares and share options, superannuatmmthesrbenefits that are linked to
the firm’s performance. Managers who do not maxamieir performance level, and
who do not act in the best interests of the shaddehns, will suffer financially.
Linking managerial reward to the price of a firnslsares alleviates the incentive
problem of motivating management. In addition,rehalders are able to utilize the
information that is publicly available, the sharace, to monitor management.
Performance-based incentives may therefore be dedaas a means of reducing

conflict between decision-makers and shareholders.
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Thus, performance-related pay is influential in mgkthe interests of managers
consistent with those of the shareholders. The emsgtion system employed by a
firm is an important part of the process of coningl both effort and reward and can

ultimately affect the profitability of the organtzan.

E Management share ownership

Management share ownershipcan be an important source of incentives and power
for managers as well as outside shareholders.ypltdlly bestows voting rights,
which can give internal and external shareholdemiae in the governance of a
corporation. Distribution of shares among thesé&edtalders can, therefore, have a
significant impact on corporate actions that angetielent on shareholder voting. As
managers become shareholders, they have a ditecesh in an increasing share

price. Better operating performance is one waycbfeving this objective.

Two views are expressed regarding the impact ofagamal share ownership on
shareholder welfare. The first view suggests #samanagers have already invested
their non-diversifiable human capital in the firm¢reased share ownership transfers
additional risk to managers (compensation) andlead to risk avoiding behavior on

the part of managers, which may not be in the ésteof shareholders.

The second view advocates share ownership as asmealign the interest of top
managers with that of shareholders. That is, ifagans own stock in a company they
are less likely to take actions that are not inititerests of shareholders. The more
shares management owns, the stronger their mativédi work to raise the value of

the firm's shares, which is what the external dinaders want. Consequently share
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ownership by board members and executives repgesenalignment of goals with
shareholders. When insiders own a significant portf a firm's stock, they have a
strong incentive to enhance its value and act igswthat are in shareholders' best
interests. Management and board effectiveness depém part on directors’

identification with the interests of a firm's stbcitders.

However, problems do not invariably decrease asresh@avnership by top
management increases: large management ownerstupates management from
other forces such as the threat of takeovers aaddibcipline of the board. If
managers own substantial shares they may have lenmtng power to curb the
influence of the market. While share ownership sgnchronize the interests of
managers and external shareholders in some ciranoed, conflicts in agendas and
interests of the two groups can result in diffeesn voting patterns. For example,
when efficient corporate policy requires changegasaet and employment structure,
management shareholders are interested not onlyhenvalue of their equity
investment but also in their employment with themfi In contrast, external
shareholders are normally interested only in tequity investment in the firm. As a
consequence, mangers would prefer to maintain thtiss quo, avoiding risky
investment opportunities, preferring to safeguartemployment, which may be to

the detriment of the shareholders.

E Shares options

A share option is an agreement involving the sal@uwchase of a share denoting
equity in a company. The employee call optiorhes promise by the company to sell

the share to the employee at a specified strikeepwhich may be greater than or less



Ethics, Corporate Governance and Accountabilitypg@drab Corporate Governance 33

than the current market price. The employee mayddeto enforce the agreement
and exercise the options, or let it expire unesexdti Share options may be an
efficient way of overcoming the interest divergenbetween managers and
shareholders especially when the managerial reisdnuked to the price of the firms'

shares. As share options allow the future purcludsgtock at a fixed price they

represent deferred remuneration that can be erer@s the manager’'s discretion.
Consequently, shares options act as an incentvenghe probability that shares
prices increase. Share options have the potaatelign executives’ goals with those
of the shareholders and therefore represent amtineefor managers to adopt value-

increasing projects.

The relationship between owned equity shares amedwghare options demonstrate
the compensation risk managers are subject to.reShanership gives the owners
voting rights and dinear payoff that increases with their firms’ performance. In
contrast, share options grants recipients the sigitacquire equity at a future date
with a convex payoffas they need not exercise the option if the shaoe has not
increased. Options are similar to shares excepthiey fully benefit from share price
increases but do not incur losses if the shareedatls below the exercise price.
Therefore, options do not have the same risk bgamioperties associated with share
ownership. As a consequence, managers who hold opirons than shares are able
to endure more firm risk, are more likely to invéstriskier assets and have less

interest in hedging and managing the risk of tha {iHutchinson 2003).

Following the corporate collapses mentioned in thapter, together with excessive

option grants in the US, concern has arisen overattcounting treatment of share
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options. The issue raised is whether share opsbosild be treated as an expense
against profit. Proponents of adopting the expeygwoach suggest that excluding
options understates executives’ remuneration anaviges the opportunity to
overstate profits. The major benefit being thatpemsing options increases
transparency. Opponents of the expense approagpesithat the valuation of
executive share options is problematic for two oeas First, they are not traded, so
there is no market valuation to observe. Second,feéatures of executive share
options are such that they bear little resemblaocgptions on stocks or securities in
general. It would be difficult to have an inteinaal comparable method of
valuation, and values move in both directions ire lwith share values. There is no
mandate on expensing share options to date. Hawknas are required to report
the number of options awarded to and/or held bgatiors. Some firms have also

chosen to voluntarily report the strike price ardreise date of the options awarded.

A Therole of the accountant in the governance of the entity

Accountants, auditors and the corporate governatraeture in which they operate,
are the primary providers of information to capmadrket participants. Therefore,
directors of the company should be entitled to ekffgat management would prepare
the financial information in compliance with statyt and ethical obligations and rely
on auditors’ competence on their opinion of theéhirdairness and compliance of the
reports. But ultimately it is the directors who kaeathe final decision about the
accuracy of the reports on the financial statdhefdrganisation. The reliability of the
accounts depends on the integrity of the infornmatom which they are based.
Without reliable financial information, the boarddaauditors are unable to assess the

company’s financial position and performance anegaeny deterioration over time.
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One area of concern for accounting and auditinghisre the accounting firm acts as
both independent auditor and management consulbiatite firm they are auditing.

This in turn puts in doubt the integrity and qualdf the financial reports, due to
client pressure to appease management to do thkegsonceal bad news. This loss
of independence has led to the requests for firmmyiave an independent audit
committee and mandatory rotation of the auditimmpfevery three years. CLERP 9
suggests that auditor independence can be stremegthby restricting auditor client

employment relations; mandatory audit partner rotatdisclosure of both audit and
non-audit fees; and a statement in the annual tepor how the audit has not

compromised audit independence.

In addition to the CLERP guidelines, the ASX Cogier Governance Council

recommends that organisations have an audit coeenttbmprising of a majority of

independent non-executive members to ensure thepamtience of the committee
from management. The audit committee is an esdeatimponent of effective

corporate governance. The role of the committete isversee the financial reports
and the audit processes, such as reviewing thenaktauditor’'s independence. The
major advantage of the audit committee is thatdkiernal auditor deals with the
board through the audit committee and is therefooé subject to management
pressure to comply with their wishes. It is notingulsory to have an audit committee
but companies are required to disclose the existehone. However, the majority of

Australian companies do have audit committees.
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The HIH Insurance and Enron collapses are exampfesisleading financial
reporting. Mr Justice Owen discussed several isslatng to financial reporting and
assurance of HIH, including the interpretation o€@unting standards, adoption of
international standards and the need for the Alistré&ccounting Standards Board to
provide timely advice on interpretation matterse ¢inphasised the importance of the
audit function for capital markets and the usersirdncial reports. He suggested
that role of the auditor requires independence leguthat of a judge to avoid bias in
preparing the audit reports. As the ‘In practicex below shows it would appear that

the HIH audit breached these principles of due aackindependence.

In Practice: The failure of the accounts of HIH Insurance
Accounting techniques were used to hide the fulémtxof the decline. The financial
statements were distorted by questionable entnieayy reliance on one-of end-of-
year transactions, and aggressive accounting peacti For example, HIH incurred
significant income tax losses in 1999 and 2000doutinued to record the full value
of future income tax benefits as assets. The aalkesccounting standard states that
where a company incurs an income tax loss, unkesguture income tax benefits are

certain, it is imprudent to record the future tanéfit as an asset.

The HIH audit committee concentrated on the aceant the numbers contained|in
them, failing to identify and assess the risk tbenpany was exposed to. An audit
committee should be independent of management,istimgs of non-executive

directors. However, all directors, both executimrd non-executive directors,

attended the HIH audit committee meeting. The taadmmittee rarely if eve

=

preferred the auditors’ opinion over managemengshion. Although the auditors
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had a formal system of quality control and proceduin place they relied on tk
valuations of HIH’s consulting actuary, when conthg its audit, thus breaching tf

independence of the auditors.

37
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In addition to the Australian experience, Enrothe US also provides an example

misleading financial information and lack of auditegrity and independence.

of

In Practice: The failure of the accounts of Enron

The Houston based energy trading company, Enropdtation, filed for bankruptcy
in 2001. With $62.8 billion in assets, it becarne largest bankruptcy in US histor
The Powers report of February 2001 was a speciadstigative committee of th
board of directors. The committee suggested #yadrted transactions were desigr
to present favourable financial reports, rathentbeesent a bona fide view of tk
company’s operations. Enron concealed huge ldsgeseating illusions that a thir
party was contractually obligated to pay the amafrany losses, that is, their ris
were hedged. However, the third party was anyemtitvhich Enron had a substant
economic stake. The Andersen partner respongblauditing Enron was considert
to be a client pleaser. Discussions of accourgnagtices inevitably led to the clien
view prevailing. Subsequently, Enron was succéssfoemoving a member of th

Andersen’s audit after he expressed his disappvalany aspects of Enron.

al

Source: Vinten, G. (2002) The corporate governdessons of EnronCorporate

GovernanceVol.2, No.4, pp. 4-9.
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These high-profile failures and the questionabléogpeance of the key players in the
financial reporting system place doubt on investaldlity to rely on the oversight of

the board of directors and independence of thet @modnmittee. Are the accounting
and disclosure standards sufficiently transparentirivestors and the public? The
range of topics covered by accounting standards ihaseased substantially
throughout the years. In 1980 there were nine w@adaty standards, by 1990 there
were around 26 and by 2000 the number had incraasé8l CLERP 9 recommends
that accounting standards return to the dominaricéneo true and fair concept in

financial reporting. Business has had to imprdwe nature, volume and quality of
information available to shareholders, in respdosine loss of confidence facing the

market.

Can we rely on the self-regulatory corporate goaece practices to guide
management and ensure auditors efficiently perftver function? If governance
controls are efficient there should be a positiglatronship between these controls

and firm performance.

A Corporate governance and firm performance
Research investigating the relationship betweenparate controls and firm
performance has been mixed and often weak. Thetiqness whetherboard

monitoring and incentive contracts reduce owner-managericanfl

B Board composition and firm performance
Prior research has failed to arrive at a consersgerding the relationship between

board monitoring and firm performance. For examplame researchers have only
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found support for the relationship between freqyeoic meetings and profitability.

Some researchers find a negative relationship leetwbe proportion of external
directors and firm performance while others foumdralationship between external
board membership and performance. Therefore liikety that board composition is
unlikely to have a direct impact on firm performanc Rather, it is feasible that the
relationship between board composition and firnfqgrerance is associated with the

type of firm and supports the notion that one-slees-NOT-fit-all.

B Remuneration and firm performance

Incentives, both compensation and equity, are g@arere controls which provide

targets, such as financial results, for managesasioeve. The corporation’s objective
is to construct an incentive contract that aligms éxecutive’s interests with those of

the owner.

C Compensation and firm performance

The result of previous research on the relationsi@pveen firm performance and
CEO compensation have primarily been insignificaResearchers have argued that
CEO’s will pursue their own interests rather thaargholders when their reward does
not coincide with that of shareholders. Subsedyemesearch has tested the
sensitivity of CEO pay to changes in performanddis argument suggests that an
effective governance mechanism that aligns the sgaafi management with
shareholders will be one where a change in shatehalvealth will lead to a
significant change in CEO compensation. Howevegrpesearch has failed to find
consistent and significant relationships betweeacetives’ remuneration and firm

performance. However, low average levels of payepmance alignment do not
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necessarily imply that this form of governance oanis inefficient Not all firms
experience the same levels of conflict, and exteand internal monitoring devices

may be more effective for some than for others.

C Share-ownership and firm performance

Share ownership can be an important source ohiives and power for executives
as well as outside shareholders. Distributionto€ls among these stakeholders can,
therefore, have a significant impact on corporattoas that are dependent on
shareholder voting. Some researchers have fouaidhb largest CEO performance
incentives came from ownership of the firm’s shaweile other researchers found
that the relationship between share ownership and gerformance was dependent
on the level of ownership. They found, at levelsoginership between five and
twenty percent, profitability increases with owreps At levels greater than 20%
share ownership, profitability decreases with owhgr. This result suggests that
increases in ownership above 20% cause managemdrcbme more entrenched,

and less interested in the welfare of their shddshs.

C Share options and firm performance

Research suggests that firm performance is pobitagsociated with share option
plans, suggesting that large pay-performance satisg were primarily the result of
incentives provided by the executives’ ownershiludres and share options. Share
option plans direct managers’ energies and exteeid tlecision horizons toward the

long-term, rather than the short-term, performasfdbe company.
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A. Does corporate governance work?

Each firm’s governance needs vary with firm-spec#nd environmental conditions.
From the discussion in this chapter it is evidéat failures of corporate governance
can be devastating. Are the reforms to corpogaieernance that have arisen
primarily from these corporate failures sufficientZTan we rely on corporate

governance processes, the oversight of boards @aitt @mmittees, to ensure that
management and auditors carry out their resporigbilin an efficient and ethical

manner?

Good corporate governance does not necessarilytteaetter firm performance; a
positive relationship is likely to be dependenttba type of firm. However from the
evidence provided by the corporate collapses wee hexamined, bad corporate
governance is more likely to lead to poor firm pemiance. Enron and WorldCom are
cases where financial reporting was deliberatelstodied with the objective of
misleading investors and the public about the Ugithgy economic performance of

the firm.

A Summary

Fundamental to good corporate governance is a bafagitectors and management
with a mix of skills, experience, independence #radintegrity necessary for ethical
decision-making. The company must be accountald¢ttact capital investment, and
should therefore meet the information needs of itheestment community in a

manner that upholds and recognises shareholdghdsri
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The essential components of organizations’ corpogaivernance are the parties
involved in governing the entity, the principles thie governance framework, the
culture and values of the organization to suppogt governance principles and the

tools, or mechanisms, used to apply the governgngeiples.

Shareholders rely on the information provided ® ¢hpital market to make decisions
about their investments. Accountants, auditorsthactorporate governance structure
in which they operate, are the primary providersirdbrmation to capital market

participants. The board of directors, as oversetthe company, should be entitled
to expect that management would prepare the fiahmaformation in compliance

with statutory and ethical obligations and rely aaditors’ competence on their
opinion of the truth, fairness and compliance o tieports. The importance of
corporate governance is demonstrated in the fattitivestors are prepared to pay

more for a well-governed entity.

Key terms

Adverse selection

Board monitoring

Corporate governance

Corporate Governance Council (CGC)
Corporate governance principles
Corporate governance practice

Executive directors
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External corporate governance controls
Internal corporate governance controls
Information asymmetry

Moral hazard

Non-executive directors

Performance based remuneration
Remuneration committee

Management share ownership

Share options

Stakeholders

Questions

1. Would the economic consequences of poor governhaacgreater for public or
private companies?

2. From your experience, how would you define govecesand its implications for
companies?

3. Describe the impact of good/bad corporate govemamcstakeholders. Refer to
the areas of the principles of corporate governartgeh impact on stakeholders.

4. How does shareholder/investor response to poor rgaxee practices affect
corporate financing?

5. The Corporate Governance Council suggests thabcaig governance practices
cannot be prescriptive as a one size fits all agpgromay compromise firm
performance. Suggest some instances where impasiogrticular governance

practice may impede firm performance.
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6. Describe the role of the board giving examples lué &ctivities the board
performs.

7. What are the advantages and disadvantages of dingoion-executive directors
on the board?

8. To what extent should the board be concerned via¢ghethical conduct of the
board and the company as a whole?

9. Is it the role of the board to promote values athite within the company? If it is
not the role of the board, whose role is it?

10.Executives should be paid on the basis of theifopm@ance measures. They
should not be paid a salary. Do you agree witk gtatement? Explain your
answer.

11.What is the role of equity remuneration in effidieorporate governance?

12. What do you think would be the effect of expenssh@re options remuneration
paid to executives or directors?

13.Examine the corporate governance statement of mmeareport. (Eg, the website
for Country Road isvww.countryroad.com.ay For the company you have
chosen, answer the following.
a) Do they comply with the CGC principles, in part@ulndependent directors

and shareholders’ rights?

b) What guidance is provided by the CGC to addressetissues?

14.A director of the board has borrowed money from ¢toenpany to invest in
property speculation. He plans to pay back theayamhen he has received the
profit from the project. Explain the implication§the director’s action and what,

if any, disclosure is required.
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15. Assume that the remuneration committee of Harvesmém consults the firm for
which you work. The committee is interested in tdiferent forms of
compensation that can be offered to their execsitiwenotivate them to maximise
shareholder value.

a) What types of compensation packages could be usédchaw would you
recommend structuring the compensation to aligrcatkees and owners
goals?

b) What performance measure of the firm could the edsfit forms of
compensation be linked to?

16.You are the executive director of a publicly listean Extrion Ltd, and you
believe that an investment opportunity you haverdhedbout will increase the
profits of the firm. The firm operates more likavately-owned businesses and
does not have the same emphasis on rigorous ctepgoaernance policies as
recommended by the CGC.

This investment opportunity requires funding whigtu have arranged through

Merchant Securities, an investment firm. You dv# of the issued shares of

Merchant Securities. The board of directors istmgenext week to consider the

future of Extrion Ltd.

a) You know you have the best interests of the firmha@art. What are your

obligations as a member of the board, regardingnestment?

b) What are your obligations regarding your sharedénchant Securities?

c) Do you see a conflict of interest, explain?

Further resources

ASX Corporate Governance Council websit®w.asx.com.au/corporategovernance
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Case study

Corporate Governance and the collapse of Enron
The failure of the Enron Corporation in 2001 was ohthe largest corporate collapse
in the history of the US. The collapse placed inulitothe effectiveness of

contemporary accounting, auditing and corporateegmance practices.

The Chairman of the board, who was also the CE@ssiged investors that the

company's core businesses and future earnings lymwere stable, while at the same
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time selling his shares and exercising optionsrelality, write-offs against losses
produced a loss of more than $600 million. This anmtancluded a $35 million loss
involving a conflict of interest where the compaZFO managed the businesses in
partnership with Enron. Profits were overstatedra/four-year period, primarily due
to accounting manipulations. Consumer confidemcéhe company fell along with

the share price, and Enron finally filed for baniay.

The Powers report of February 2001 was a speciastigative committee of the
board of directors. The committee suggested #yadrted transactions were designed
to present favourable financial reports, rathentpaesent a bona fide view of the
company’s operations. Enron concealed huge ldsgeseating illusions that a third
party was contractually obligated to pay the amafrdny losses, that is, their risks
were hedged. However, the third party was anyeititvhich Enron had a substantial

economic stake.

Enron raises the following problems associated watbr corporate governance:
- The strength of the efficient market hypothesis
« The board's capacity to protect the integrity n&ficial disclosure
« Tradeoffs in the use of stock options in executieenpensation because of
the potential to motivate management to commitdrand prefer risk
« Poor fit between stock-based employee compensaéiod retirement

planning
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The strength of the efficient market hypothesis

Enron's share price escalated at the same timaramgs fell demonstrating that
markets sometimes ignore evidence about the fisantehe firm. Even if Enron
actively misled the market about its true financiahdition, the sophisticated market
participants should have sufficient knowledge ¢ firm that the efficient market
would devalue Enron's shares. Enron's financrakcgire was highly complex with
off-balance sheet entities that were obscured irofEs disclosure documents. The
fact that it was difficult to determine Enron’s érdinancial position should be
sufficient to send warning signals to the markei] she market should adjust the

share price downwards.

However, Enron's accountants at Arthur Andersertifiegl that the financial

statements "fairly presented" the overall finan@adture of the company. But the
credibility of Andersen's certification was comprieed. First, because it had
permitted its independence to be undermined whenatttounting firm cross-sold
consulting services, such as tax planning and adowy planning, making the
accountant part of the management team. And secbadause the internal
governance of Andersen was insufficient to contt@ behaviour of its Houston
partners, the partners responsible for the audit @@nsulting services supplied to

Enron.

Yet all of this is known to sophisticated investarsl should have been impounded in
Enron's share price. So why was it that thereamdhg a gradual fall in Enron’s share

price?
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The board's capacity to protect the integrity ofaficial disclosure — effective board
monitoring.

The monitoring role of the board is proposed asraedy for a self-interested or
incompetent managerial team. The major features iadependent directors,
specialized committees (in particular, an audit gottee) consisting exclusively of
independent directors to perform crucial monitorfagctions, and a clear charter of

board authority

On the surface, Enron’s board fulfiled many of tleerporate governance
requirements. Enron had an independent boardasmithtwo insiders of the fourteen
directors and an audit committee to oversee the gaowis reporting process and
internal controls. The majority of the external editors had relevant business
experience, including accounting backgrounds, psemior management and board
positions, and senior regulatory posts. Most ofdinectors owned stock and received
stock options as part of the director compensgtackage. The Audit Committee’s
had direct access to financial, legal, and oth&if sind consultants of the Company
and the power to retain other accountants, lawyers;onsultants. However, the
independence of virtually every board member, idiclg Audit Committee members,
was undermined by related-party payments and campeal by the ties associated

with long service and familiarity.

There was a gap between what the Enron board knewcauld have/should have
known. Management effectively portrayed the Enmage of a well-managed firm.

As a consequence the board did not question a pabgo suspend the corporate



Ethics, Corporate Governance and Accountabilitypg@drab Corporate Governance 50

ethics code, this suspension permitted conflicinbérest transactions by a senior

executive.

Tradeoffs in the use of stock options in execut@mpensation because of the
potential to motivate management to commit fraudl prefer risk

At the time of the Enron collapse, the grant ohare option was not treated as an
expense that reduces earnings, while the exerdiss mption created an expense
equal to the difference between the market prickh@fshare and the exercise price of
the option. There is an incentive for option hodd® increase the value of the option
as they benefit from increases in firm value. Btogtions have value if exercised "in
the money," that is, the stock price is above tkera@se price. If option grants are
very large and exercisable in the relatively neam{ then a positive swing in the
stock price can make the senior executives immagiaery rich. As option grants
increased, the executives of Enron, were confromti¢dl two incentives: fraud, and
risk-taking. Managers with an abundance of optioage incentives to get the stock
price high by any means necessary, fraud includlegoarticular, they may have
incentives to increase the riskiness of the fimguding projects that offer volatile
expected returns. This has the potential to inerétas value of managers' firm-related
investments and managers can become risk-prefer@iath fraud and costly risk-
taking appear to have occurred in Enron. Enron rheca hedge fund, taking
leveraged bets in exotic markets that if successtulld produce a huge jackpot for

its executives.
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Poor fit between stock-based employee compensatidmetirement planning

The Enron case exposes the conflict between emplet@ck ownership, used for
incentive purposes, with employee retirement plagniThe actions of lower level
employees are unlikely to have any impact on thareshprice. For example,
improving individual divisional performance is ukgly to influence the share price of
a large corporation. It is more likely that onlgngor management’s actions will
impact on the stock price. However, company shages achieve organisational
goals, such as economic decisions. In additiompamy shares can also serve as a
form of profit-sharing that does not require a castlay by the company and which

receives favourable accounting treatment.

However, when shares are considered part of retinemlanning it conflicts with the

role of an incentive device. In the US, employearsh are typically placed into a
contributory pension plan, for example, a 401(kanplor an Employee Share
Ownership Plan, which places strict limits on tihepéoyee's ability to sell the shares
and tie up the proceeds until the employee's matrg. Thus the benefits of employee

share ownership do not accrue until retirement.

Enron employees were heavily invested in employecksin their 401(k) plans. An
estimated $1.3 billion of the plan's $2.1 billian pension assets consisted of now-
worthless Enron shares. This investment in Ent@ares may be attributable to the
accounting and tax incentives that reduced Enmoss of pension contributions if it
used its own shares, combined with the pensionnpli@s that limited employee sales
of Enron-contributed shares until age fifty. THere, employees pension funds were

typically tied up in an undiversified portfolio.
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Source:
Jeffrey N Gordon. (2002) What Enron means forrttamagement and control of the
modern business corporation: Some initial refletjoThe University of Chicago

Law Review. Vol. 69, Iss. 3: 1233-1250.

Required:

a) Why was there no adjustment in Enron’s share pwen sophisticated
investors knew of the complex financial structuwé:balance sheet entities,
lack of disclosure, the lack of credibility of Anden’s certification, and loss
of independence between the auditors and Enronfhn@mt on the reasons
why you think these factors were not impounded theoshare price.

b) Even though Enron had what appeared to be a btaictige that satisfies the
guidelines for good corporate governance, how didrmation asymmetry
and the board’s culture add to the demise of Enron?

c) As option grants increased, the executives of Ensane confronted with two
incentives: fraud, and risk-taking. Does this m#zat there were no positive
effects associated with share options?

d) If employee share schemes are to continue as amtime to motivate
employees to increase firm value, what, if anytriegggons should be placed
on them?

e) Enron demonstrates that there are problems thabt#&e solved, but can only
be contained. Imperfectly fashioned incentived e lack of self-restraint

contributed to the collapse of Enron. Comment aos sitatement. Are there
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any other poor corporate governance practiceshifvag played a part in the

collapse?
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Appendix A: Best practice disclosure recommendations from the ASX

Attachment B

Disclosure

Best practice recommendations

1.1 Formalise and disclose the functions reservedddotiard and those delegated to

management.

2.1 A majority of the board should be independergatiors.
2.2 The chairperson should be an independent direct
2.3 The roles of chairperson and chief executivieef should not be exercised by the
same individual.

2.4 The board should establish a nomination coremitt

2.5 Provide the information indicatedGuide to reporting on Principle 2.

3.1 Establish a code of conduct to guide the dirsctthe chief executive officer (or
equivalent), the chief financial officer (or equieat) and any other key executives|as
to:

3.1.1 the practices necessary to maintain confelanthe company’s integrity
3.1.2 the responsibility and accountability of wduals for reporting and
investigating reports of unethical practices.
3.2 Disclose the policy concerning trading in comypaecurities by directors, officefs
and employees.

3.3 Provide the information indicated@uide to reporting on Principle 3.
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-

4.1 Require the chief executive officer (or equévd) and the chief financial office

(or equivalent) to state in writing to the boarétthhe company’s financial repornts

present a true and fair view, in all material respeof the company’s financia
condition and operational results and are in a@mrd with relevant accounting
standards.

4.2 The board should establish an audit committee.

4.3 Structure the audit committee so that it caasg

*only non-executive directors

*a majority of independent directors

*an independent chairperson, who is not chairpeo$tme board
eat least three members.

4.4 The audit committee should have a formal charte

4.5 Provide the information indicated@uide to reporting on Principle 4.

5.1 Establish written policies and procedures desigto ensure compliance with

ASX

-

Listing Rule disclosure requirements and to ensaceountability at a senid
management level for that compliance.

5.2 Provide the information indicatedGuide to reporting on Principle 5.

6.1 Design and disclose a communications strategy ptomote effective

communication with shareholders and encourage tefee@articipation at genera

meetings.
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6.2 Request the external auditor to attend the @rgeneral meeting and be available
to answer shareholder questions about the conduttteocaudit and content of the

auditor’s report.

7.1 The board or appropriate board committee shesl@dblish policies on risk
oversight and management.
7.2 The chief executive officer (or equivalent) atm@é chief financial officer (of
equivalent) should state to the board in writingtth
7.2.1 the statement given in accordance with besttipe recommendation 4.1 (the
integrity of financial statements) is founded osand system of risk management
and internal compliance and control which implersethie policies adopted by the
board
7.2.2 the company’s risk management and intern@piance and control system |is
operating efficiently and effectively in all matarrespects.

7.3 Provide the information indicated®uide to reporting on Principle 7.

8.1 Disclose the process for performance evaluaifahe board, its committees and

individual directors, and key executives.

9.1 Provide disclosure in relation to the compangsiuneration policies to enahle

=

investors to understand (i) the costs and benefithose policies and (ii) the lin

between remuneration paid to directors and key wkexs and corporat

D

performance.

9.2 The board should establish a remuneration ctteni
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9.3 Clearly distinguish the structure of non-exe@udirectors’ remuneration from
that of executives.
9.4 Ensure that payment of equity-based executemauneration is made in
accordance with thresholds set in plans approveshhyeholders.

9.5 Provide the information indicated@uide to reporting on Principle 9.

10.1 Establish and disclose a code of conduct tdegaompliance with legal and

other obligations to legitimate stakeholders.

Source: ASX Guidance Note 9A, ‘Corporate Governarféanciples &

Recommendations’, pp. 24 and 25.
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Glossary

Adverse selectionthe principal makes an inappropriate selectionragralternatives.

Board monitoring: an internal corporate governance control wheeertile of the

board of directors is to monitor the performance tbé organisation and the

management of the organisation.

Corporate governance the method by which an organization is governed,

administered, directed or controlled and to thdgytma which it is governed

Corporate Governance Council (CGC):a council consisting of 21 parties interested

in improving the corporate governance practicesrapdrting of Australian business.
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Corporate governance principles guidelines for the efficient governance of
Australian business.

Corporate governance practicethe process employed by the organization to ensur
the organisation is efficiently managed.

Convex payoff benefits increase and decrease along a cumved li

Executive directors member of the board of directors who are alsoleyegs of the
organisation.

External corporate governance controls mechanisms external stakeholders
exercise over the organisation that monitor androbthe activities of employees.
Information asymmetry: the manager has private information about tha that
the owner is not aware of.

Internal corporate governance controls in-house mechanisms that monitor and
control the activities of employees.

Linear payoff: benefits increase and decrease along a straight lin

Moral hazard: the manager does not comply with the contradtrats.

Non-executive directors independent members of the board of directors.
Performance based remuneration remuneration which is designed to relate some
proportion of salary to individual performance wiithhe context of overall company
performance.

Remuneration committee An organisational committee with the principaleref
setting executive compensation packages.

Management share ownership an internal control designed to ensure the shares
owned by management motivate managers to act ingsieinterest of shareholders.
Share options the right to buy a share in the future at thegof the option at grant

date.
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Stakeholders parties with interests in the organisation such employees,

shareholders and creditors.



