Corporate Governance - A Primer


1. What is Corporate Governance?
Despite the growing interest in the subject by academics and professionals, a uniform definition of corporate governance has not yet been established. As business advisors and chartered accountants, we see corporate governance as being a process rather than a result. We define corporate governance as being the process of high level control of an organization.

The first key point to make is that substance is more important than form i.e.; it is not just about the number and skills of board members or meeting agendas.

"Corporate governance is not an abstract goal, but exists to serve corporate purposes by providing a structure within which stockholders, directors and management can pursue most effectively the objectives of the corporation" 

Good corporate governance will not involve trying to apply a strict set of rules and procedures. It will happen by applying sound principles and policies, and the governance framework will likely change over time as the business itself changes.

Large businesses typically have formal governance processes, including formal financial and management reporting and regular meetings, especially at the director level. Unfortunately, many small and medium sized businesses don't have any formal governance structures in place. We see this as being a real weakness, especially in terms of complying with company law.

2. A Strategic Response to Risk
Company law is quite specific in laying out the responsibilities of company directors. The over-riding principle in the law is that directors must act in the best interests of the company. Failure to operate as a director in this manner opens directors to legal action, which carries a substantial risk.

While directors can insure against this risk of legal action, we believe that good corporate governance is critical in discharging this requirement under law.

Therefore, corporate governance is an organization’s strategic response to risk. Businesses face risk from many different areas (competitive, legislative, environmental, technology-related, and risk attached to key people). Perhaps the best way to discover a company's risk areas is to ask the question, "what if…" This is often referred to as scenario planning.

Business risk can be managed if it is identified. Steps that can be taken to manage risk are: 
1. To terminate the activity associated with the risk area
2. To transfer the risk to some other party
3. To reduce the risk through better management and controls
4. To insure against the risk if possible
5. To accept the risk only if nothing else can be done

The strategic element of corporate governance is very important, and should not be mistaken for business management. The following table will help to distinguish between strategic response and management response.

	Function
	Strategic Response
	Management Response

	Strategic Planning
	Defining the organization’s mission and purpose, and developing plans and objectives to fulfill these
	Developing and implementing detailed action plans from the Strategic Plan, and reporting back on implementation progress

	Leadership
	Developing a clear vision and communicating this throughout the organization
	Communicating and monitoring adherence to the vision articulated by directors

	Organization Structure
	Designing an appropriate organizational structure
	Monitoring and reporting back on the appropriateness and effectiveness of the structure

	Stewardship
	Establishing accountability and monitoring stewardship of the organization’s assets
	Measuring and reporting on the use and performance of the business

	Risk Management
	Minimizing all risks associated with the organization
	Reporting on any new risks identified and ensuring that the day to day operation of the organization conforms to risk management policy


It is clear that the primary concern of the corporate governance process is a strategic one. The management role is more one of developing and implementing the "big picture" developed at the strategic level.

3. Directors' Roles & Responsibilities
The primary objective of the corporation is to look after the interests of present and future shareholders. This is not to say that the needs of other stakeholders are to be ignored - rather, it is by taking into account the needs of other stakeholders that the interests of shareholders are looked after. For example, looking after employees should lead to a happier, more productive workforce, which should impact the profitability of the business, looking after the shareholders.

At law, the business of a company is the responsibility of the directors of that company. Directors can delegate the day to day management of a business, but the proverbial buck stops with the directors themselves.

Company law is quite specific in laying out the responsibilities of company directors. The over-riding principle in the law is that directors must act in the best interests of the company. Failure to operate as a director in this manner opens directors to legal action, which carries a substantial risk.

What is "in the best interests of the company" is not defined. Unfortunately, when corporate governance goes wrong, it often turns appears as though the standards set were standards designed to meet minimum, rather than maximum or best practice, standards.

One of the reasons for the failure of SME directors to adequately fulfill their obligations as directors is due to the blurring of roles that happens within smaller businesses. As Michael Gerber describes in his brilliant book "The E Myth Revisited", SME business owners mostly fulfill three roles in the business.
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