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An overview

Over recent years, increased public attention to corporate
activity and demands for greater accountability have
brought into question the whole issue of corporate
governance. This has been caused, in part, by a
combination of poor corporate performance and some
large company failures, often without prior waming,
coupled with wider concerns such as environmental issues
and executive pay. Whilst both the public and share-
holders have a legitimate interest in the answer 10 the
question ‘‘why are our companies and their managements
not performing more satisfactorily?’’, it is not always easy
to apportion blame among factors such as the general
economic and political climate, the problems of the
particular markets, the structure of boards and the
performance of directors and management within
individual companies. It was with the last two factors and
with the question of accountability that the Ditchley
conference was particularly concerned.

The terms of reference set the scene by stating, inter
alia, that: *‘Joint stock companies are responsible for a
significant proportion of world economic activity. Unease
is expressed from time to time by politicians, by the media
and by people in the business world themselves about the
managerial and legal framework within which companies
operate in the main productive areas of the world. It is
right that this should be so, since business is dynamic, but
some of the recent and fairly intense criticism calls for
constructive study.’’

Diversity of approach
The similar, but distinct systems of corporate govemance
in the UK, US and Canada were compared and contrasted
with those in Germany, France, Italy and Japan, with
helpful illustrations from representatives of the seven
nations present. At a superficial level, it is possible to
characterise the Anglo-Saxon approach to corporate
governance as being more ‘confrontational’, since it relies
on competing pressures and interests to drive performance
and on divisions of responsibility between thc market,
the directors and the management. By contrast, the
continental European and Japanese systems are based
more on a ‘consensual’ approach, evidenced by mutual
shareholdings and collegiate style boards.

In the UK, the background to the current debate
on corporate governance stems from a combination of

declining performance (particularly in international
terms), sudden corporate failures and the concentration of
management effort on maintaining or improving earnings
per share and market price as the prime bench-marks
of performance for the company, despite the recession.
Two underlying concerns, about effectiveness and
accountability, were expressed many times over the
weekend, in respect of the UK and other countries. It was
seen as crucial that basic issues conceming the function,
selection and role of directors and the inter-relationships
with the role and responsibilities of shareholders were
addressed, both in order to enhance shareholder value and
to restore the confidence of the wider community. In this
connection it was significant that the report of the
‘Cadbury’ committee would be available in exposure form
towards the cnd of May, since this would deal specifically
with UK issues of control, reporting functions and the audit
process.

We were told that the corporate governance debate
in the United States of America had evolved quite
recently, against the background of declining corporate
performance, in the aftermath of what was now seen to
have been a period of corporate hyper-activity during the
1980s. There was little doubt of the public concen
about, for example, the level of compensation packages
for top executives which were tending to rise sharply
and out of proportion to bottom line performance. Such
issues brought into question, at least from the public’s
perspective, the possibility of a decline in ethical standards
and in the quality of stewardship of corporate assets.
Nevertheless, the underlying issue, it was felt, was more
about competence than about compensation and the debate
in the US appeared to be focusing on ways in which the
implementation of strategy and performance criteria laid
down by boards of directors could be monitored and, in
particular, how the chief executive’s performance could be
measured against such criteria.

In Canada, the basic structure of corporate law and
operating principles are similar to those of the US, albeitin
a slighuly different environment. The conference was told
that there was an enormous concentration of ownership
amongst Canadian companies, such that control was
frequently dominated by a single majority shareholder,
with only a small proportion of shares left in public hands.
The issues for the Canadians appeared to centre upon the
degree of actual control which could be exercised by the




board in the face of such dominance and on the ways in
which the board was nominated, to ensure the right mix of
talent and experience. However, it was by no means a
simple matter to ensure that independent directors could
exert pressure on a reluctant chief executive who might
himself be, or be the appointee of, the majority share-
holder.

This brief scenario of the current issues in the Anglo-
Saxon system of corporate governance was then contrasted
with descriptions of the current issues in Germany, France
and Japan. In Germany, the two-tier management and
supervisory board structure has its origins in the last
century, though it has been modified more recently. Itis
the task of the supervisory board to determine policy and to
review and evaluate management performance against
established criteria. This structure leaves the day-to-day
implementation of strategy firmly with the management
board. The conference was also reminded that issues of
worker participation were an adjunct to the two-tier board
structure and not an integral part of it, as seems so often to
be assumed when the issue of two-tier boards is debated in
the UK. It was observed that both the existence of
investments by financial institutions (banks and insurance
companies) and the dual role of worker directors can give
rise to potential conflicts of interest.

In Japan, independentdirectors, in the Western sense,
are not a feature of corporate life. Employees are
promoted to the board on the basis of ability, experience
and seniority, which ensures that the board knows the
business well. A Japanese company is not faced with the
same short-term demands of the stock market in its
decision-making process as a Western company and can
plan strategy with a longer-term view. Nevertheless, this
approach also raised a number of issues, since it was
argued that management was not subject to the same
degree of external accountability as would apply in Anglo-
Saxon regimes and close networks of cross-shareholdings
might be less likely to encourage tough remedial action, if
performance declined.

The French system represented a meeting of the
Anglo-Saxon and the German or Japanese models and
recent changes there lent weight to the view that the two
systems were converging. In the 1960s France had
appeared to favour ‘US’ style corporate governance, but
we were told that there was now a movement away from
the hierarchical structure, as previously evidenced by the
“‘roi-soleil’’ autocratic company president, to a more
collaborative approach.

Throughout this general discussion of the current
systems around the world, it was interesting to note how
developments were influenced by the relative importance
of the stock market in providing funding (in the US and
UK) and also the degree to which links had been forged
between financial institutions and companies (in Germany
and Japan). There is undoubtedly a perception (and
some argued that it was no more than that) that the stock
market has an undue influence on performance criteria,
characterised as ‘short-termism’. This is especially so
where significant volumes of shares are traded and
management had to be, or believes it has to be, on constant
guard against takeover: such considerations are far less
prevalent in continental Europe and Japan.

Corporate structure

The principal method of organisation used to conduct
commercial activity amongst the countries represented at
the conference is, of course, the company. A company
cannot exist unless the basic elements of a legal structure
are in place to allow it to incorporate, trade and, if
necessary, be wound up. It was widely accepted that the
purpose of corporate activity is to provide the means by
which value is added primarily to capital, but also to labour
and materials in providing goods or services which people
want. However, this definition overlooks the essential
element of rewarding the risk which attaches to equity
shareholders who are, after all, the ultimate owners of
individual companies. '

Ownership ,

Ownership, in its widest meaning, can and does embrace a
varied grouping of shareholders whose interests, motives
and aspirations vary widely. On the one hand there are the
passive ‘investors’ such as index funds and the short-term
interests of the arbitrageurs, whose relationships with the
company are purely in relation to the immediate return
available: such a grouping of ‘punters’ cannot be expected
to have any depth of relationship with the company.
In contrast, true ‘ownership’ suggests a long-term
involvement which should be encouraged to enable a long-
term view to be taken of the development of a company’s
activities. It was felt that this should warrant sharcholder
interest, both in order to understand the company’s
philosophy and strategy, but also to take an active part in
ensuring the progress and growth of the company through
participation in voting at general meetings.

Each of these two categories of ‘investors’ and
‘owners’ has its part to play within the corporate structure
as we know it. Without the first group, liquidity would be
difficult to achieve; without the second group, managers
might tend to perform solely to short-term criteria linked to
market performance, whilst being wary of a perceived
threat of takeover or replacement should their particular
policy not have an immediate and visible effect. This
could be expected to be to the detriment of research,
investment and training, which seem to be more constant
amongst Japanese and German companies, where market
pressures are less evident.

Responsibilities of publicly owned companies

Since the conference accepted that it was a prime
responsibility of every publicly owned company to
provide an acceptable retumn to its shareholders, it also
accepted that the framework within which that return was
generated would be dictated by explicit constraints of law
and regulation, such as the need to account for and pay
taxes (of whatever sort), to meet obligations to creditors
and staff, to fulfil certain duties to the community (to the
extent that these are explicitly provided for) and to
minimise fraud. In addition to these requirements there
were self-regulatory codes of conduct, set out by trade
associations and others. But further considerations were
also taken into account when the conference discussed
the freedom of a company’s board and management to
generate an acceptable retumn, because of the recognition
that a company has other constituents (the term “‘stake




holders’’ was often used) including customers, staff,
suppliers and the community in regard to issues for which
there is no explicit or mandatory obligation to amend
otherwise purely commercially determined courses of
action.

The rationale for companies to act in recognition of
these interests was not exclusively philanthropic and
sound business arguments could be advanced to explain
why companies modified their behaviour to secure good-
will, enhance recruitment possibilities, develop more
highly trained and motivated staff, or build a higher
profile, all of which contribute, in due measure, to the
added value for risk capital which underlies the whole
structure. Indeed, taking account of such interests may
well be regarded as aimed primarily at enhancing share-
holder value. However, the conference noted that, in many
US states and other jurisdictions, the law now recognised
that a board’s actions might be influenced by such
considerations and many companies are formulating their
own codes of conduct 10 establish such policies. Indeed,
with rapid growth over the last few years, some 28% of
companies in the UK had now developed such codes.

Relationships with shareholders

The feeling expressed by many speakers at Ditchley
was that most companies, at least in the Anglo-Saxon
environment, had not yet established sufficient procedures
to ensure that they took every opportunity to explain
to shareholders what the company's strategy was and
to invite their active participation, either alone or
collectively, in the governance process. There seemed to
be two obstacles: the first was the cost and effort of
communicating with numerous small shareholders and the
second the requirements of insider-dealing legislation,
where it exists. On the second point, there was a feeling
that legislation in this field might now have gone too far in
some countries, since it was tending to have the effect of
preventing or inhibiting even the simplest and most
innocuous of shareholder associations.

It would be naive to assume that all shareholders
would necessarily use additional information, even if it
were available, since many investments were made purely
on the basis of financial criteria, rather than as the result of
a considered appraisal of the operations, structure and
long-term prospects of the company itself. In this
connection, the growing German experience of ‘proxy
banks’ was noted. These enabled the financial benefits to
be segregated from the exercise of voting rights, through
shareholder associations. Nevertheless, ininstances where
it had been tried, it was noted that companies had found
benefits in improving relations with shareholders and
promoting loyalty and informed interest through the
provision of information, beyond that which is required by
statute or regulation.

Accordingly, it was felt that boards of directors and
managements should be encouraged to improve their
annual reports, and take other opportunities to report and
explain indicators of long-term development, such as
expenditure on research and development and training, as
well as the company’s policy in relation to environmental
and consumer issues. Inevitably, such information would

be largely qualitative and this would limit the extent to
which any regulation, brought in to deal with shortcomings
in this area, could specify the degree of detail which might
be required. Nevertheless, such an approach to providing
information should be seen as a positive virtue arising
out of enlightened self-interest and directors should
not necessarily allow arguments about commercial
confidentiality to override moves towards greater
disclosure of this nature without very careful
consideration, It was felt that a balance could be struck
between the provision of information to satisfy the
legitimate interest of the ‘owners” of a company, whilst
avoiding disclosure of market-sensitive material to
competitors.

Composition of the Board

Having examined these issues of structure, ownership and
responsibility, participants turned their attention 1o the
internal governance of companies and the respective roles
of the board of directors and the management team. The
term ‘independent’ director was preferred to the more
conventional ‘non-executive’, since it seemed to reflect
more accurately what was really required of the individual.
Participants opted, at an early stage, to use the term
‘independent’, but later focused more closely on what this
meant. The issue of independence could be assessed
against two criteria: the first relates to any particular
constituency that the director might be considered to
represent, by virtue of his background and his nominator,
and the second refers specifically to the financial
involvement of that director with the company. The
first concept presented more difficulty, since it was
increasingly the case that directors were appointed as
particular representatives of significant shareholders, or
perhaps even because of their involvement in a particular
lobby group or special interest constituency. The second
might be subject to varying criteria for assessing whether
or not small holdings of shares in the company, or the
existence of loans, might impair, or be thought to impair,
the director’s ability to make decisions in the best long
term interests of the company as a whole. It was
recognised that in all the countries represented, the
legal responsibilities of a director were common and
indistinguishable, regardless of whether the director was
executive or independent, or whether the nature of the
appointment stemmed from a particular interest, back-
ground or talent, unique to the individual.

It was generally accepted that a crucial function for
any board was to determine the strategy of a company and
to monitor management’s performance against that
strategy. What was less clear was the way in which
this function should be fulfilled, given the different
composition of boards and the dominance, in many cases,
of majority shareholders who were often directly involved
in the management process. Accordingly, the role of
‘independent’ directors came in for much discussion. The
process of setting and monitoring strategy also suggested
that, in order to ensure that management was performing to
the level required by the board, there must be a proper flow
of information between the board and management.
Moreover, decisions must be taken in a timely fashion and




the risk of abuse from fraud needed to be minimised.
Checks and balances, together with clear measures of
performance, were necessary to ensure that this process
worked efficiently.

The external checks and balances on a company will
vary, to some degree, with the environment within which
it operates. Accordingly, stock markets impose greater
disciplines in the Anglo-Saxon world than in other
countries such as Japan and Germany, whilst the degree of
bank participation, either through debt or equity, will
determine the extent to which the banking community has
alegitimate interest in the way in which companies are run.
Moreover, as has already been pointed out, most territories
have codes of best practice, or other forms of quasi-
regulation in the form of self regulatory or trade
associations, which provide either a degree of monitoring,
or at the very least informed comment, which has the effect
of making a company subject to the sanction of the peer
group concermed. Other external checks and balances
include public commentary through the press, consumer
groups and analysts, as well as customer interests (as
measured by complaints) and the audit function. This last
aspect, in particular, was discussed as representing one
areain which the conference felt the need for close scrutiny
through a direct relationship between the external auditors
and an audit committee composed of independent
directors.

External checks and balances are not, of course,
sufficient in themselves, since it would be imprudent, to
say the least, for the directors and management to ignore
internal checks and balances which are, or should be,
available. Within this area, there was disagreement
amongst the participants as to whether or not the roles of
the chairman and chief executive should be separated. The
prevailing UK view seemed to be that there should be
separation, to ensure that the chairman’s ability to be
advised by the non-executive directors is unimpaired by
the narrower focus and possible self-interest which may be
present if that same person is also a member of the
management tcam. However, colleagues from other
countries believed that there was no proof that the
separation of functions necessarily achieved any desirable
end, provided the individual concemned recognised his
distinct responsibilities as chairman to ensure a proper
flow of information to the board and timely debate of
the issues. Several went further and pointed to greater
efficiency to be gained through combining the roles. The
issue was unresolved.

Clearly the extent of participation of independent
directors in the deliberations of the board will be limited by
their usually extensive outside commitments and the time
they are expected to devote, which seemed to be more
significant in the UK than elsewhere. Furthermore, it was
recognised that in companies where the dominance of
controlling shareholders or personalities is apparent, there
is a clear need to ensure that the independent directors are
not bulldozed into acceptance of proposals with which
they do not wholly agree, but feel obliged to support,
possibly because the renewal of their appointment is in
some very direct way dependent on the line they adopt
on such matters. However, it was believed that good

interaction between management and board should
not mean that the board is confined to rubber-stamping
proposals which had been worked out in detail
by management over many weeks or months prior to a
short board debate. It was felt that if the board could
be actively involved in the implementation of strategy,
short of direct interference in detail, then it could
express approval or concemn which could then be reflected
in the management’s subsequent specific proposals and
thereby ensure that, so far as was possible, the board
was never put in a position of having to turn down
detailed plans at a time when extensive commitment
has been made by the company and executive morale
was at stake.

The composition of the board is a crucial part of this
dynamic process and some considerable time was spent
by participants in considering the selection process for
directors, the balance of executive and independent
directors and the appropriate blend of background and
experience required. This suggested to the conference that
there should be a much ciearer identification of the talents
needed to deal with situations, so as to reach proper,
informed conclusions. It was argued that these should be
formalised into what amount to job descriptions for
directors. However, there was also widespread acceptance
that the job description should be influenced not only
by commercial considerations, but also by broader
characteristics which would take into account the wealth of
experience which might be available to the company.

The methods by which new directors are nominated
came in for some scrutiny, though discussion was, of
course, based extensively on western boards, as distinct
from Japanese boards where directorships are seen as
internal appointments and independent directors, in the
western sense, are not a feature. Within the western
environment, there was substantial agreement with the
concept of having a preponderance of independent
directors on the boards of financial institutions such as
banks, trust companies, etc. although this was not felt so
strongly in relation to other corporate ventures. It was
considered more important to seek and involve the best
talent available in relation to the specific needs of that
company. To this end, it was agreed, quite widely, that the
board should not become self-perpetuating through, for
example, the chairman or chief executive being primarily
responsible for the nomination of potential directors: this
was felt to carry the risk of appointees who would either
conform to the nominee’s own image or meet some
particular personal criteria, which might not be in the best
long-term interests of the company as a whole. Instead,
nomination processes should be heavily influenced by the
independent directors, to ensure that all aspects of the task
were properly considered: the method which found most
support was the creation of a nomination committee
comprising the chairman and a number of independent
directors.

Reéturning to the premise that the first responsibility of
the board was the establishment of a strategy for the
company, it was a logical step for the conference to agree
that the board is also responsible for monitoring the
implementation of that strategy and, if necessary, taking




appropriate steps o correct or even change management.
This may not be easy or pleasant and requires the board,
and in particular the independent directors, to have a clear
sight of their responsibilities. Furthermore, it was agreed
that independents should accept prime responsibility
for executive remuneration through a remuneration
commilttee, in order to link the responsibility for monitoring
performance with accountability. The participants warmed
to the idea of having a ‘lead’ director who could act as the
focus for concern and dissent among the board, so as to
attempt to draw such matters to the chairman'’s attention at
an early stage and well before a crisis. This would be
particularly important where the roles of chairman and
chief executive remained combined. However, it was felt
to be important that the independent directors should be
free to meet openly, without executives present, and not
have to resort to furtive meetings, as had sometimes been
the case.

Measures of performance

There has been a tendency, particularly amongst the
strongly market-orientated companies of the Anglo-Saxon
world, to rely exclusively on financial criteria and to
attempt to manage for results in terms of the market’s
expectations of earnings per share, dividends, gearing, eic.
This view was considered to be too narrow and it was
accepted that other measures of performance could not, and
should not, be ignored. Inevitably, the question of *‘short-
termism’’ arose, with most participants believing that
this approach to corporate decision-making was not as
prevalent as some commentators would have us believe.
Nevertheless, methods were considered which might have
the effect of injecting more stability and loyalty into some
share registers, whilstalsoenhancing, directly orindirectly,
shareholder value. These included maturation (the
progressive enhancement of voting rights with length of
shareholding, a process that has been tried in the US with
little success) and short-term capital gains taxes which, in
the UK at least, would affect non tax-paying institutional
investors such as pension funds.

However, the conference came back to the theme of
the need for information to be made available by the
management to the board and by the company to its share-
holders, to allow a true assessment of overall performance.
Some of the measures of performance considered as
appropriate for consideration, given the availability of
relevant information, were performance against budget,
progress on projects and measures of fulfilment of less

tangible, but nevertheless important aims such as
performance against mission statements, the effective use
and development of human capital, recruitment trends,
research and development spending, quality of goods and
services and degrees of customer satisfaction. Whilst all
forms of qualitative reporting would be subjective to a
degree, this should not make them any less relevant, since
their purpose was to allow accurate assessments to be
made of the company’s performance, so that minor
changes could be effected as necessary, rather than await
major problems which would then be costly and time-
consuming to deal with, have a detrimental impact on
the owner/market relationship, and cause significant
damage in terms of goodwill with customers, suppliers
and others.

Regulation

All of this naturally led to consideration of whether or not
further direct regulation of companies was desirable.
Here there were some differences of opinion between
those who believed that role models would be sufficient to
encourage enlightened self interest to spread, as the
benefits were recognised, and those who believed that
formal or informal codes of best practice were devised,
and normally paid for by the ‘good’ performers under the
criteria and often ignored by the ‘bad’ performers at their
peril, but in pursuit of short-term goals. There was
however a reasonable consensus that detailed legislation
should be avoided, whenever possible, to preserve
flexibility, but that absolute freedom should, where
appropriate, be circumscribed by adequate self-
regulation. Nevertheless, in forming this view, current
methods of self-regulation, particularly in the UK, came
in for criticism as being too complex, diverse and
bureaucratic.

Conclusion

It had been a most enlightening and stimulating weekend,
from which we all gained by drawing on the very
considerable breadth and depth of experience available to
inform our debate and offer new insights into each topic.
The absence of a consensus on some issues and the
difficulty of identifying common ways forward should be
construed as evidence of the range of issues considered
and the diversity of the cultures and backgrounds of those
present. Though large in number, our participants would
undoubtedly constitute a formidable board for a multi-
national, should the need ever arise!
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Secretary (1972-76), Secretary (1976-83); Member, National Executive Council (1977-83); Co-Chairman, Women’s
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Committee1983-86.
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Mr Stanley Kiaer, Director, Institute of Business Ethics, London.
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