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BY COLIN RICHARDSON

Accountability and the modern corporation

Over the past few years, regulators and 
shareholders have shone an intense 

spotlight on the issue of corporate gover-
nance. Massive corporate frauds and failures 
have prompted regulators and stakeholders 
to push for greater understanding, justifica-
tion and influence of top-level decisions. 
Some find it hard to blame them. The Enron 
and WorldCom scandals left capital markets 
shaken and investor confidence decimated. 
As a consequence, investors wanted more 
assurances that their interests and assets 
were being properly managed. Regulators, 
too, argue that something had to be done 
to allay the fears of investors, restore con-
fidence and reduce reoccurrences of large-
scale fraud wherever possible. Decisive, 

far-reaching legislation was seen as the best 
solution at the time.

After an initial attack on the regulatory re-
forms, which some say led to a lack of clar-
ity, market observers remain divided on the 
issue of whether regulators have introduced 
the successful framework of corporate gov-
ernance they intended. The last few years 
have done little to sway thought definitively 
either way. On one hand, some profession-
als argue that changes were necessary and 
effective. They believe that positive change 
has resulted simply from focusing attention 
on the issue of corporate governance. Prac-
tical change has involved the implemen-
tation of checks and balances, increased 
responsibilities, greater transparency, ex-
ecutive independence and moves to split 
the role of chairman and chief executive to 
drive objectivity in the boardroom. The new 
penalties faced by executives and directors 
for breaches of law or failures to comply 
with regulatory standards act as deterrents 
for malfeasance.

According to Wendy A. Walker, an asso-
ciate at Harneys, corporate governance re-
forms have encouraged renewed sharehold-
er activism, forced a reduction in the level 
of cronyism that existed in the boardroom 
and effectively popped the ‘God’ complex 
of chief executives and chief financial of-
ficers by making them accountable for 
their actions and decisions. “These chang-
es brought the investors back to the world 
markets and provided the necessary stabil-
ity and transparency that had been missing. 
The impact of the reforms has been impres-
sive as they have effectively created a dif-
ferent world from the one that existed five 
years ago,” she says.

However, certain commentators bemoan 
the stringent nature of reforms, particularly 
as delivered under Sarbanes-Oxley legisla-
tion in the US. For some, the main problem 

is that it falls short of driving meaningful 
change in executive thinking. “Sarbanes-
Oxley undoubtedly raised the profile of 
company and company director behaviour, 
and may have had a deterrent effect on those 
tempted to commit fraud. But the process is 
widely regarded as a compliance exercise 
performed by an additional operational team 
who will prevent fraud and improve trans-
parency in the core processes of the business, 
but which has little to do with boardroom 
behaviour. Senior director override is not 
adequately addressed in the current frame-
works,” suggests Linda M. Duncan, manag-
ing director Europe at Nexia Strategy.

There are also concerns that Sarbanes’ 
onerous rules have discouraged companies – 
both domestic and international – from list-
ing in the US. In their attempts to strengthen 
investor confidence in US capital markets, 
regulators may have inadvertently provided 
alternative foreign exchanges with an ad-
vantage. London’s Alternative Investment 
Market, for example, has recorded a notable 
rise in foreign company interest over the 
last couple of years. This is largely due to 
less stringent obligations and a reduced cost 
of capital compared to a US listing.

 For smaller companies, the increased cost 
of corporate governance can be a significant 
determinant of where they list. In the US, 
companies must hire more expensive exter-
nal officers and advisers to deal with com-
pliance issues. They also face the need to 
increase remuneration packages for execu-
tives and board members to accommodate 
the leap in personal liability risk. A resound-
ing 97 percent of chief executives at more 
than 200 companies polled in the NYSE 
CEO Report 2007, released in May 2006, 
voiced their concern over the increasing 
burden of rising compliance costs, which 
for one-third of companies has more than 
doubled. Any opportunity to lower these 
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costs, such as pursuing a foreign listing, is 
now worth considering.

In addition, some professionals claim 
there is questionable evidence to support the 
theory that corporate governance reforms 
on their own can dramatically improve the 
stability of financial and economic markets. 
Although there is an acceptance that regula-
tory change has helped to entice investors 
back to equity markets, it remains unclear 
how this contribution ranks against other 
factors, such as interest rate hikes, credit 
crunches, governmental fiscal policy and 
excess liquidity, which may have a much 
greater impact on investor confidence and 
market performance. 

At the company level, however, there is 
little dispute that reforms have put corpo-
rate governance firmly on the agenda, and 
that this is a positive development over-
all. Reforms have raised awareness of the 
board’s responsibility, and redefined those 
responsibilities. They have placed a partic-
ular focus on audit committee oversight and 
emphasised the importance of independent 
non-executive directors. Stricter account-
ing practices have been established. The ac-
tions and decisions of board members now 
come under greater scrutiny from external 

auditors. In addition, criminal charges and 
penalties await directors who engage in 
fraud or deliberate mismanagement.

The result is that companies have been 
forced to impose a framework of compliance 
on their organisation, which in turn should 
see that companies are more carefully run in 
the future. “For many companies, the con-
cept of a corporate governance ‘programme’ 
didn’t exist a few years ago, but today it is 
a requirement,” suggests Stacy Ingram, an 
attorney at McKenna Long & Aldridge LLP. 
“Major companies have hired executives 
whose sole job description is corporate gov-
ernance, or redefined the job descriptions of 
others, such as the Corporate Secretary, to 
encompass this role. Chief executives, chief 
financial officers and directors are versed 
on a regular basis on aspects of corporate 
governance, and how their actions and deci-
sions can impact the company’s governance 
program, or vice versa.”

But is it enough to force companies to 
reconsider their position on corporate gov-
ernance? Dissenters of regulatory reform, 
who have criticised the new regime since 
its inception, believe that a culture of good 
corporate governance needs to emanate 
throughout the organisation, starting from 

the top. The trouble is that culture is almost 
impossible to instil through regulations; 
rather, it must be enshrined in the personal 
beliefs and moral judgements of a compa-
ny’s directors and executives.

Unfortunately, an intangible theory of cor-
porate governance leaves plenty of room 
for error. One fundamental flaw is that 
the business world seems to be filled with 
competing premises and misunderstandings 
about the nature of corporate governance. 
This makes it difficult for companies to 
achieve an optimal response to regulatory 
demands. Instead, that response is often 
relegated to a robotic, mundane exercise in 
which companies perform those basic tasks 
necessary to ward off vigilant regulators. “I 
have the persistent feeling that examples of 
good governance processes – which focus 
on discerning corporate strategy, attracting 
and supporting the resources necessary to 
pursue the strategy and holding those re-
sources accountable for execution – are too 
little examined and not fully understood by 
either the rule-makers or the rule follow-
ers,” says Deborah Midanek, president of 
Solon Group. As such, an opportunity for 
advanced and innovative frameworks may 
be lost.  

Strong claims have been made that 
regulations, no matter how well-drafted 

and enforceable, will not universally 
prevent corporate fraud. Executive bonuses 
and rewards for successful performance 
can encourage strugglers to break the rules 
in order to reach their financial targets. 
Although regulations can establish the legal 
infrastructure to punish guilty executives 
and discourage potential fraudsters, they 
cannot always deter human nature when it 
is intent on carrying out deliberate activities 
for personal benefit. They have, however, 
gone some way to preventing ‘accidental’ 

fraud. Despite their shortcomings, the 
corporate governance reforms of the past 
few years do cause managers to reassess 
their internal processes to avoid infringing 
the codes and requirements that have been 
imposed. By adding layers of checks and 
balances and elevating the role of internal 
auditors, regulators have made it is less 
likely that inadvertent mistakes will arise 
that mislead the investment community 
about the actual financial position of a 
company.

The internal audit function has undergone 
a significant level of revitalisation. Internal 

auditors are now better resourced to perform 
duties such as understanding and document-
ing business processes, identifying and val-
idating risk mitigation controls and check-
ing that rules are being followed. In many 
companies, a direct reporting relationship 
has been established between internal audit 
and the audit committee, facilitating open 
and ongoing dialogue. This is crucial given 
the interdependence of the two groups, es-
pecially since internal audit is expected to 
verify and supply information on which the 
audit committee bases its decisions. It is 
generally agreed that the emphasis placed 
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on integrated audits of financial statements 
and internal control processes has been 
hugely beneficial for reporting standards 
and governance in general. 

But the trade off that comes with focusing 
on internal controls is that senior manage-
ment and directors have to divert their at-
tention away from other areas of the busi-
ness. These other ‘neglected’ areas of the 
business are frequently related to corporate 
strategy, such as expansion plans that will 
improve shareholder value. In the NYSE 
CEO Report 2007, 89 percent of chief ex-
ecutives said they now allocate more time to 
regulatory and compliance issues than they 
did three years ago. This raises a number of 
important questions. Are the reforms, while 
sharpening up reporting processes, actually 
diminishing the extent to which companies 
can achieve their full financial potential? 
Do they mire executives in focusing on the 
present state of the company when they 
should be concentrating on future growth? 
Have developed markets reached a state of 
overregulation, where box ticking compli-
ance has taken precedence over enterprise 
initiatives?

The corporate community is still grap-

pling with the answers to these questions. 
Allen B. Roberts, a partner at Epstein 
Becker & Green, is one professional who 
suggests that the additional drain on man-
agement time is in fact a worthwhile com-
promise. “Without a doubt, acclimating to 
new standards imposed by legislation and 
regulation has been consuming and dis-
tracting for senior executives. But when 
embodied in a corporate compliance pro-
gram, the policies, procedures, monitor-
ing, and corrective mechanisms can yield 
tangible advantages, aiding assessment and 
management of business and legal risks and 
benefiting shareholders,” he says.

The evolving corporate governance en-
vironment has also altered the relationship 
between management and their advisers. 
Since certain roles have been revised, and 
some positions are based on exclusion from 
others, executives and directors have be-
come more dependent than ever on their 
external advisers – even while their rela-
tionship may not be as close as it was in 
the past. “Sarbanes-Oxley legislation has 
segregated board roles in a number of re-
spects – notably in audit committees, com-
pensation committees and for receipt of 

reports on certain violations and breaches 
within the organisation,” says Mr Roberts. 
“In these functions, board members are dis-
tanced from executives and from each oth-
er, and separate counsel must be obtained 
to preserve the intended independence. 
Sensitised to these allocations of responsi-
bility and authority, advisers redefine who 
the client is, and the client may be different 
from the individuals who first engaged the 
advisers and with whom they established 
reporting lines and shared confidences.”

In Ms Walker’s opinion, an examina-
tion of regulatory controls over the last 
few years reveals a need for them to be 
revised and scaled down. She points to the 
increased reporting requirements for chief 
executives and chief financial officers un-
der Sarbanes-Oxley, which may boost the 
information available to investors but does 
no more to protect them than the pre-exist-
ing threat of incarceration for executives. 
“True free-market capitalism is being hin-
dered by the current regulations in place. 
The controls need to be relaxed to permit 
the markets to display and flex the disci-
pline that they forged after the various 
scandals,” she says.  

The Organisation for Economic Coop-
eration and Development (OECD) de-

fines corporate governance as “the system 
by which companies are directed and con-
trolled, in the interest of shareholders and 
other stakeholders, to sustain and enhance 
value.” If we are to accept this as a work-
able definition, an assessment needs to be 
made as to whether recent reforms have 
raised the benefits for shareholders and 
shored up their interests. Reforms have 
arguably improved corporate transparency 
and disclosure, and presumably increased 
the reliability of information released to 
the market. They have also re-examined 
the function of the board and redistributed 

individual roles to heighten independence 
and accountability.

Yet there are reasons to suggest that 
more could be done to benefit sharehold-
ers. While over a quarter (27 percent) of 
chief executives polled in the NYSE CEO 
Report 2007 believed that an improvement 
in investor confidence was the single most 
positive outcome of Sarbanes-Oxley and 
Exchange Governance rules, only 6 percent 
thought shareholders were actually better 
served following implementation of these 
changes. For the majority of shareholders 
to benefit from recent governance reforms, 
companies can take further steps to improve 
shareholder representation at board level, 

openly monitor their governance processes, 
publish their risk management strategies 
and explain their decisions to the highest 
degree possible.

One area of concern is executive and di-
rector compensation. Part of the corporate 
governance regime is aimed at aligning 
executive remuneration packages with the 
long-term interests of shareholders by pre-
venting salaries and bonuses from spiralling 
upwards without justification. This led reg-
ulators to push for a separation of the role 
of chairman and chief executive and to pro-
mote greater independence on the composi-
tion of remuneration committees. Unfortu-
nately for regulators, there remains a strong 8
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counterweight insofar as the personal risks 
to executives and directors arising from the 
new regime have in many cases led to an 
increase in packages. Further, the regulatory 
objective of broader corporate transparency 
has opened the door on what top execu-
tives earn and how they earn it, which gives 
other executives a yardstick with which to 
demand an increase in pay. Regulators need 
to ensure that shareholders are ‘protected’ 
by finding ways to tie executive incentives 
solely to performance while continuing to 
discourage ‘creative accounting’.

Another issue is whether internal controls 
command too great a share of limited execu-
tive resources. Although reforms have prop-
erly focused executives on areas that require 
more attention, they have in some cases done 
so to the extreme, suggests Ms Ingram. “The 
internal controls requirements in particular 
are testimony to this, placing much atten-
tion at the highest levels of management 
on the controls necessary to prevent fraud. 
But requiring such detailed attention to what 

many regard as the minutia of companies’ 
financial systems has proven to be a distrac-
tion as much as an improvement,” she says. 
If this situation detracts from the value cre-
ation model for corporations, its viability 
remains uncertain.

Shareholder activism, especially on the 
part of large institutional investors, will 
continue to play a huge role in reinforcing 
corporate governance standards at public 
companies. This is particularly important 
regarding executive and director compen-
sation, accountability and majority voting. 
Professionals encourage institutional inves-
tors to agitate for changes that will posi-
tively impact their company, but to do so 
without second-guessing management in a 
way that inhibits their performance, curbs 
their resources or diminishes their incentive 
to create shareholder value.

However, the dangers of shareholder ac-
tivism are evident when the purpose is to 
benefit a narrow group of shareholders. As 
Ms Midanek points out, activism can be 
problematic when it is used as a negotiat-
ing tool by self-interested investors. “Many 
good ideas have been put forward by smart 
people with considerable market clout. But 
the bad news is that such players are not fi-
duciaries for the whole, and face far fewer 
constraints and disclosure requirements 
than do their targets. Many such investors 
are working on short-term goals, and using 
both long and short strategies and tactics of 
intimidation in an attempt to compel boards 
to accept their plans,” she says. 

For activism to generate long term value, 
it needs to be dispensed in a thoughtful, so-
phisticated and prudent fashion, with the best 
interests of the company as the paramount 
motivation. On the other hand, companies 
must be careful that their desire to satisfy 
shareholder demands does not prompt them 
to take their corporate governance initia-
tives too far. “The ability to assess the in-
novation and risks that need to be taken to 
achieve growth in value generally sits with 
those close to the business,” says Ms Dun-
can. “Improving transparency of this think-
ing with shareholders needs to be balanced 
with divulging sensitive information about 

plans to competitors and influencers of the 
market.”

It seems certain that corporate gover-
nance, despite its drawbacks, will remain a 
prominent feature of the business landscape 
for many years to come. As it progresses, 
the gap between governance systems in 
developed and emerging markets is widen-
ing. International investors tend to evalu-
ate countries that lack a robust legal and 
judicial infrastructure with disdain, which 
inhibits capital inflows. This should act as 
a great inducement for emerging market 
companies to fortify their internal corporate 
governance processes. There is evidence 
that the principles of good corporate gov-
ernance are already spreading to emerging 
markets. Two conduits are the World Bank 
and the International Monetary Fund, which 
assist emerging economies in their develop-
ment of better governance systems in the 
hope of attracting more foreign investment. 
But perhaps the most important catalyst for 
change comes in the form of global compa-
nies that transpose their homeland practices 
on foreign operations, and in doing so intro-
duce local markets to new ways of business 
thinking.

There may, however, be a cap on just how 
far governance can spread, and variations on 
what forms it adopts in the process. Nation-
al sensitivities account for unique nuances 
in corporate governance protocols. In addi-
tion, corporate governance is essentially a 
behavioural response to perceived account-
ability. The potential for a family business 
to take a vastly different approach to this is-
sue compared to a publicly listed conglom-
erate is immediately obvious. It is therefore 
unlikely that a universal code will ever be 
applied to the governance issue. For a start, 
cultural and historical traditions limit the 
ability to achieve harmonisation. To be truly 
effective, this would require a centralised, 
global governing body to oversee corporate 
governance, the creation of which would be 
no easy task. Second, the very concept of a 
harmonised ‘solution’ may not be appropri-
ate or ideal, as it may lead in extreme cases 
to inflexibility, which may impinge on busi-
ness performance.  
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