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Corporate Governance

A company has a legal identity that is distinct from the identity of 
the company’s shareholders. The company is run on behalf of the 
shareholders by its directors (both executive and non-executive) 
who are appointed by the shareholders. Corporate governance 
refers to the way in which the company is governed on behalf 
of the shareholders, where the aim is to ensure that the internal 
management procedures of the company encourage managers to 
maximise shareholder value.

Evolving corporate governance: Periodically, the process and 
practices of corporate governance are reviewed - usually following 
a spate of corporate collapses and/or abuses. In 1992, the Cadbury 
Code of Practice was published. This code emphasised the need 
to ensure an appropriate balance of power between the company 
chairman and the chief executive and the importance of appointing 
independent, non-executive directors (NEDs) to the board. In 1995, 
the Greenbury Report followed which dealt predominantly with 
the remuneration of executive directors. In 1998, drawing on the 
recommendations of previous reports on corporate governance, 
the Hampel Committee published the Combined Code on 
Corporate Governance, a code that has since been incorporated 
into the Financial Services Authority’s (FSA) listing requirements 
(the FSA now being the UK Listing Authority), and which includes 
guidance on the way in which remuneration should be set, the clear 
defi nition of board roles and how shareholders should be kept fully 
informed of relevant company activities.

However, following more corporate failures, Derek Higgs was 
appointed to look at corporate governance once again. In the 
subsequent Higgs Report, published in 2003, it was recommended 
that the code of conduct established by the Hampel Committee 
should be strengthened further, particularly with respect to the 
role of NEDs. The Higgs Report recommended that NEDs should 
be truly independent, should make up half of the board, should be 
drawn from a wider pool of talent and should act as a mechanism 
via which shareholders could raise concerns etc. Many of the 
recommendations of the Higgs Report have now been incorporated 
into the Combined Code. 

Auditor independence: An important aspect of corporate 
governance relates to the preparation of accounts that refl ect, 
as far as possible, a company’s activities and fi nancial position. 
Responsibility for auditing the accounts, prepared by a company’s 
directors, to ensure that they give a true and fair view, falls to an 
independent auditor. Good corporate governance clearly requires 
the regular fi nancial audit to be independent and unbiased. 
To investigate how this could be ensured, the government 
commissioned Sir Robert Smith to report on this issue. The report 
was published on the same day as the Higgs Report. 

The main recommendations of the Smith Report were that company 
audit committees - the committees appointed to advise the main 
company board on the appointment and remuneration of auditors 
- should include at least three independent NEDs, should monitor 
the integrity of fi nancial statements and should review both internal 
and external audit controls. These recommendations have also been 
included in the Combined Code.

Sarbanes-Oxley: Following the wave of corporate failures that 
followed the bursting of the high tech bubble, the Sarbanes-Oxley 
Act was passed in 2002 in the USA. This Act requires the chief 
executive offi cers and chief fi nancial offi cers of companies listed 
on the New York Stock Exchange (NYSE) to certify the accuracy of 
their quarterly company accounts. Under the Act, certifying false 
accounts is a criminal offence and can carry signifi cant penalties. 
The idea is that by making these individuals directly responsible 
under law, they will in turn put signifi cant effort into ensuring that 
the corporate governance culture within their company reduces the 
risk of fraudulent or negligent corporate activity. 

Because the Sarbanes-Oxley Act only applies to companies listed 
on the NYSE it only directly affects those British companies with a 
NYSE listing.

Investors and corporate governance: As the defi nition of 
what constitutes good corporate governance has evolved, investor 
attitudes to corporate governance have evolved too. It should 
be remembered that a code of good practice is not mandatory. 
Companies are not obliged to follow its guidance. Instead, they 
are only obliged to explain where and why they do not follow it . 
This is referred to as “comply or explain”. Investors can therefore 
choose to exercise their vote against the company’s board where, 
for instance, they believe that the company has not ensured that 
their governance procedures have given the fi rm’s managers 
suffi cient incentive to maximise shareholder value. For the investor, 
the ultimate sanction would involve selling the shares of those 
companies that they believe are not governed appropriately. 

However, most pension schemes do not hold shares directly. Instead 
they are held and managed in investment vehicles controlled 
by fund management companies. Because of this, most fund 
management companies have established clearly defi ned corporate 
governance policies that enable them to use their votes on behalf of 
their clients in a consistent manner, so that they can readily disclose 
and justify their voting record to clients. 

Many fund management companies pay regard to the advice 
outlined in the Institutional Shareholders’ Committee document 
entitled “The responsibilities of institutional shareholders and 
agents - Statement of principles”. This sets out best practice for 
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institutional shareholders in relation to their own responsibilities, 
encouraging institutional investors to adopt an approach to 
corporate governance that: 

identifies under what circumstances the fund manager will vote •	
against the company’s board;

describes how they should monitor the impact of their •	
voting and shareholder activism on subsequent corporate 
performance; and

sets out how they should convey this information to their clients. •	

The committee itself comprises representatives from a number 
of bodies representing institutional investors, including the 
Association of British Insurers (ABI) and the National Association 
of Pension Funds (NAPF). 


