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ABSTRACT

Company directors have been in existence for more than four hundred years. In the past,
they were considered to be a necessary part of corporate existence, and were usually
appointed to a board by the CEO or chairman. However, they were usually mates from
the ‘boys club’ and gained their position from whom they knew, and not from what they
were capable of contributing. The appointment of independent directors became more
normal, as shareholders looked for a way to wrest control back from management. But
what independent directors really do and why they are there is not widely understood. A
review of the literature relative to independent directors has identified a gap in the
knowledge. This gap is the role of the independent director when considered from a

commercial aspect; that is, those who observe or write about independent directors.

This thesis has attempted to generate a theory of the role of the independent director
through a review of the literature and a subsequent series of interviews. Grounded
theory was the chosen methodology for analysing the data and formulating a theory of
the role because it allows the researcher to ground the theory in the data instead of

establishing a hypothesis and testing it.

The resulting theory is more complex than it first appears. It was found that the primary
role of the independent director is to improve the performance of the board and the
company. This role is impacted by a number of factors, the two most influential being
the information that is available to the independent directors, and the position of the
company. This second factor is defined as the size of the company, where it is in its life

cycle, and whether it is experiencing any significant change.

These findings enable a number of recommendations to be made to improve policy and
practice, recognising the impact of information and company position on the ability of
independent directors to contribute positively. It also raises several areas of further
study to continue to refine the understanding of the role of the independent non-
executive director in Australia. These include, among others, investigating the role from
other viewpoints such as the board chair or company secretary, or researching the link

between company position and information available to independent directors.
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Chapter 1 INTRODUCTION

1.1 Background to the research

The role of the independent director has become more important in recent times, due
partly to the increasing number of major corporate collapses experienced in many
developed nations. While the media and researchers have concentrated on well-known
experiences such as Enron and WorldCom in the United States, Maxwell and BCCI in
the United Kingdom, and HIH, AWA and OneTel in Australia, this phenomenon has
also occurred in other countries, for example Parmalat in Italy and Swissair in

Switzerland.

These companies all had independent directors as members of their boards, but
observers wanted to know what these independent directors were doing, and why they
didn’t prevent these companies from failing. Independent directors became a central
theme of good corporate governance, and Sir Adrian Cadbury in his groundbreaking
report in 1992 (The Financial Aspects of Corporate Governance) recommended that
public companies should have a majority of independent directors on their boards. It
was further recommended that these independent directors should be given more power,

and have independence of mind when making decisions.

The reasons for having independent directors on public company boards are many and
varied, and not all apply to each particular situation. They include reducing the power of
executive directors (Boyd, 1996; Higgs, 2003), giving the appearance of good corporate
governance, bringing ideas to the board from outside the company, being the link
between the board and the company’s stakeholders, acting as internal advisors, and
monitoring the actions of others in the company (CIMA, 2000; Vinten, 2001; Bosch,
2002.

But what is an independent director? The Corporations Act does not differentiate
between types of directors. Both the Cadbury Report and the ASX Principles of Good

Corporate Governance set out tests for independence; the latter has recently been



revised in an attempt to be more precise. These principles now also take Cadbury’s

original lead and push for independence of mind when making decisions.

But structure is not everything; merely having a board comprising a majority of
independent directors may not be enough. This was the case of HIH. It had a well-
structured board at the time of its collapse, but the directors were unable to curb the
strength of the CEO and the company failed. The trend is towards independence of

mind, and not just being independent in nature.

While best practice for public companies dictates having independent directors on the
board, and the trend is for these independent directors to act with greater independence
of mind, their actual role on these boards is not completely clear. Companies of various
sizes and at different stages of development or change have different requirements of
their independent directors. Increasing numbers of shareholders are viewing the
independent directors as their agents, and shareholders and other observers want to

know what these independent directors are doing. What is their role?

The volume of research into independent directors is considerable, and for the purpose
of analysis and discussion in this study can be divided into three distinct ‘pillars’: Legal,
Governance and Commercial'. Through each pillar, the role of the independent director
can be defined. But there are inconsistencies among the three pillars, particularly in the
findings in the Commercial Pillar when compared with both the Legal and Governance

pillars.

The influences on the Legal Pillar were the Corporations Act 2001 and the common law
that has developed through a significant number of cases dealing with directors’ issues,
dating back to 1870%. The underlying concepts relating to the role of independent
directors in this pillar showed a gradual and logical progression through time. From a
legal perspective, these issues relate to directors’ duties and follow contemporary
thought and practice. Views on certain issues change with time. For example, the issue
of liability due to non-attendance at board meetings has changed from no liability to full
liability, as the independent directors are required to be always fully informed,
regardless of their attendance at meetings. Historically, if they were absent, they could

claim no liability due to not being involved in making the decisions at that meeting.

" The definition and content of each of the three pillars is detailed in the Introduction to Chapter 3.
% Land Credit Co of Ireland v Lord Fermoy (1870) LR 5 Ch App 763



Other issues raised in this pillar have followed similar paths. Two main roles of
independent directors are identified: to guide and assist the company’s board and senior
management, and to monitor the company’s management to ensure they are performing

to their maximum capabilities and are acting honestly and diligently.

The literature in the Governance Pillar has followed a trend similar to that of the Legal
Pillar, a gradual and logical progression over time. Corporate Governance is a much
more recent concept, first recognised in the early 1980s (CIMA, 2000; Tomasic, 2001;
Vinten, 2001; Bosch, 2002; Nelson, 2002), although common sense would suggest it

has existed since the first related cases were heard, as far back as 1870.

Literature in the Legal Pillar originated principally from Australia as the focus of this
research is on this jurisdiction; the literature analysed through the Governance Pillar
was more widespread, with influences from the United States as well. The most
influential report came from the United Kingdom. The Financial Aspects of Corporate
Governance (Cadbury, 1992) was the first of a series of reports from the United
Kingdom, and Review of the Role and Effectiveness of Non-Executive Directors (Higgs,
2003) is the most recent. These reports looked at independent directors relative to board
structure, senior management remuneration, powers of independent directors, and
general good corporate governance. Similar reports have appeared in other countries,

reviewing the governance aspects of their own public companies.

The literature in the Governance Pillar is much broader than just these governance
reports, however, and includes industry guidelines as established by regulators such as
the Australian Securities Exchange and similar regulatory bodies in other countries.
Two points should be noted. New or revised regulations have often followed a new
governance report, and the reports have recognised differences in certain issues related
to the size or nature of the company. But over time, the progress has been logical. The
roles of independent directors have been identified as expanding the skills and
knowledge of the board as a whole, monitoring the executive directors and senior

management, and creating a link between the board and the company’s stakeholders.

In contrast, the literature in the Commercial Pillar has had no foundation such as the law
or a regulatory environment, and is unstructured and confused. Articles have been

authored by many observers in the field, and lack reference to previous authors or



concepts. As such, there is no gradual or logical progression through time. The articles
were merely written by observers about what they noted, and were often in response to a

new law or regulation.

This Commercial Pillar literature, while lacking in logical progression, can be
designated into five distinct categories: board performance, monitoring, effectiveness,
board committees and individual expertise. Even though it identifies several roles of
independent directors — performance enhancement, monitoring and acting as a boundary
spanner — the lack of structure and logical progression and the subsequent state of
confusion fail to convey confidence that the area has been thoroughly researched,

thereby leaving an ideal gap in the literature to be addressed

1.2 Research problem

The aim of this research is to generate a theory with regard to the following statement:
The role of the independent non-executive director in Australia

This aim is set out in a detailed narrative in Chapter 5. However, in broad terms, this
thesis argues that the director’s role is to improve the performance of the board and of
the company. Two issues — information and company position — impact on the role
more than any others. Information refers to the nature and quality of information
provided to the independent director to enable them to perform their role, while
company position refers to the size of the company, its position in its life cycle, or
whether it is going through a major change initiative such as an acquisition, divestment,

merger or restructure.

As highlighted above, the literature is deficient when analysed from a Commercial point
of view. In contrast, the literature analysed through both the Legal and Governance
views was found to be logical and progressive. The data analysed through the Legal
Pillar were framed around the related common law and the Corporations Act 2001, the
statute with the greatest impact on directors’ duties. The analysis of prominent issues
during this research showed that legislators often follow precedent established through

common law. The Courts can sometimes move quicker than the legislators, and can



bring contemporary logic and practice into their decisions, and often cases are decided

on the Justice’s interpretation of the facts relative to legislation.

The analysis of the categories of data in this area (detailed in Chapter 3) used the
progression of decisions on the issue of the duty of care and diligence as an example of
the logical sequence of the common law decisions made over a period of more than 120
years as related to contemporary practice. Chapter 3 also discusses the evolution of the
uniform companies legislation from its origin in 1961 to the commencement of the
Corporations Act in 2001. It was found that while the paths through common law and
statute were logical over time, they were by no means straight. However, the deviations
were only minor, and were often influenced by the subtle differences in the facts of the

cases considered under common law.

The categories in the Governance Pillar, while more widespread than in the Legal Pillar,
could also be designated into two sets: industry reports or regulatory principles, again
described in more detail in Chapter 3. The industry reports follow two streams, either a
succession of reports through the same industry group such as the Financial Reporting
Council in the United Kingdom — with a series of five reports from the Cadbury Report
(1992) to the Higgs Report (2003) — or a report published in one country motivating the
publishing of a similar report in another country, such as the Cadbury Report leading to

similar reports in France and South Africa.

The regulatory principles have also evolved over time. Examples are the ASX Corporate
Governance Principles, which were released in 2003 and revised in 2007. Also, the
OECD released its Principles in 1999 and revised them in 2004. In some cases,
following the release of a set of principles in one country, a similar release occurred in
another country. The paths of the principle reviews by the regulatory bodies followed
the path of the industry reports, and both are logical and have progressed in an

increasingly contemporary manner over time.

As mentioned above, the literature in the Commercial Pillar, unlike that of the Legal
and Commercial pillars, had no foundation such as the law or regulations on which to
build the frame, and so is widespread and fragmented. The literature is mostly reactive,
with articles written in response to an event or a new set of guidelines or principles. The

finalisation of the AWA cases motivated many articles, in addition to the Independent



Working Party into Corporate Governance (Strictly Boardroom, Hilmer, 1998).
Similarly, the release of policy proposals for the Commonwealth Law Economic
Reform Program (CLERP, 2003) instigated many articles, including CLERP Explained
(Baxt et al, 2000). But as each new issue came and went, so did the related articles.
There was no continuity from previous issues or articles, each seemingly done

independently.

From the logical conclusions able to be made from the analysis of the literature in the
Legal and Governance Pillars, the lack of logic in this Commercial Pillar stands out in
stark contrast. This gap in the literature calls for research through the Commercial Pillar

to conduct a well structured study to create some sense of logic in the literature .

1.3 Justification for the research

The aim of this study, to define the role of the independent non-executive director in
Australia, addresses a gap identified in the literature. This area of research is important

for a number of reasons.

The number of shareholders owning shares in public companies has increased recently
for several reasons, including an increasing number of public companies (discussed in
Chapter 2) and compulsory superannuation contributions. As independent directors are
considered to be the representatives of shareholders, they have therefore taken on

greater responsibilities.

With more major companies failing, shareholders are concerned about their
investments, and look to the independent directors to protect these investments.
Shareholders want to know what independent directors are doing and how they are
protecting investments. Chapter 2 discusses the relationship between shareholders and
independent directors in greater detail on the basis of agency theory, and concludes that

the shareholders elect the independent directors to act on their behalf.

In addition to shareholders, public companies have a number of other stakeholders:
employees, customers, suppliers, regulators and all other groups that are impacted by

the company’s operations, including environmental groups. These groups want to rely



on the independent directors to act independently of the executive directors and senior
management, and with the interests of these groups in mind. Legally, however, all
directors must act in the best interests of the company, and these stakeholder groups
consider that by acting in the best interests of the company, the independent directors

will also be acting in the best interests of these groups.

Public companies may be considered to be the backbone of a country’s economy; they
employ more people than any other group, aside from government, and are responsible
for the majority of production. The governance of these companies cannot be left to a
few whose motives may not be clear. The independent directors on the boards of these
public companies are expected to bring a degree of control to the boardroom, to ensure
that the executive directors are not treating the company as their own, but rather

managing the company for the benefit of all concerned.

While other research has investigated the role of independent directors, no similar
studies have been done in the Australian context. Australia has a unique economy,
influenced by the size and spread of its population across a large continent, the
associated transport issues, the country’s struggles during its formative years affected
by its distance from other civilised nations, and now from its trading partners (Blainey,
2001). The experience and lessons from other economies, such as the United Kingdom
and the United States, are useful in providing some guidance and helping shape
Corporate Governance in Australia, but our unique situation requires a well-structured
qualitative study to help to define the role of the independent non-executive director in

Australia.

The methodology used in this study has been used to both draw out a definition of the
role and uncover other issues that impact on the role. It has enabled the researcher to
create a narrative to describe not only what independent directors do, but also how they
act and what they bring to the role that enables their contribution to be worthwhile and

productive.



1.4 Methodology

One of the purposes of this study was to develop knowledge that can be used in related
practice and policy. Grounded theory is considered to be the most appropriate
methodology as this fits with the situation being researched (Denzin, 1977), and uses
the data to formulate a theory. Grounded theory is a qualitative research methodology
that has its roots in phenomenology (Crabtree & Miller, 1999), with data collection
through interviews conforming with Creswell’s (1998) determination of what forms of
information can be used in formulating grounded theory. Grounded theory is developed
from the data gathered in the field and subsequently analysed, and so it is said to be

‘grounded’ in the data. It is not a process of setting a hypothesis and then testing it.

Grounded theory was developed by Glaser and Strauss in 1967, and many researchers
and sociologists have subsequently used this methodology to develop theories derived
from research in social settings. Grounded theory has gained significant support over
time and has been used in many research studies covering an increasing number of

sociological and economic areas (see Strauss & Corbin, 1997, for example).

The main source of data was a series of interviews with independent directors,
supported by participant observation and discussions with industry experts. Other forms
of data collection were considered and discarded. The disadvantages of both focus
group interviews and questionnaires outweighed their advantages. One-on-one
interviews were considered the technique to provide the best data, and many of the
disadvantages of interviews were overcome by the study design. Chapter 4 discusses the

methodology in more detail.

In grounded theory, the data are collected and analysed through a systematic coding
process to develop the theory. The data collection process can be iterative, with the
researcher collecting some data, conducting a preliminary analysis through writing
memos and coding the data, then returning to the field to collect additional data and
repeat the memo writing and coding process. This continues until no new data are
found, following which the researcher completes the coding and analysis, and

formulates the grounded theory.



The data are analysed through a coding process which flows from open coding through
axial coding to selective coding, as described in Chapter 4. Through open coding, the
data are opened up to allow the concepts inherent in the data to be identified. Axial
coding moves the focus around a concept and allows the researcher to identify the
relationships between the open codes, in order to develop core codes. Finally, selective
coding enables the researcher to focus on individual categories, allowing for the
selection of the core code. This is the central phenomenon resulting from the axial

coding process.

This study initially consisted of 19 stages, culminating in the development of the
grounded theory. Two additional stages — comparison with the literature and the

contribution to professional practice and policy — are described in Chapter 6.

1.5 Thesis outline

This first chapter introduces the research topic through a brief description of the study

and its aims, and highlights some of the more important aspects of the research.

Chapter 2 provides the foundation for this study and gives the background to the
development of directors and their increasing importance over time. Specifically, the
election of independent directors to company boards recognises the importance of this
issue, and helps to bring control back to the shareholders from the company’s

management, thereby overcoming the issues associated with agency theory.

Chapter 3 analyses the literature related to independent directors. The literature was
split into three pillars, each reflecting a different aspect of the topic, and allowing the
literature to be sorted into Legal, Governance or Commercial areas of influence. The
analysis of the literature in the Legal and Governance Pillars revealed a logical
evolution of the role of the independent director through time. But the literature in the
Commercial Pillar was found to be unstructured and without foundation, and while
some conclusions could be made through this analysis, a gap in the literature was

revealed that is addressed by the current study.



Chapter 4 describes the methodology in detail. It justifies the choice of methodology,
the use of interviews as the main source of data collection, and the method chosen for
analysing the data. This chapter also presents the statistical details of the interview
subjects and the public companies of which they were board members at the time of the

interviews.

The results and analysis of the research is discussed in Chapter 5. In this chapter, the
iterative nature of the data collection process becomes evident as the progression of the
analysis shows that the researcher returned to the field to gather additional data on two
subsequent occasions. It was only after the third visit that the data were considered to be
saturated, and the researcher was able to finalise the analysis and generate the grounded
theory. The theory states that the role of the independent director is to improve the
performance of the board and of the company. This role is influenced by a number of
factors: personal attributes, structure, monitoring, relationships, representative,
information and company position. The final two factors have the most influence on the

role, and therefore have the greatest impact on practice and policy.

The final chapter discusses the issues raised by this research study, compares these
results with the findings in the literature review, and discusses the limitations of the
study, the contribution to knowledge and professional practice and policy. The main
issues here are the impact on the role of the information provided to the independent
directors, as well as the impact due to the position of the company at any time. It was
found that there is a fine line between independent directors acting as management,
determined by the nature and amount of information provided to them; if they have too
much information they may be considered as part of management. Similarly, if the
company is going through a period of major change, independent directors tend to be
more involved because they can provide expert opinion or advice not otherwise held
within the company. The other aspect of company position is the size of the company;
smaller companies involve their independent directors more as their small size can limit

their ability to attract experienced or adequate staff.

10



1.6 Definitions

This section briefly defines the different types of directors. These are described in more

detail in Chapter 2.

Executive directors are otherwise employed by the company, usually on a full-time
basis, and usually as part of senior management, such as the Managing Director / Chief

Executive Officer (CEO) or the Finance Director (sometimes known as the CFO).

Non-executive directors are not employed by the company, and may be either non-
independent or independent. Those that are not considered to be independent have some
other relationship with the company, such as a major shareholder, a major supplier or

customer, or a former member of senior management.

Independent directors have no other relationship with the company other than as a
member of the board of directors. They are considered to be independent of the board
and of management, and tests for independence have been detailed in the ASX

Corporate Governance Guidelines.

While many of the issues discussed in this study can be related to all three types of

directors, the thesis concentrates on issues related to independent directors.

1.7 Limitations of scope and key assumptions

One of the aims of this research was to provide contributions to professional practice
and research in the subject area. One of the boundaries set by the researcher limits the
role to Australia. While the literature reviewed in Chapter 3 also includes sources from
overseas, these are considered in the light of their impact on directors’ roles in

Australia.

Independent directors, and not executive or non-executive directors, were chosen as the
focus of this study because the role of independent directors is of interest to a wide
audience simply due to their independence, and what this implies. They have a unique

position in the boardroom, and examining their role gives the study focus and purpose.
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The data were collected from interviews with 12 directors holding independent
positions at the time of the interviews. This number was considered sufficient; indeed,
the data were saturated after the tenth interview, with no new data collected in the last

two Interviews.

1.8 Conclusion

This chapter has laid the foundation for this report. The research problem was
introduced, and the research was then justified. The methodology was introduced in
some detail following which the more important definitions were covered. The outline
of the study has been described and the limitations have been discussed. On this basis,

the study follows with a detailed and methodical description of the research.
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Chapter 2 BACKGROUND

2.1 Introduction

This chapter provides background information on the emergence of independent
directors and why their inclusion on public company boards has become an important

part of good corporate governance.

The chapter discusses the history of the company and, with this, the change of control of
companies and the issue of ownership and control. Agency theory has become a
recognised problem in company management and direction since being first raised by
Berle and Means in 1932, and it has impacted on the changing nature of public
company boards. As boards have evolved over time and corporate governance has
become the main component of managing and directing companies, owners have turned

to independent directors in an attempt to regain control of companies.

As the importance of creating boards to include a majority of independent directors is
now the preferred structure of regulators in most countries, what independent directors

do, and how they go about their role, has taken on greater significance.

2.2 The rise of the corporate form entity

2.2.1 The birth of the corporate entity

Prior to 1844, in the United Kingdom there were three principal ways for businesses to
operate: as a sole trader, in a partnership, or as an unincorporated entity. Corporations
were allowed by Royal Charter, and by incorporation through special Act of Parliament
(Rubner, 1965; Tricker, 2005). The Companies Act of 1844 allowed joint stock
companies with limited liability. From this, companies became separate entities with a
life of their own, they could continue to operate after the death of those who first
formed the company, and the stock could be transferred or sold to others. Liability on

the part of the owners was limited to the extent of their equity investment, whereas
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previously creditors of the earlier forms of businesses could pursue their debts from the

individuals involved in those businesses.

The formation of limited liability companies meant that the owners of the company
were no longer personally responsible for the debts of the company. Initially, the
managers of those companies were not seen to be responsible for the debts of the
companies; it was the artificial body of the company itself that bore all liability for
contracts entered into in the name of that company (Rubner, 1965). Whereas previously
creditors of a business could sue the partners or traders, they were now able to sue only
the company for payment of their debts. If the company could not pay, they were out of

pocket as there was no recourse to the managers or the directors.

The emergence of joint stock companies had a significant impact on economic
advancement, as the limitation of commercial liability of limited liability companies
sped up the establishment of large companies, and industrial advancement was
accelerated in companies where the management and ownership were different. Two
independent resources were brought together through these companies. Businessmen
without the necessary capital to form their own ventures were given opportunities to use
their skills in business, and owners of capital with little or no business acumen found
companies in which they could invest their capital. The number of newly formed
companies continued to increase and the initial investors wanted to be able to trade their
existing investments for new investments. Also, new investors wanted to invest their
capital in new or existing companies, and both of these investors needed a mechanism

to transfer this capital.

In the early part of the twentieth century, particularly in the United Kingdom and the
United States, the shares of many of these joint stock companies were listed and traded
on the stock exchange. Shareholders were able to diversify their investments and new
shareholders could invest in companies listed on their local stock exchanges as well as

stock exchanges in other countries.

The ownership of public companies became distant from those who managed these
companies, and the issue of ownership and control became important. Professional
managers took over control of companies, who were then free to pursue their own aims

(Muth & Donaldson, 1998). As shareholders were no longer able to be involved in
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managing the companies, directors were given the responsibility of representing the
shareholders. Agency theory can argue that shareholders have lost control of companies,
and that their interests can become compromised if the management considers its self-
interest ahead of the performance of the company. With agency theory dictating that
management cannot be trusted, they in turn must be controlled by the board. Therefore,
boards of directors that are independent of management should be responsible for

overseeing the managers.

Boards of directors that are not independent may be compromised in their decisions, but
boards containing independent directors that apply their independence in their
judgements and decision-making should not be compromised and should responsibly

represent the shareholders.

2.2.2 The growth of public companies

As mechanisms for sourcing new capital improved, an increasing number of companies
became listed on the world’s stock exchanges. As an example, the number of companies
listed on the London Stock Exchange at the end of 2005 was 3,091, an increase of 21%
over 1990, while greater increases were noted in New York (+28%) and in Australia

(+51%) over the same time period’. Detailed statistics are included in Appendix 1.

The supply of new capital in Australia has come from increased personal wealth as well
as changes to the superannuation rules. The supply of new companies seeking listing on
stock exchanges has come from the privatisation of government entities, technological
advances in science as well as the increase in commodity prices, a result of previous
discoveries of certain commodities that were uneconomic to mine now becoming

economically viable.

Other issues such as low interest rates and changes in tax regulations have also made
equity investments more attractive to investors willing to accept greater risks in seeking
higher returns. Increased wages and higher rates of employment leading to greater
personal wealth have also provided an increased number of investors with capital

available to invest in stock markets (Nichols, 1969). These factors have supported

3 World Federation of Exchanges. Number of Listed Companies (Secretariat). 22/05/2006.
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diversity in public companies in which to invest as well as an increase in demand for
liquid investments. This last issue has helped to push up equity prices, along with the
increase in public company profitability and the expectation by investors of further

capital growth and increased dividends (Nichols, 1969; Byrt, 1981).

2.2.3 The explosion in invested capital

Total market capitalisation in global stock markets has increased significantly with the
increase in demand for public company shares, supported by the expectation of capital
growth and increased dividends, and the increased number of companies listed on
public company stock exchanges. These increases have been significantly higher than
the increases seen in the number of companies listed on stock exchanges. For example,
total market capitalisation on the London Stock Exchange increased 3.6 times from
1990 to 2005, with higher increases noted in New York (4.94 times) and in Australia

(7.45 times) over the same period”. Detailed statistics are included in Appendix 2.

As more people are placing their savings and superannuation in investments in public
companies, it could be assumed that these investors would place greater scrutiny on the
governance regimes of those organisations. Not only could it be likely that the investors
would be interested in the management of those companies, but they may also be
concerned about the stewardship of the companies, especially in the light of the issues
suffered by the shareholders of OneTel, HIH and other similarly affected companies.
The scrutiny of the board of directors, and particularly of the independent directors, may
be increased. The emphasis on independent directors stems from the understanding that
they are elected to the board by the shareholders to look after the interests of the

shareholders.

* World Federation of Exchanges. Domestic Market Capitalisation (Secretariat). 22/05/2006.
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2.3 The governance debate

2.3.1 Who controls the power

While a company’s senior management has the responsibility of making decisions
regarding the day-to-day management of a company, the major decisions concerning a
company are made by the directors and the shareholders (CASC, 1999). The role of the
board of directors is to supervise the management of the affairs of the company, while
the shareholders’ power comes from their responsibility in voting on shareholders’

resolutions at the annual or extraordinary general meetings.

The resolutions proposed at these meetings stem either from common law and
legislation, or from determinations made through the company’s internal documents and
statutes. Subjects that are typical of resolutions voted on by shareholders include
amending the company’s statutory documents and the election of board members;
however, the power of shareholders is somewhat lessened by the fragmented ownership

(Bouy, 2005).

Shareholders in a large public company cannot, practically, manage the company, and
the standard constitution of such a company vests management powers in the board’
Instead they elect directors to the board. These directors are expected to guide and
monitor the management of the company. Shareholders usually meet once each year at
the Annual General Meeting, but the board of directors usually meet monthly, and can
easily meet more regularly if required. The company’s management is active on a daily
basis, and is regularly monitored by the board of directors. As the board members and
management have a closer relationship that that between the shareholders and the board,

it is likely that the board has a greater influence over the company’s management.

With ownership separated from management, shareholders have limited means of
controlling management, the most effective said to be through the board of directors.
Other means are performance-related executive compensation, legal protection of

shareholders’ rights and the continuing disclosure requirements (Teng et al., 2004).

> Corporations Act, 2001 s 198A.
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Common Law dictates that shareholders are not able to pass resolutions that interfere
with the powers of the company’s board® but a board of directors may refer a specific

issue to the shareholders at an Annual General Meeting for ratification’.

Tricker (2005) considers that the board of directors is ultimately responsible for the
performance and decisions of the company. The board is accountable to the
shareholders, and to repay this accountability it should be monitoring the company’s
management and provide strategic direction to them. With the board of directors being
mandated to manage, monitor and supervise the company’s management, they have
significantly more power over the company’s management than do the shareholders. If
the shareholders object to how a company’s board of directors is performing, they really
only have two forms of recourse. The shareholders can either choose not to re-elect
those directors that they consider to be under-performing, or they can sell their shares in
the company. But with each shareholder having one vote per share held, it would be
difficult to convince many shareholders to vote not to re-elect any one director. Large
shareholders, such as institutional investors, may have more power as they control a
greater number of shares and may have influence through the Investment Managers’
Association than any one individual shareholder may have through the Australian

Shareholders’ Association.

There may be some substance to the argument of each shareholder only having one vote
no matter how many shares they own, as proposed in the USA (De Miguel et al, 2005)
as this may reduce the power of any one shareholder. However, this may also lead to
increased power in the board of directors as no one shareholder, no matter how many
shares they hold, would be able to influence any shareholder votes. The only way for
shareholders to influence any board decisions is in the election of board members, and
as directors are elected for periods of three years before they have to stand for re-

election, this power of the shareholders is somewhat diluted.

However, potential directors are not proposed by the shareholders; they are proposed by
the board of directors, and more recently through the nominations committee. Further,

the board of directors has the ability to appoint directors at times other than at

% See Gramophone & Typewriter Ltd v Stanley [1908] 2 KB 89, Shaw & Sons (Salford) Ltd v Shaw
[1935] 2 KB 113, Scott v Scott [1943] 1 All ER 528, NRMA v Parker (1986) 6 NSWLR 517.
" Winthrop v Winns [1975] 2 NSWLR 666.
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shareholder meetings, with these appointments subject to ratification by the

shareholders at the next general meeting (Ponssard et al., 2005).

As joint stock companies became more prevalent, and their shareholders grew in
number, the control of the organisation passed from the shareholders to those managing

the company.

2.3.2 Ownership v control

In their pioneer work published in 1932%, Berle and Means deduced that shareholders
were having a reduced impact on management or control of a company, with the control
function being increasingly in the hands of management. They argued that as companies
became larger and had more shares on issue, while at the same time investors had
increased wealth and the pool of investors therefore grew and diversified, the number of
shares owned by the larger shareholders decreased. If the largest shareholders held
fewer shares, companies were controlled more and more by managers, and less by the
shareholders. Berle and Means referred to this as owner control passing to management
control (Nichols, 1969; Tricker, 2005). This separation has the potential to result in a
divergence of attitudes between the interests of shareholders and managers, without
there being any effective monitoring of the actions of the management (du Plessis et al.,

2005).

Over time, control of public companies has moved from a few groups of large or
dominating shareholders to those that manage the companies. As shareholdings
continue to disperse over a greater number of shareholders, it becomes more difficult for
a few shareholders to exert any form of control over a company (Byrt, 1981; Demsetz,
1997). Formal control may still remain in some companies where a single large
shareholder remains, usually in the form of the founding family, but informal control
has become more common, where managers control the company, no matter what the

shareholding pattern may be.

Shareholders own the company and therefore have the right to control the company.

However, it is the norm that the control is delegated to the company’s management by

¥ The Modern Corporation and Private Property
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the shareholders (du Plessis et al., 2005). The shareholders have no authority over the
company’s management, as there is no effective direct monitoring of the management
by the shareholders. This is the responsibility of the board of directors. The shareholders
have some control over the composition of the board of directors, and if they do not like
how the board is monitoring the company’s management, they can decide not to re-elect
certain board members. The executive directors are caught between their responsibility
as senior members of the company’s management and as members of the board of
directors, so it is really in the hands of the independent directors to represent the
shareholders in their monitoring of the company’s management (Muth & Donaldson,

1998).

2.4 Power of the board

2.41 Board power and agency issues

Prior to Berle and Means investigating the separation between ownership and control,
Adam Smith in The Wealth of Nations (1776) wrote of the agency problem associated
with the spread of shareholding in joint stock companies. He discussed that directors of
joint stock companies would not manage other people’s money as well as they would
manage their own (Demsetz, 1997). While the shareholders and directors will have a
relationship, the directors will always take decisions that maximise their own returns,
but which may not always be in the best interests of shareholders (Tricker, 2005). To
combat this, a system of checks has been put in place over time, including continuous
disclosure requirements, the establishment of audit and other committees, the separation

of the CEO and the Chairman, and the increased appointment of independent directors.

The board of directors must be distanced in some way from the company’s
management. It is expected that at least one executive be a director, usually the CEO,
but the greater the independence of the board, the less likely that there will be any
management influence on the board. The separation of the creation of strategies by
management, and the actions of the board in reviewing and confirming those strategies,
are imperative to the profitability of the company (Muth & Donaldson, 1998) and the
more independent a board is from management, the more positive an effect will be seen

in the firm’s performance.
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The view that the board of directors represent the shareholders is based on the notion
that the most vulnerable investment in a company is the equity investment, as it is
subordinate to all other forms of investment in a company, whether they are funds
owing to creditors or funds borrowed from any type of lender. The board of directors
should not be operational, that is, it should not be involved in the daily operational
decisions of the company. Rather, the board should be monitoring those who make the
daily operational decisions. The executive directors are also, by definition, members of
management, and agency issues are evident when those who monitor the managers are
themselves the managers. The board is the main governance mechanism for the
shareholders, and the monitoring function will be effective only if the independent
directors on the board carry it out (Carroll & Teece, 1999). If the board of directors
answered to no one but themselves, the personal costs to the management involved in
appointing independent directors would result in no independent directors being
appointed to any boards. Any such appointment would only add to the costs of running
the company, but more importantly, appointing independent directors does result in a

reduction in power of the executive directors.

2.4.2 Solving the agency issue

Recommendations on good corporate governance through appropriate board structures
have been a significant issue for some time. The earlier investigations into this issue
started in the United Kingdom in the early 1990s with the Cadbury, Greenbury and
Hampel Reports. These are discussed in detail in Sections 3.4.2, 3.4.3 and 3.4.4. Briefly,
these reports espouse that the role of independent directors is to bring transparency to
board decisions, and to allow the board to exercise independent judgement when
making those decisions. In an earlier report in 1982, the American Law Institute
released a draft of corporate governance principles recommending that boards should
consist mostly of independent directors as a means of improving good corporate
governance, as these independent directors were less likely to be ‘yes men’ to

management (Carroll & Teece, 1999).

More recently in the United States, the Sarbanes-Oxley Act of 2002 recommended that

independent directors would improve the corporate governance of companies. In
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Australia, the ASX Corporate Governance Council released recommendations on their
preference for independent directors on boards, with the initial recommendations
released in 2003 being reviewed and updated in 2007 to place more emphasis on

independent judgement and independence of mind.

Due to the size and scale of most public companies, there is a division between the three
main players, these being the shareholders, the board and the company’s management.
The form of the company will also result in inherent costs, the most significant of which
is the agency cost that exists due to the difference in interests between the shareholders
and the management (Stapledon & Lawrence, 1997). The three components of agency

cost are:

e the costs incurred by the shareholders in monitoring the company’s management

to minimise the divergence between their interests
e ‘bonding’ costs incurred by the company’s management

o the ‘residual loss’ resulting from the remaining divergence in shareholders’ and

managers’ interests (Stapledon & Lawrence, 1997, p. 153).

Over time, there has been the understanding that boards of directors have different
components and that an increase in the proportion of independent directors will benefit
the company. While an increase in the proportion of independent directors may not
improve the financial performance of the company, this strategy may improve the
company’s share price as investors conclude that appointing additional independent
directors means that the company is looking to address problems with the business

(Stapledon & Lawrence, 1997).

Unless they have previously been involved in the industry, outside of any involvement
with the company in question, independent directors are unlikely to improve the
financial performance of the company as they have less business knowledge of the
company and its industry than executive directors, or than non-executive directors with
some form of relationship with the company. But the addition of independent directors
does give the appearance of good corporate governance, which in itself may give

investors more confidence.
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2.5 The evolution of different types of directors

2.5.1 What is a director?

The first instance of directors being appointed to oversee a company was in 1600, when
the East India Company was established (Keay, 1991; duBois, 1938). This company
was formed by a number of traders who were often absent from London for extended
periods of time. The owners’ view was that as they were not able to oversee the
company on a regular basis, they would appoint a Court of Directors to oversee the

company on their behalf.

But what is a director? Section 9 of the Corporations Act 2001 gives the following

definition:
“director” of a company or other body means:
(a) a person who:
(i) is appointed to the position of a director; or

(ii) is appointed to the position of an alternate director and is acting in

that capacity,
regardless of the name that is given to their position, and

(b) unless the contrary intention appears, a person who is not validly appointed

as a director if:
(i) they act in the position of a director, or

(ii) the directors of the company or body are accustomed to act in

accordance with the person’s instructions or wishes.

Subparagraph (b)(ii) does not apply merely because the directors act on advice given
by the person in the proper performance of functions attaching to the person's
professional capacity, or the person's business relationship with the directors or the

company or body.
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Therefore, a person doesn’t have to be appointed by the shareholders to be considered a
director. Merely the fact that they act as a director, or that others act as though that
person is a director, means that they can be considered to be a director (Baxt, 2002a; du

Plessis et al., 2005).

2.5.2 Different types of directors

As is evident from the above definition, there are different types of directors. While this
study is based on the role of the independent non-executive director, it is important that

the distinctions between the different types of directors are clarified.

Executive director

An executive director is a director who is validly appointed to a company’s board and is
also a full-time employee of that company. It is usual for a company’s Chief Executive
Officer (CEO) to also be that company’s Managing Director. It is also not uncommon
for a company’s Chief Financial Officer (CFO) to also be that company’s Finance

Director.

Non-executive director

A non-executive director is one who has been validly appointed to a company’s board
but is not an employee of that company. A non-executive director may be considered to
be either independent or non-independent, depending on what, if any, relationship they
may have with the company. Tests of independence determine which category these

directors fall in to. These tests of independence are discussed in detail in Section 2.6.1.

Shadow directors

Shadow directors are those covered by the definition in (b)(ii) above. That is, they are

not appointed as directors, but act through nominees on a board (Baxt, 2002a), or have
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their advice or guidance taken by the board or company as if they were validly
appointed directors. This definition excludes those who are consultants or advisors paid

by the company in that capacity (du Plessis et al., 2005).

De facto director

A de facto director takes on a role as if they were a validly appointed director. This can
include acts such as negotiating on behalf of the company, signing the company’s seal

or company cheques (Baxt, 2002a).

Nominee directors

Nominee directors are appointed to a company’s board by a party with an interest in that
company, such as a major shareholder or a group of creditors. These appointments are

usually permitted through the company’s articles of association (Baxt, 2002a).

Alternate directors

An alternate director is appointed to fill in for a director when that director is absent. An
alternate director will be taken to be acting as a normal director only to the extent of

their participation (Baxt, 2002a).

Directors are either executive or non-executive. The other four types of directors are
legal terms for others acting in a certain capacity that is determined either by their
actions or how they were appointed to a company’s board. Neither shadow directors nor
de facto directors are appointed to a company’s board, but their actions are taken at law
to be as though they were directors. Both nominee and alternate directors are appointed

to a company’s board, and both act on behalf of others.
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Definitions and terminology used in this study

Three main types of directors will be discussed in this study: executive directors, non-
executive directors and independent directors. Non-executive and independent directors
are both non-executive by definition, but each type has a different relationship with the

company. Definitions of each class are:

Executive directors are elected to the company’s board by its shareholders, and are also
employed in some other capacity in the company, usually being part of senior

management.

Non-executive directors are also elected to the company’s board by its shareholders, are
not employed by the company, but do have some type of relationship with the company
other than their position as a director. This relationship may be as a major shareholder,
supplier or customer, as a consultant or advisor to the company, or as a previous
employee of the company, usually in a senior position. In a definitional sense, these

types of directors are non-executive non-independent directors.

Independent directors are elected to the board by the company’s shareholders, and have

no other relationship with the company outside of their position as a director.

2.5.3 Board power and independent directors

Berle and Means (1932) discussed the control of companies passing from owners to
managers as more shareholders each owned a lower proportion of shares as companies
became larger and had more shares on issue. More recently, du Plessis et al. (2005)
describe the same occurrence as control being delegated to the company’s management
by the shareholders. But it is the responsibility of the board of directors to oversee
management. Executive directors are caught between being part of senior management
and being members of the board, and Muth and Donaldson (1998) therefore consider
that it is the independent directors who should be representing the shareholders in

monitoring management.

Adam Smith (1776) had written about the agency problems associated with an

increasing number of shareholders in public companies. Before directors had been
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appointed, shareholders had delegated the running of companies to management.
Subsequently, directors were appointed to monitor management on behalf of the
owners, but Smith argued that directors would not manage a company’s money as they
would their own (Demsetz, 1997). This did not solve the practices predicted by agency
theory, as first the managers, then subsequently the directors, were considered to make

decisions while influenced by agency theory.

The best interests of the owners may not always be most adequately served by executive
directors who are, by definition, part of management, but rather by non-executive or
independent directors. However, some non-executive directors may have some form of
relationship with the company, and the practices predicted by Agency Theory may also
affect their decision-making. This is where the importance of independent non-

executive directors becomes a significant issue in corporate governance (Bird, 1995).

2.5.4 Mitigating board power

A company’s board of directors has significant powers and responsibilities. But boards
are self-regulating (Francis, 1997) and systems and procedures must be put in place so
interested parties can be comfortable that the process of self-regulation will work. Part
of the integrity of self-regulation is the structure of the board. This has been recognised

through the various studies and reports into good corporate governance practices.

This requirement for self-regulation has come about because shareholders have lost
control of companies to management. Boards of directors have taken the responsibility
to represent shareholders (Teng et al., 2004), and therefore should be more accountable
to the shareholders (Bouy, 2005). But it is only the independent elements of the board
that provide a means for shareholders to take back some form of control (Muth &
Donaldson, 1998). Further, as recommended by the ASX, the independent directors
should constitute the main board committees, particularly the audit, nomination and

remuneration committees (du Plessis et al., 2005; Tricker, 2005).

The most relevant reports on corporate governance are the Cadbury, Greenbury, Higgs
and Hampel Reports in the United Kingdom, the Sarbanes-Oxley Act in the United
States, The OECD Principles of Corporate Governance, and the Hilmer and Bosch
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Reports in Australia. All these reports include recommendations that boards consist of a
number of independent directors, and that the major board committees comprise a
majority of, or comprise only, independent directors. These reports are discussed in

greater detail in the next chapter.

In Australia in 1994, the ASX advised they were going to promote improved corporate
governance standards in Australia through their listing rules (Bird, 1995). These rules
were to take effect in 1995, and included the use of independent directors as a means of
improving corporate governance. The market had already recognised the importance of
appointing independent directors to public company boards; the ratio of non-executive
and independent directors to executive directors had increased from four directors to
four executive directors in the period 1982-1992, to six non-executive and independent
directors to two executive directors in 1993 (Bird, 1995). This increase in the proportion
of non-executive and independent directors may have been in response to the Cadbury

Report in the United Kingdom, which was released in late 1992.

2.6 The independent director

2.6.1 Determination of independence

A number of the more important corporate governance reform papers, including the
Higgs Report in the United Kingdom, the Sarbanes-Oxley Act of 2002 in the United
States and the ASX Corporate Governance Recommendations in Australia, submit that
a company’s corporate governance practices improve with the inclusion of independent
directors to the company’s board (du Plessis et al., 2005). However, none of these

publications provide a definition of independence.

The ASX Corporate Governance Recommendations does, however, include how the
independence of a director can be assessed. The seven criteria to this assessment are that

an independent director is a non-executive director and:

1. is not a substantial shareholder (per the Corporations Act 2001 definition) of the
company or an officer of, or otherwise associated directly with, a substantial

shareholder of the company
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2. within the last three years has not been employed in an executive capacity by the
company or another group member, or has been a director after ceasing to hold

any such employment

3. within the last three years has not been a principal of a material professional
adviser or a material consultant to the company or another group member, or an

employee materially associated with the service provided

4. is not a material supplier or customer of the company or any other group
member, or an officer of or otherwise associated directly or indirectly with a

material supplier or customer

5. has no material contractual relationship with the company or another group

member other than as a director of the company

6. has not served on the board for a period which could, or could reasonably be
perceived to, materially interfere with the director’s ability to act in the best

interests of the company

7. 1s free from any interest and any business or other relationship which could, or
could reasonably be perceived to, materially interfere with the director’s ability

to act in the best interests of the company.

The ASX Corporate Governance Recommendations were released in 2003. They were
not intended to be a compliance requirement of the ASX, but companies that did not
comply with all of the Recommendations were asked to explain why they did not
comply. This ‘if not, why not’ system was intended to provide a system whereby the
ASX could create a culture of good disclosure, and that it was up to the company boards

to create the culture of good corporate governance.

The ASX Corporate Council indicated that they wanted companies to operate under the
Best Practice Recommendations for three or four years, and monitor how the system
works in practice during this time. In late 2006 the Council released its proposed
changes to the Recommendations, asking for comments to be submitted by early

February 2007.
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These amendments include changing the direction from an assessment of independence
of directors to relationships affecting independent status. The new criteria raised are that

all directors should use independence of judgement when working on boards.

‘Assessing the independence of directors’ is recommended to change to relationships
affecting independent status, with the seven criteria listed above to change to five new

criteria. In this, a director should not be regarded as independent if the director:

1. is a substantial shareholder of the company or an officer of, or otherwise

associated directly with, a substantial shareholder of the company

2. is employed, or within the last three years has been employed, in an executive
capacity by the company or another group member, and there has not been a
period of at least three years between ceasing such employment and serving on

the board

3. has within the last three years been a principal of a material professional adviser
or a material consultant to the company or another group member, or an

employee materially associated with the service provided

4. is a material supplier or customer of the company or another group member, or
an officer of or otherwise associated directly or indirectly with a material

supplier or customer

5. has a material contractual relationship with the company or another group

member other than as a director of the company.

The ASX Corporate Council is aware of the attitudes towards independence, in
particular the means of assessing the independence of directors as well as whether
directors use independence of judgement. Independence of judgement can apply to all
directors, but it is a difficult concept to use to determine independence because the
motivation of each director will be different, and executive directors and non-executive
directors will always have at the back of their mind how a particular comment/decision
will affect them personally. It is almost impossible for these classes of directors to be

considered to be acting independently at all times.
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2.6.2 The rise of the independent director

The independent director has become an important part of good corporate governance.
This has been recognised by regulators in most countries (refer Table 3.1) in addition to
the World Bank and the OECD. In some jurisdictions, regulators have legislated that a

minimum number of independent directors be included on public company boards:

e In the Cadbury Report, released in 1992 in the United Kingdom, the important
role of independent directors was emphasised as they bring independent

judgement into the boardroom.

e The Listing Requirements of the Kuala Lumpur Stock Exchange issued in 2001

requires at least two directors or one-third of board members be independent.

e The Higgs Report, also in the United Kingdom (2003), recommended that at

least half of a board of directors be independent.

e The New York Stock Exchange rules, approved by the SEC in 2003, ruled that

all listed companies have a majority of independent directors on their boards.

e The ASX Corporate Governance Council released its Principles of Good
Corporate Governance and Best Practice Recommendations in 2003.
Recommendation 2.1 is that a majority of the board should be independent

directors.

e The UK Combined Code of 2004 provides that at least half of the board

members be independent directors.

e The OECD Principles of Corporate Governance, released in 1999 and reviewed
in 2004, recommended that boards should include a number of independent
directors capable of exercising independent judgement. The World Bank

supports this view.

But why do these and other regulators recommend that public company boards of
directors include a significant number of independent non-executive directors? There

are a number of arguments for this position:
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Independent directors form a balancing role to executive directors and senior

management (Byrt, 1981; Bird, 1995; Muth & Donaldson, 1998; Tricker, 2005).

Independent directors should be making decisions in the best interests of the
company, and not in self-interest (Byrt, 1981; Cadbury, 1992; Bird, 1995; du
Plessis et al., 2005)

Independent directors are distanced in their selection of a chief executive officer

(Byrt, 1981; Bird, 1995).

Independent directors are distanced on reviewing the performance of the chief

executive officer (Francis, 1997).

Independent directors are distanced on the remuneration policy of senior
management (remuneration committee) (Byrt, 1981; Bird, 1995; Stapledon &
Lawrence, 1997; Bouy, 2005; Tricker, 2005).

Independent directors should screen and recommend candidates for board

appointment (nominations committee) (Bird, 1995; Francis, 1997; Bouy, 2005).

Independent directors should constitute all members of the audit committee

(Bird, 1995; Francis, 1997; Bouy, 2005; Tricker, 2005).

Independent directors should take the lead when conflicts of interest arise

(Stapledon & Lawrence, 1997).

Independent directors bring breadth of vision, experience and expertise (Byrt,

1981; du Plessis et al., 2005).

Independent directors can bring international experience not held by executives

(Coulson-Thomas, 1992).

Independent directors are effective monitors of executive directors and senior

management (Carroll & Teece, 1999; du Plessis et al., 2005).

Independent directors can act as policemen rather than just as monitors (Bird,

1995; Francis, 1997).



e Company boards with a greater number of independent directors are less likely

to be sued for misconduct (Carroll & Teece, 1999).

e Independent directors provide unbiased feedback to shareholders and other

stakeholders (Francis, 1997).

o Independent directors can provide a mentoring role that is distanced from

executives in the company (Francis, 1997).

This is by no means an exhaustive list of arguments why independent directors should
be appointed to public company boards. In addition, they undertake many activities that
are the same as executive directors, including managing the business of the board,
reviewing and approving strategy, ensuring compliance, and many others (Francis,

1997).

The requirement for boards of public companies to comprise a minimum level of
independent directors has strengthened considerably in the past 15-20 years, with the
arguments for this position supporting an improved level of good corporate governance.
Statistically, boards in Australia in the period 1982—-1992 averaged eight directors, with
four executive and four non-executive directors (Bird, 1995). From 2002 to 2006, a
broader annual study by Korn/Ferry shows that the proportion of executive to non-
executive directors has increased from 28% executive directors to 72% non-executive
directors, to about 26% executive to 74% non-executive directors. With the average
board size stabilising at seven directors, the common ratio is now two executive
directors to five non-executive directors (Korn/Ferry, 2002; 2006). The reports do not
differentiate between independent and non-independent non-executive directors, but the

trend has moved away from executive directors.

2.7 Summary and conclusion

As companies have grown and diversified over time, from the original family-owned
and family-run company to the major global multinational conglomerate, there have
been shifts in who holds the power and control in running the company. The power and

control moved from those who owned the company to those who managed the
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company. Owners lost control and wanted it back to ensure that their investments were
protected. During this period, management had control and, through agency issues,
became more interested in using their control to further their own interests, rather than

making decisions in the best interests of the company.

Boards of directors were then established to oversee management, and regain control on
behalf of the owners. Initially, executive directors held the majority of positions on
boards, and any non-executive or independent directors were usually appointed due to
their relationship with the chairman or executive directors, and merely acted in
whichever way their ‘masters’ wanted them to act. Directors were supposed to represent
the shareholders but, similar to the managers, they were making decisions more in their

own interests than in the interests of the company.

Owners were again looking for someone who would make decisions that were in the
best interests of the company, as this would ultimately benefit the owners. Directors
who are independent of management and have no other relationship with the company
other than being a director are in this position. While there are some drawbacks to
having independent directors on boards, as they may have limited knowledge of the
company or its industry (Francis, 1997; duPlessis et al., 2005), they should bring
knowledge and expertise that other board members do not have, and bring an
independence of mind and judgement. They are elected to the board by the
shareholders, and should act only in the best interests of the company while

representing the shareholders.

This highlights the importance of the independent director in current and future
corporate management, and the important contribution they make towards good
corporate governance. But the specifics of what they do in carrying out their duties is
unclear. In the next chapter, a broad and detailed review of the related literature
identifies the theories underlying the role of the independent director. The literature has
been reviewed under three distinct pillars: the Legal Dimension being the why, the

Governance Dimension being the how, and the Commercial Dimension being the what.

The following chapters present the grounded theory methodology used to analyse the
research undertaken through this study, leading to the presentation of a theory on what

the role of the independent director in Australia is, and how this study can develop
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policies and practices relevant to improving corporate governance through appointing a

majority of independent directors to public company boards.
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Chapter 3 THEORY AND MOTIVATION

3.1 Introduction

The role of the independent non-executive director in Australia has evolved since the
early 1980s. This evolution has been influenced by many factors, the most significant of
which was the corporate governance debate. Other influences have come from relevant
legislation and common law, and from observers and participants in and around the

boardroom.

The following literature review has, for the purpose of this study, been categorised into
three pillars: legal, governance and commercial. The first two form a strong two-thirds
of the foundation into the search for meaning and understanding of the role of
independent directors, but the commercial pillar forms only a weak final one-third of the
foundation. A vast amount of literature has been written on independent directors and
the issues that impact on their roles. The three-pillar structure was devised to enable a
logical analysis of this literature to be completed, as it was considered that each piece of

literature could be categorised into one of these pillars.

The first section of this chapter discusses and analyses the relevant common law and
legislation, in order to define the role of the independent director from a legal
perspective. The conclusions are based on the strong foundation of the legal system,
which shows a gradual and logical progression from early contemporary thought to the
current position whereby independent directors are held to account for their actions, or

inactions.

The second section comprises a review of the governance literature and is based on
corporate governance having become an all-encompassing term to describe the role of
the board of directors and its constituent members in the direction, control and
management of a company. As with the legal pillar, this governance pillar shows a
gradual and logical progression that has evolved in the past 25 or so years in response to

issues in and around boardrooms.
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The commercial pillar as analysed and discussed in the third section represents a
relatively new but topical concept. Being topical, it would be expected that a significant
number of articles have been written on the subject of the role of the independent
director, which is the case. There is little, if any, evidence of a growing awareness by
writers of the evolution of this concept, unlike the gradual logical evolution evident in
the first two sections. This lack of structure has resulted in the identification of a gap in

the research, which forms the basis of this study.

Each of the three pillars leads to the formation of a different characterisation of the role,
even though the same definition is used. The precedents set through common law and
the progression of legislation identify why independent directors should act in the best
interests of the company and its stakeholders. The review of the literature specific to
corporate governance and the evolution of the associated regulations helps define how
independent directors are to fulfil the requirements of their roles, and the review of
practitioner literature from those involved in the industry shows what independent

directors are expected to do.

In the last section, the findings from each of the legal, governance and commercial
pillars is compared to identify the differences between each pillar, the common areas,

the gaps in the literature, and the areas for improvement.

As this research is undertaken in the Australian context and is limited to public listed
companies, the definition of an independent non-executive director in Australia as
referred to in this research is that as defined in the Principles of Good Corporate
Governance and Best Practice Recommendations, developed by the ASX Corporate

Governance Council. A detailed discussion is included in Section 2.6.1.

3.2 The Legal Pillar — the ‘why’

3.2.1 Introduction

The literature in this pillar comprises the relevant common law and legislation. This
literature can be categorised into five individual topics, each of which reviews a

distinctive duty of independent directors. These are: duty of care and diligence;
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disclosure of and duty of care in conflict situations; duty to act for proper purposes;
conduct and responsibility of directors; and delegation of duties. Each of these issues
has several components, covering a number of angles on the topic. This section explains
why independent directors act as they do, while an overview of different but related

issues through time shows the progression of these actions.

This thesis relates to the role of the independent director, and this section has significant
references to the duty of directors. While the basic definitions of duty and role differ,
they do converge. According to The Shorter Oxford English Dictionary, duty is defined
as “action, or an act, that is done by moral or legal obligation, that which one ought or
is bound to do”, while role is defined as “the part or character which one undertakes,
assumes, or has to play. Chiefly with reference to the part played by a person in society
or life”. In this thesis, the role is the part played by a person as an independent director,
arole he or she has to play once they have agreed to join a company’s board. Similarly,
the person, once accepting the position as an independent director, has a legal obligation
to act as such. These are one and the same; directors are bound to do their duty, just as

they must play the role that they have accepted.

3.2.2 The duty of care and diligence

One of the earliest references to corporate governance and the role of independent
directors come from the judgement in Re Cardiff Savings Bank’, otherwise known as
the Marquis of Bute’s Case. The judgement was, at that time, a reflection of
contemporary logic, but it would now be significantly different. In this case, the
Marquis was a director of the Cardiff Savings Bank and attended only one board
meeting in 17 years. While the board made decisions that were to perpetuate fraudulent
acts, the Marquis was found not to be liable as he was not present at these meetings.
However, there were signs from other cases that if directors were in attendance, they
could not use the excuse that their thoughts were elsewhere'® or that they were sleeping

at the meeting and did not hear what was discussed'".

?[1892] 2 Ch 100
1% Ashurst v Mason (1875) LR 20 Eq 225 at 234
"Land Credit Co of Ireland v Lord Fermoy (1870) LR 5 Ch App 763 at 770-771
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Directors have a fiduciary duty to the company on whose board they sit and they are
expected to exercise reasonable care, skill and diligence in discharging these duties that
‘an ordinary man might be expected to take in the circumstances on his own behalf.” (Re
City Equitable Fire Insurance Co Ltd"?). These comments by Romer J were made
almost 80 years ago and still apply to a certain extent. The origin of the Business
Judgement Rule in Australia also came about in this case, as Romer J also stated that
directors are not liable for mere errors of judgement. Directors should be expected to
pay reasonable attention to the company (Baxt, 2002a). They should not be managing
the day-to-day affairs of the company, as this should be delegated to management. This
last statement has been the subject of numerous debates, with differing views taken by
the judiciary over time, resulting in court decisions that could be considered either

conflicting or merely reflecting the progress of current thought and practice over time'’.

The decision in Re City Equitable Fire Insurance Co Ltd was on the basis of the
decision in Re Cardiff Savings Bank some 33 years prior (Cassidy, 1995). That is, if a
director was not present at a meeting he could not be held liable for any issues that arose
at that meeting; a director was expected to exercise care and diligence in issues that
were raised at meetings that he attended (Cassidy, 1995). This decision set precedent for
several more recent cases. While one of the judges dissented in the 1988 case of Metal
Manufacturers Ltd. v Lewis', the majority ruling was that if a director did nothing, and
did not participate in the company incurring additional debts, then that director could
not be held liable for those debts. This is referred to as the ‘Sleeping Director’ (Baxt,
1990a). As one of the defendants was not involved in the day-to-day running of the
company and was not aware of particular transactions, then that director could not be
held liable (Baxt, 1992a). The Corporations Act now overrides this common law test in
that directors are liable for debts of a company unless they can prove any of the
defences under Section 588H. Subsection (4) allows a director to be excused due to
illness or other reasons for being absent; inattendance at board meetings for no reason is
not a defence. Independent directors are expected to give adequate attention to the
matters of the company through their attendance at board meetings, and they are

expected to act with care and diligence.

12[1925] Ch 407
'3 Corporations Act, 2001 s 180(1) is the current authority.
'4(1988) 6 ACLC 725

40



Directors are to be responsible when making decisions, as was seen in the 1989 case of
North Sydney Brick and Tile Company Ltd v Darvall”. In this case, the directors made a
decision regarding a takeover without the benefit of all available information (Baxt,
1990b). Directors are expected to take care and present a responsible attitude to their

position when making decisions, especially those that affect the future of the company.

The decision in Statewide Tobacco Services Ltd. v Morley'® reinforced this duty of care,
with Ormiston J ruling that just because the running of a business was left to
management, and the independent director had no input whatsoever, that director was
still liable for the company’s debts, solely due to her being a director (Sievers, 1993;
Baxt, 2000a). The fact that this decision was upheld on appeal further reinforced the
court’s views on directors and their duties to the companies they represent. The director
who was the subject of this case could be considered to be an independent director by
the complete lack of interest and participation she showed in the company. She was
merely appointed a director of the company by her husband because, at that time, the
law required that a company had at least two directors. This is despite the fact that she
was a shareholder in the company, that her deceased husband used to be the managing

director, and that her son managed the business following the death of her husband.

In this case the independent director did not take any part in the day-to-day running of
the company, but was held to be liable for the debts of the company incurred when the
company was insolvent (Baxt, 1992a). Therefore, at the time of this case, it could be
considered that a role of an independent director is to take part in managing the
company, although this could depend on the particular structure of a company. It is
possible that ‘managing’ is taking an extreme view and the issue should be that the

independent director should take an active role in contributing through the board.

Directors have an obligation to ensure that the company will be able to pay the debts
incurred with the knowledge of directors and this applies to executive, independent and
non-executive directors. This was highlighted in the decision in Group Four Industries
Ltd v Brosnan and Anor'” where one of the directors who was considered to take no part
in the day-to-day running of the company was not found to be liable, as she could not be

expected to be aware of the financial condition of the company at that time (Baxt,

13(1989) 15 ACLC 230
'%(1990) 8 ACLC 827
17(1990) 10 ACLC 1437

41



1992a). However, this did not excuse the other director from liability. This decision
would indicate that a role of an independent director is to make enquiries of the
financial position of the company to enable them to provide positive input to the

company’s performance.

A significant case around this time was Commonwealth Bank of Australia v Friedrich
and Ors'®, known as Eise’s Case. Eise had represented that the National Safety Council
of Victoria was in a good state of affairs and had signed documents incurring further
debt. However, some investigation on his part, such as reading documents available to
him and asking simple questions of management, would have shown that the council
was in financial difficulty (Baxt, 1992a). Independent directors should read and
understand information provided to them, ask questions to clarify that information, and
question management further if they suspect that they are not being told the truth, or are

not being provided with all relevant information (Baxt, 1992b).

The majority of cases before the courts prior to the 1990s involved private companies,
but the law does not always distinguish between private and public companies. Nor
have the courts distinguished between different types of directors up until this time
(Baxt, 2002a). Directors owe a fiduciary duty to their company, and the courts have
ruled as such. Directors can be held liable for their actions or inactions, but the courts
have also ruled that directors cannot be held liable for all that may go wrong in a

company.

The cases of AWA Ltd v Daniels’® and, on appeal, Daniels v Anderson®’ involved a
number of issues concerning the role of directors, with mention being made by Rogers
CJ on the distinction in roles between independent and executive directors (Hii, 1999).
Amendments have been made to the Corporations Act (2001) (the Act) subsequent to
the AWA cases that increase the standard of care with which directors are expected to
comply, per s180(1) of the Act (Baxt, 2002a). Over time, the court’s view has moved
from the expectation that directors have a duty to act with reasonable care and diligence
(1925)*! to the view that directors are expected to provide reasonable attention to the

affairs of the company, while having the ability to delegate their duties to the

'%(1991) 9 ACLC 946

191(1992) 10 ACLC 933

2(1995) 13 ACLC 614

2! Re City Equitable Fire Insurance Ltd Ch 407
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appropriate officers of the company. Rogers CJ had noted in his comments on the AWA
case that “as the complexities of commercial life have intensified, the community has
come to expect more than formerly from directors whose task it is to govern the affairs
of companies”*. Rogers CJ further discussed modern expectations of directors, that
they are expected to guide and monitor the company’s management, and to understand

the business and how the changing economy may affect the business (Cassidy, 1995).

But comments made relative to independent directors contradict this stance. Rogers CJ
referred to these directors as non-executive directors and did not believe that they
should give constant attention to the company’s affairs, as their duties were expected to

be limited to appearances and activity at board meetings (Cassidy, 1995):

“In contrast to the duties imposed on a managing director, non-executive
directors are not bound to give continuous attention to the affairs of the
corporation. Their duties are of an intermittent nature to be performed at
periodic board meetings, and at meetings of any committee of the board
upon which the director happens to be placed. Notwithstanding a small
number of professional directors there is no objective standard of the
reasonably competent company director to which they may aspire. The very
diversity of companies and the variety of business endeavours do not allow

. 23
of a uniform standard

However, the Court of Appeal disagreed with this judgement and ruled on the basis that
there were no differences in the obligations of executive and non-executive directors.
Rogers (2002) disagreed with this assertion. He contended that executive directors have
the day-to-day knowledge of the company’s affairs, and can use the company’s
resources to source additional information, unlike the non-executive directors. In the
case of Australian Securities Commission v Adler”, Santow J, when considering the
reasonableness of reliance or delegation by a director, considered whether the director
was an executive or non-executive director. He cited the earlier ruling of Ipp J in

Permanent Building Society v Wheeler””, and admitted that in ASC v Adler the majority

2(1992) 10 ACLC 933 at 1013
2(1992) 10 ACLC 933 at 1014 - 1015
#(2002) 41 ACSR 72

2(1994) 11 WAR 109
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of the Court of Appeal had moved away from the distinction between different types of

directors.

While the auditors of AWA were found guilty of negligence, the company and the chief
executive were guilty of contributory negligence. The court did not find against the
independent or non-executive directors, as Rogers CJ concluded that directors of large
public companies were not expected to have more than a general understanding of the
company’s business (Baxt, 2002a). This precedent has been followed in subsequent

cases.

The issue has been discussed of directors incurring the wrath of the courts due to their
inactions. What remains unclear is how far a director can go before the courts view their
actions as being unlawful, or beyond the scope of their perceived duties. Indeed, the
question remains as to what is the scope of their perceived duties. Independent directors
are employed only to participate as a director, not as a full-time employee. Their
participation should therefore be limited to the board meetings they attend, or the
committees on which they sit (Cassidy, 1995). This was the expectation of Rogers CJ in
the AWA case, and was reiterated by Ipp J in Vrisakis v ASC*®. Independent directors
should limit their duties to board meetings and special committees. If directors are
expected to participate at board meetings then it should be a requirement that they
attend these meetings, otherwise they would not be acting with the requisite care, skill

and diligence.

Some decisions made by directors in the pursuit of improving the company’s
performance are not made with care, skill and diligence, and the directors can be held
liable for the consequences of these actions (Baxt, 2002b; Segal, 2002). When ASIC
took Adler and others to court over the collapse of HIH, the court found that the
directors failed to carry out a number of their duties. Directors and officers are in
positions whereby they can obtain information that is not available to others, either
employees or current or potential shareholders. This information is only to be used for
the purpose of enabling the director to carry out their job, and should not be used by the

director to obtain personal advantage.

%(1993) 11 ACLC 763
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Circle Petroleum (Queensland) Pty Ltd v Greenslade’” involved the former managing
director of a joint venture not fully evaluating debts that were owing to the joint venture
and not ensuring their repayment. This director was experienced in his industry and
understood the risks inherent in the business. The court held that the former managing
director breached his duty of care and diligence as he “failed to exercise the degree of
skill and care which could reasonable be expected from a person of his knowledge and

experience’”.

This decision follows from that in Re City Equitable Fire Insurance Co Ltd*® in 1925,
showing the consistency of past precedents and how they can be applied to a variety of
situations. The precedent set 80 years ago thus still holds and confirms that no ruling
could be more logical or sensible for transgressions of this nature. However, this
decision is a substantial shift from that discussed in the Marquis of Bute’s Case”, where

no duty of care existed despite other directors undertaking fraudulent acts.

Summary

In theory, it should be simple for independent directors to act with care and diligence.
Over time, courts’ expectations in these areas have progressed from the scenario that if
a director is not present, they cannot be expected to know what is going on and so
should not be liable for anything that goes wrong, to the current standards. Directors are
now expected to be present at board meetings unless they have a valid excuse. If absent,
they should make enquiries about what happened. In any event, independent directors
should make independent enquiry to fully understand the financial position of the
company and its ability to pay its debts. Independent directors are expected to use the
skills they possess to actively contribute to the running of the company through their
positions on the board and its committees, but they should not be held liable for errors

in judgement.

?7(1998) 16 ACLC 1577
2% (1925) Ch 407
¥ Re Cardiff Savings Bank (1892) 2 Ch 100

45



3.2.3 Disclosure of conflict

Disclosure of conflict can be seen as an extension of the previous issue as directors have
a duty of care to avoid conflict or, if this is not possible, to inform their fellow directors
that a conflict exists and advise possible strategies for addressing the situation.
Informing fellow directors of a conflict and excusing oneself from participating in any
relevant decisions may not adequately fulfil one’s duty of care. A conflict arises because
a director is otherwise involved in a transaction that may affect the company; therefore
that director would have knowledge of the associated risks and has an obligation to
inform the board of those risks. Ipp J in Permanent Building Society (in liquidation) v
Wheeler’” found that a director who did nothing other than point out a conflict to the
board and excuse himself from discussions and decisions regarding that transaction did
not act with care, as he did not discuss the potential risks of the transaction with the

board.

The duty of the director in circumstances of conflict is not only to disclose a conflict in
a potentially detrimental situation, but to declare any conflict, even if the transaction
may be beneficial to the company. In R v Byrnes®’, the defendants believed that as the
transaction was in the best interests of the company, they had no reason to declare their

involvement in the transaction. The court took the opposite view.

A conflict would arise when a director is involved in both sides of a transaction and
owes a duty of care and diligence to both parties. In such a situation, a director’s first
instinct would be to act in the best interests of both parties. In the previously discussed
case, this could have been possible. However, acting in the best interest of one party
may be detrimental to another. Marcus Clark found himself in such a position (State
Bank of South Australia v Marcus Clark’®). Any course of action would have been
detrimental to one of the parties. His only choice was full disclosure of the conflict to
the boards of both companies on which he was a director and to allow the other
directors of both parties to negotiate the transaction. In not disclosing the conflict,

Marcus Clark was found to be in breach of his duty of care due in the way he handled

30(1994) 14 ACSR 109
31(1995) 17 ACSR 551
32.(1996) 14 ACLC 4019
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the situation, as well as his duty of care in a conflict situation, and also of negligence in

not disclosing certain facts.

A later decision confirmed the position that Marcus Clark should have taken. In Wambo
Mining Corporation Pty Ltd v Wall Street (Holding) Pty Ltd”’ the directors disclosed the
conflict to all parties, advised the benefit to them of the transaction and received
approval from the other directors to proceed with the transaction. As the conflict and all
other relevant information had been disclosed, the directors were held not to be guilty of

their duty of a breach of care in a conflict situation.

Summary

While duty of care has been recognised by the courts for many years, this duty relative
to a conflict situation is an extension of the fiduciary status of directors. The trend is
consistent, in that directors are expected to act in ways that ensure the company is not
harmed and is kept fully informed of any issues that may affect either the good of the
company, or the perception that the company is not exposed to any actual or potentially

harmful situations.

3.2.4 Duty to act for proper purposes

This section includes, but is not limited to, the improper use of information of which the
director is aware but which would not normally be known to the company. Again, this is
an extension of the duty of care and diligence. In three of the cases discussed in the
previous section — R v Byrnes™, State Bank of South Australia v Marcus Clark™ and
Wambo Mining Corporation Pty Ltd v Wall Street (Holding) Pty Ltd’® — directors had
information that was not known to the company and they used this information for their
personal gain. In the first two cases, the directors acted fraudulently or dishonestly and
were found guilty of additional offences. However, in the third case all had been

disclosed and therefore the directors were exonerated.

3(1998) 28 ACSR 654
(1995) 17 ACSR 551
35(1996) 14 ACLC 4019
36.(1998) 28 ACSR 654
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In addition to a number of other offences, in Re HIH Insurances Ltd (in prov lig) and
HIH Casualty & General Insurance Ltd (in prov lig); Australian Securities &
Investments Commission v Adler’’, the defendant was found to have improperly used
both information and his position for his personal benefit. In a slight contrast to this
decision, Australian Securities & Investments Commission v Whitlam (No 2)°%, Whitlam
was found guilty of improperly using his position, not so much for his personal benefit,
but to ensure that votes at a meeting of NRMA Ltd went the way he decided, and not
the way shareholders had intended through their proxy votes.

Summary

Directors have access to information that is not generally available to others outside the
board, or to very senior management. They should use this information only to assist in
their position as a director, and not to make any personal gain. In addition to having
knowledge of confidential information, their position on the board puts them in
privileged situations, and they must not take advantage of this, either for themselves, or

for any related companies or individuals.

3.2.5 Conduct of directors

The conduct of directors goes to the very core of the director making their best possible
effort to do what is right for the company. This issue has been before the courts in
various forms for well over a century. The topic goes back to what is now seen as an
illogical decision in Turquand v Marshall’®, whereby the court found that, as long as the
company’s directors acted within their powers, it did not matter how bizarre their
actions were. The shareholders’ viewing the directors as incompetent was their problem,

as they elected the directors in the first place.

Australian law had its roots in English common law (Cassidy, 1995) which had initially

looked to those who appointed the directors to take any blame for the poor

37(2002) 42 ACSR 80
3% (2002) 42 ACSR 407
39 (1869) LR 4 Ch App 379
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performances of directors, as long as the directors complied with the powers assigned to
them through their deed. Thus, shareholders suffered if the directors they appointed
were honest but unwise. Abstention from performing one’s duties as a director had
previously been a defence of a breach of duty of care. The argument was that if a
director did not know what was happening in the company, he could not be held liable
for the poor performance of the company (Re Denham & Co®). The assumption was
that directors did not have any talent, specialised or technical expertise (Barnes v
Andrews®"), and therefore were not expected to make any significant contribution to the
company, nor investigate possible frauds perpetrated by management or executive

directors (Cassidy, 1995).

A director can only reasonably be expected to perform to the extent of their capabilities.
Shareholders appoint directors, and if they appoint incompetent directors who have
inadequate intelligence or experience, then they cannot expect the directors to perform
adequately. The common law test of duty of care does not apply any minimum standard
of performance of a director (Cassidy. 1995), as directors can only be expected to

perform on the basis of their knowledge and experience.

The conduct of directors includes their duty to the company and its stakeholders. It was
first recognised in Walker v Wimborne® that directors have a duty to the company’s
creditors, as any adverse duty to the creditors would most likely have a similar effect on
the company and its shareholders. This decision was the first to recognise this duty and
set the precedent for decisions in many subsequent cases, such as Kinsela & Anor v
Russell Kinsela Pty Ltd”, Winkworth v Edward Baron Development Co Ltd* and
Jeffree v The National Companies and Securities Commission™. The High Court of
Australia in Spies v R* clarified that directors do not owe any duty directly to creditors,
however, in considering the duties they owe to the company, they ought to consider the
company’s ability to meet its liabilities and this necessitates consideration of the

company’s obligations to its creditors.

(1884) 25 Ch D 752
*1(1924) 298 Fed 614
#(1976) 137 CLR 1
#(1986) 10 ACLR 395
*(1987) 1 AILER 114
*(1989) 15 ACLR 217
4 (2000) 201 CLR 603
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The ‘Sleeping Director’ (Baxt, 1990a; Sievers, 1993) is a term that has been used for
many years to describe company directors who are inactive on a company’s board. This
goes back to the Marquis of Bute’s Case’” and still continues today. This terminology
was first used in the decision in Metal Manufacturers v Lewis® (Baxt, 2002a). In this
case it was found by a majority decision that the wife of the managing director, while
she was still a director but did not participate in the activities of the company, was not
expected to know what was happening in the company. Kirby J disagreed with the
decision, and his approach was followed in the decision in Statewide Tobacco Services
v Morley”, where the facts were similar. This concept is taken one step further, as was
discussed in the decision in Australian Securities and Investment Commission v Adler
and Four Ors’, where Santow J stated that a director is “not relieved of the duty to pay
attention to the company’s affairs which might reasonably be expected to attract
inquiry, even outside that area of expertise”. This statement relied upon comments

made in Re Property Force Consultants Pty Ltd’' (Baxt, 2002a).

Summary

Directors are expected to act within the scope of their powers, but should use their
knowledge and expertise to maximise their contribution. They have a duty to the
company’s creditors, as any inappropriate action to these and other stakeholders may be

harmful to the company.

3.2.6 Delegation of duties and reliance on others

While a director is expected to pay attention to all of the affairs of the company, no
director is expected to be expert in all issues affecting a company, and can rely upon his
fellow directors for expertise in certain areas (Biala Pty Ltd v Mallina Holdings (No

2)*). In the judgement of this case, a distinction was made regarding the expectation of

7 Re Cardiff Savings Bank (1892) 2 Ch 100
*(1988) 6 ACLC 725

#(1992) 10 ACLC 1233

%0(2002) NSWSC 171

°'(1995) 13 ACLC 1051 at 1061

52(1993) 11 ACSR 785
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the executive directors against that of the independent directors. While the executive
director had a responsibility to verify the information given to him by a third party, he
was excused from doing so due to the trust previously established between these people.
If the executive director was allowed to rely on others, the independent directors could

not have been expected to take a more proactive role.

The ability of directors to rely upon others goes back to the beginning of the twentieth
century. It was rational to allow directors to rely on others to perform the duties
delegated to them as it would be impossible for any one director to supervise all
activities within a company (Dovey v Corey™). In all circumstances, the directors must
take a sensible attitude, unlike the case of Dorchester Finance Co Ltd v Stebbing”,
where directors signed blank cheques without making proper inquiry as to what the

cheques were to be used for.

The decisions in a number of cases subsequent to Biala Pty Ltd v Mallina Holdings (No
2)” reinforce the court’s view that as long as the delegation is undertaken responsibly
(Corporations Act, section 198D) and reviewed regularly, then the directors should be
able to rely on those to whom they have given their delegation. Should those who have
accepted the responsibility of delegation act fraudulently, then the directors should be
able to escape prosecution if the delegation was carried out correctly. This attitude was
taken by the courts in Re Property Force Consultants Pty Ltd’® and in the more famous

case of AWA v Daniels”’.

In Daniels v Anderson’® the court confirmed most of the findings of the first AWA case,
apart from the contributory negligence of the company and the judgement against the
chief executive. The directors had delegated a number of duties to others, as can be
done under s198D of the Act, and were found not to be responsible for the delegates
failing to carry out their duties correctly. In the context of different types of directors,
the court in this case effectively found no difference between non-executive and

executive directors (Greenhow, 1999).

>(1901) AC 477

>4 (1927) Ch 407
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Subsequent to this, the Business Judgement Rule was legislated into the Act under
s180(2). This has given directors the ability to agree to undertake risky transactions
following due diligence on the transaction. There is increased risk in any transaction
entered into by a company that is apart from the normal transactions that company
undertakes. But it is unlikely that a company will grow and increase returns to its
stakeholders without some risk. This Rule allows directors to support these transactions
once they have reviewed all the ramifications of the transaction and concluded that it is

in the best interests of the company to proceed.

The Business Judgement Rule was established through the Corporate Law Economic
Reform Program Bill 2003 (the CLERP Bill) and formally legislated what had
previously been set by precedent, but in a more precise definition. Indeed, in 1968, in
Harlowe’s Nominees Pty Ltd v Woodside (Lakes Entrance) Oil Co NL”, the High Court
found that directors have the right to decide on a company’s interests as long as
decisions were exercised in good faith, and that it is not up to the courts to interfere in
or review those decisions. Section 180(2) of the Act sets out the criteria that the courts
would review relative to the directors’ decision-making process. The specific
transaction in question is not the issue; the decision-making process is the issue (Finlay,

1999). The business judgement rule is as follows:

(2) A director or other officer of a corporation who makes a business judgment is taken
to meet the requirements of subsection (1), and their equivalent duties at common law

and in equity, in respect of the judgment if they:
(a) make the judgment in good faith for a proper purpose; and

(b) do not have a material personal interest in the subject matter of the

Jjudgment; and

(c) inform themselves about the subject matter of the judgment to the

extent they reasonably believe to be appropriate; and

(d) rationally believe that the judgment is in the best interests of the

corporation.

%9 (1968) 121 CLR 483
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The director's or officer's belief that the judgment is in the best interests of the
corporation is a rational one unless the belief is one that no reasonable person in their

position would hold.

Note: This subsection only operates in relation to duties under this section and
their equivalent duties at common law or in equity (including the duty of care that
arises under the common law principles governing liability for negligence)--it does not
operate in relation to duties under any other provision of this Act or under any other

laws.
(3) In this section:

"business judgment' means any decision to take or not take action in respect of a

matter relevant to the business operations of the corporation.

Summary

Independent directors are invited to join boards due to their expertise in specific areas
and their general business management capabilities. They are not expected to have
expertise in all areas and should therefore be able to rely on fellow directors with
expertise in other areas. However, they still must question their fellow directors to make
sure that they are reliable, and to improve their own understanding of these other issues.
Directors also delegate responsibilities for actions to management and should be able to
rely on what management does, and what they in turn provide to the directors. Again,
they should question these sources to make sure that this information is accurate and

complete, and also that they fully understand it.

3.2.7 Summary and conclusion

A review of the relevant common law and legislation explains why independent
directors are expected to perform their roles on boards and in committees established by

boards. This review also identifies why independent directors act as they do. It has been
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shown how the behavioural expectations of independent directors have evolved over
time, in line with the trends in modern business and the economic development of
global markets. To perform to the expectations of stakeholders, independent directors
are expected to undertake certain roles, such as acting with care and diligence, acting
honestly and with integrity, and acting with the legal boundaries of their position, such
as responsible delegation. The performance of these roles to the best of one’s abilities
should result in independent directors bringing a positive benefit to the boards on which

they sit.

Independent directors are expected to behave in certain ways, including the avoidance
of conflict, acting for proper purposes, and generally doing what is right for the
company. This section has identified their duties, which have been established by both
common law precedent and legislation. Carrying out these duties is now an obligation

of independent directors, and results in them undertaking specific roles.

All required duties follow a common theme of acting in the best interests of the
company. Independent directors are now expected to show greater performance and
diligence now than they were in the past. Independent directors are elected onto
company boards by the shareholders, and are expected to act honestly in all dealings on
behalf of all stakeholders. As a greater proportion of the population become
shareholders, either through privatisation of former government-owned enterprises, or
through the growing level of funds invested through compulsory superannuation
contributions, the actions and performance of all board members is coming under
greater scrutiny. As the independent directors are the board representatives who are
more easily voted in or out by the shareholders, their behaviour and contributions are

being monitored more closely, and are now more in the public eye.

Independent directors are not expected to manage the company or to take part in the
day-to-day running of the company. They are expected to act honestly and use their
skills and knowledge to perform their duties, which can be summarised as two main
roles. One is to guide the company’s board and senior management, assisting them to
better perform their jobs. The other role is to monitor the company’s management, to
ensure that they are performing to the maximum of their capabilities and acting honestly

and diligently.
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3.3 The Governance Pillar — the ‘how’

3.3.1 Introduction

Corporate governance is a relatively new issue in the management of organisations with
the earliest uses of this phrase appearing in the early 1980s (CIMA, 2000; Tomasic,
2001; Vinten, 2001; Bosch, 2002; Nelson, 2002).

The concept has been apparent for a significantly longer period, as evidenced by the
Marquis of Bute’s Case®, whereby non-attendance at board meetings was an accepted
defence against liability resulting from fraudulent acts affected at these meetings
(Cassidy, 1995). There is now an exemption for director’s liability should they be
absent for good reason (e.g. illness) per the Corporations Act section 588H (4). The law
has evolved considerably in the last century or so, with influences through both
legislation and precedent established through common law, and is the main control
factor that ensures boards follow good corporate governance. However, the
Corporations Act does not differentiate between independent directors, non-executive
directors and executive directors. The position of common law on this differentiation

varies over time.

Corporate governance cannot be easily defined as it has many interlocking components.
Sims (2003) attempted to create a definition by combining those of others. It has been
stated as “the system by which companies are directed and controlled” (Gay & Simnett,
2000). While this is a simplistic view, it encompasses the two main drivers: direction

and control.

The elements of corporate governance are many and varied and may be moulded to suit
the specific nature of any organisation. A small private company will have fewer
corporate governance requirements as its stakeholders are limited in size and in risk, but
a large public listed company will have a substantial and complex corporate governance
structure as its stakeholders are many and varied, and would be exposed to significant

risk.

% Re Cardiff Savings Bank (1892) 2 Ch 100
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Corporate governance involves every aspect of how a company is run, ensuring that the
company and its employees obey all laws relative to its business, and that the interests
of all stakeholders are taken into account, especially when decisions are made that affect
different stakeholders in different ways. The correct strategy must sometimes be a fine
balance and should consider the overall effect on the company, rather than trying to
maximise the efficiency or effectiveness of one part. For example, to maximise profits
and therefore returns to the shareholders, a company should produce its goods or
services at the lowest possible cost. But, being a good corporate citizen, the company
must comply with all labour laws and environmental controls, so it cannot use child or
slave labour, or means of production that pollute the environment in excess of the

allowable level.

The board of directors is the main driving force behind a company’s corporate
governance strategy. The members of the board are elected by the owners of the
company, another way of considering the principals appointing their agents to manage
their business. The board of directors itself comprises a number of members, each of
whom play a different role in the board process. Recently under considerable scrutiny
are the independent non-executive directors. This group is the focus of this research
study, as their role is not clear. Their 