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EXECUTIVE SUMMARY

Many listed companies are company groups,
consisting of an ultimate listed parent company
and a multitude of group entities including wholly-
owned subsidiaries, partly-owned subsidiaries,
associates and joint ventures. Often, many of the
business activities of the group are conducted
through these group entities.

Companies establish separate legal entities
for various reasons, such as to minimise
corporate taxes or to attempt to “ring-fence”
their risks. These group entities may no longer
be under the direct oversight of the ultimate
parent company. As a result, there is often
insufficient attention paid by the board of the
ultimate parent company to the governance
of these group entities. Not surprisingly, most
corporate governance failures occur within
these group entities outside of the ultimate
listed parent company. In such situations,
whilst the “corporate veil” is seldom pierced
in establishing legal liability of directors of the
ultimate parent, the ultimate parent inevitably
becomes financially liable for the “sins” of

the group entities and also faces significant
reputational damage. The establishment of a
complex group of entities creates corporate
governance problems for the group and for
individuals who are responsible for governance
and management within these group entities.

In this report, we discuss some of the major
corporate governance problems affecting

the group and individuals arising from the
establishment of group entities. Although
some of these corporate governance
problems are a consequence of organisational
complexity and may also occur in business
units, divisions and branches which are not
incorporated as separate legal entities, the
creation of separate legal entities gives rise to
additional challenges and conflicts affecting
the entities and individuals within the group.

We present findings from our research on the
importance of group entities to the overall
performance and financial position of the
largest listed companies in three countries —
Australia, Malaysia and Singapore. We also
report on the disclosures by these listed
companies on the measures they have in
place for governing group entities.

We then propose a framework of governance
measures which parent companies can
consider adopting in governing entities within
the group. We also consider the factors
relevant for determining the appropriate
approach and measures to adopt in governing
these entities.

Our research is motivated by the relative lack
of attention on the governance of entities
within company groups in current governance
regulations, codes of practice, the literature
and corporate practice.

Our study looked at 150 companies listed

on the Australian Securities Exchange (ASX),
Bursa Malaysia Berhad (Bursa) and Singapore
Exchange (SGX). The 50 largest listed
companies on each stock exchange by market
capitalisation as at the end of July 2012 were
included in the study sample. Publicly available
information from company annual reports,
websites and announcements were used to
determine the financial contribution of group
entities to company groups and to identify the
governance mechanisms used by these listed
companies to govern their group entities.

Key findings from the study of the 150
companies include:

e Most of the largest listed companies
consist of many group entities. The
average number of group entities
disclosed by the Australian, Malaysian
and Singaporean companies was 93,
90 and 47 respectively, with the largest
number of group entities for these
companies being 440, 554 and 239
respectively.

e Many of the listed companies are
holding companies only, with most of
the assets and liabilities held by group
entities rather than the parent. This
approach was most common for the
Malaysian companies, with 33 being
holding companies, followed by the
Singaporean companies with 23, and
the Australian companies with 5.



Governance of Company Groups

¢ |n all three countries, group entities
contribute significantly to the financial
performance and financial position
of company groups. For Australian
companies, group entities contributed
an average of 39% of the total profit
for the latest financial year, and 28%
of the total group equity. For Malaysian
companies, the percentages were
45% and 32% respectively, while for
the Singaporean companies, they were
42% and 40% respectively.

Clearly, the performance and risks of group
entities which are legally separate from (but,
often, managerially integrated with) the listed
entity will have a significant impact on the
performance and risk of the listed entity.

Based on the disclosures of governance
measures used by the sample companies
for governing group entities, interviews
and the literature, we classified these
measures into five key categories: “Formal
Group Governance Programme”, “Board

Governance”, “Learning and Communication”,
“Group Policies” and “Audits, Risk
Management and Financial Controls”. Among
the three countries, we found that, on

average, Australian companies disclosed more
information about the measures they have in
place for the governance of group entities. In
all the countries, the most common measures
disclosed are those relating to “Group Policies
and “Audits, Risk Management and Financial
Controls”.

»

We then develop a framework to guide parent
boards of company groups on the governance
of group entities.

The framework includes:

* Measures which can be used as part
of a comprehensive group governance
programme

e Environmental factors which affect the
appropriate approach and measures to
be used

Recommendations

recommendations:

group.

governance of group entities.

In order to improve the governance of company groups, we make the following

1. Regulators should review laws and regulations relating to the fiduciary duty of
directors in company groups, and consider the need to clarify it for directors of parent
companies, subsidiaries and other group entities.

2. Regulators should review corporate governance rules and guidelines to ensure that
boards of parent companies recognise the importance of providing adequate oversight
and guidance for entities throughout the group, while respecting the duties and
responsibilities of boards of group entities to safeguard the interests of the group entity.

3. Regulators should recognise the need for laws and regulations imposing duties
and responsibilities on boards of both parent companies and group entities to be
accompanied by adequate guidance to assist these boards to interpret these laws
and regulations, thereby minimising inter-board conflicts.

4. Boards of the ultimate parent company in company groups should ensure the issue
of governance of group entities is discussed and well-communicated throughout the

5. Company groups should utilise the framework we have presented in this report
for discussing and evaluating the approach and specific measures to be used for

6. Company groups should improve their disclosures of key measures they have put in
place to ensure good governance of the entire group.




INTRODUCTION

In 2011, Sime Darby Berhad (SDB), one of
the largest listed companies in Malaysia,
introduced new measures intended to
strengthen its group corporate governance.
One of the key changes was the establishment
of six “Flagship Subsidiary Boards” (FSBs)
to enhance governance of the Group’s core
businesses. These FSBs are intended to
assist the ultimate parent board to have
better oversight over their different business
segments.

The establishment of these FSBs as part of
wide-ranging corporate governance reforms
followed an announcement in 2010 that SDB’s
earnings could be as much as RM964 million
(approximately US$318 million) lower than in
2009 because of losses in its Energy & Utilities
(E&U) division. These losses were due to major
cost over-runs in four projects.

SDB’s sprawling businesses extend across six
major industries in more than 20 countries,
with over 550 group entities (including
subsidiaries, joint ventures and associates)'.
The E&U division, which contributed 2.9%? of
the Group’s total revenue in 2010, was
considerably smaller than the other divisions,
but caused significant financial and
reputational damage to its listed parent.

This raises the question as to whether the
SDB board and management paid insufficient
attention to the E&U division because of its
relatively low level of investment and revenue
contribution. Group entities which are relatively
immaterial in terms of investment and revenue
contribution may pose significant risk to the
entire group because of a lack of proper
systems, processes and oversight.

SDB provides a good example of the issues
found in many company groups - operations in
different industries and countries with different
rules and regulations, conducted through

a complex network of entities with different
degrees of managerial control and board
oversight.

“The larger the component is, the more
attention you pay to those subsidiaries. The
more insignificant they are, the less attention
you pay to them, and that’s where the
problem comes.... It could be small, but there
is a lot of risk taking.... A good example is
Barings Bank. It was not a significant operation
[in Singapore], but it became a significant
contributor to risk taking.?

Head of Audit, Big 4 accounting firm

Many company groups only pay attention to
the governance of their group entities after a
scandal or failure has occurred.

“Bhopa/ was a big wake up call to the major
chemicals companies to pay more attention to
subsidiaries”

Finance Director, Multinational Chemicals
Company

To minimise the risk of governance failures in
group entities causing significant financial and
reputational harm to the entire group, a pro-
active approach to the governance of group
entities is needed.

In this report, we propose a framework

that can be used to guide the board and
management of the ultimate parent company
in considering the approach and the specific
measures which should be adopted in
governing group entities.
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SUBSIDIARY/GROUP

GOVERNANCE

In the literature, the term “subsidiary
governance” has emerged as a relatively
new term to describe the governance

of entities within the group, but research

and guidance on this topic remain sparse.
Subsidiary governance has been defined as
“an organised system for forming, governing,
maintaining and dissolving the legal entities
within a group of related companies.” Such
legal entities can include wholly-owned and
partially-owned subsidiaries, joint ventures,
associated companies, special purpose
entities or vehicles, trusts and other types of
entities. A strict definition of a subsidiary refers
to a legal entity which is majority-controlled
by a parent. However, many group entities
are not majority-controlled by a parent, but
the parent has joint control (as in the case of
a joint venture) or only significant influence
(as in the case of an associate). Therefore,
the term “subsidiary governance” when

used to describe the governance of the
myriad of entities within a group is somewhat
misleading. In this report, we use the term
“group governance” to refer to the governance
of different entities within a group.

Currently, even though most companies

are actually company groups with many

group entities (or are themselves part of a
larger company group), corporate law and
regulations in most countries focus on the duty
of directors to the “company” as a separate
legal entity rather than to the group.* Codes
and guidelines on corporate governance
targeted at listed companies make little
reference to the governance of group entities,

In Australia, section 187 of the Corporations
Act permits a director of a wholly-owned
subsidiary to act in the best interest of the
holding company under certain conditions.
These conditions include authorisation by the
subsidiary’s constitution; the director acting

in good faith and in the best interest of the
holding company; and the subsidiary is not
insolvent or becomes insolvent because of the
director’s act.? However, according to Mescher
and Bondfield: “The corporate group structure
continues to be a challenge for directors

of group companies. There are differing
standards in the interpretation of the duty to
act in the best interests of the company.”®
As a result, directors in company groups
face ambiguity about their fiduciary duty and
are essentially left on their own to deal with
conflicts between their duty to the company
and to the group.

The lack of regulatory attention to governance
of group entities also means that “parent
companies” often pay insufficient attention to
group governance for several reasons:

- Group entities are separate legal entities
with their own boards. The board of the
parent company may feel that governance
of group entities can be left in the hands of
the boards of these entities. In the case of
financial institutions in particular, regulatory
approaches may encourage this “hands
off” approach from the holding company.

- Parent companies of groups may view
governance of group entities as irrelevant.
This is especially true where these entities
are wholly-owned subsidiaries, and the
parent company may govern and manage
these subsidiaries like branches, business
units or divisions. This effectively renders
the boards of the group entities a charade
and merely there for compliance with
regulations requiring them to have boards
of directors.

- In the case of joint ventures, where
relationships between shareholders are
stated in the joint venture agreement, the
parent may also view their governance as
irrelevant.

- Where financial investments in group
entities are relatively low, parent companies
may take a complacent view that adverse
events in these “non-material” entities do
not pose significant risks to the group



“This is a neglected area of corporate
governance amongst academics, practitioners
and policy makers. Group entities pose

a challenge to traditional concepts of
governance. Company law in most
Jjurisdictions typically expects the boards

of such entities to define the best interests

of their companies in an independent and
objective manner. And yet the ownership
structure of such entities — and the constraints
that such ownership places on directors and
boards — means that such independence

is very difficult to achieve in practice. The
interests of the parent company typically
override those of the group entities. This
places the directors of such entities in a
legally ambiguous and potentially vulnerable
position. ”?

Academic and adviser on governance
policy to firms and regulators in the UK

In practice, the financial performance of many
companies is highly dependent on group
entities outside of the ultimate listed parent
company. Often, the parent company is a
holding company with no business operations
or is a corporate identity holder.”

Further, the parent company will often have
to ultimately take responsibility for financial
losses incurred by the group entities and
suffer reputational damage from corporate
governance failures in these entities.
Inevitably, the board and management of
the parent company, rather than the board
and management of the group entity, are
the ones facing the public scrutiny. There
are many recent examples where this has
happened, such as the BP Deepwater Horizon
disaster and the News Corporation phone
hacking scandal, both of which occurred

in group entities with their own boards and
management.

“The JV/subsidiary or associate may have no
understanding of the risks it could cause the
Parent. Practices which might be perfectly
legal in the subsidiary’s local market (if a
geographical subsidiary) may not be legal
elsewhere. These can be legal, reputational,
FCPA issues, Bribery Act issues and so

on. Given the risk profile is higher than if

the subsidiary were trading independently,
increased or more appropriate governance
may be needed. the trick is to ensure this
does not stop the subsidiary trading effectively.
Aside from the governance issues, the
holding company may need to have clear set
of objectives for what the relationship is for,
particularly if the subsidiary is required to use
central services, and competes with other
organisations.?

Senior Director of UK PLCs

Regulators of financial institutions have
become more aware of the potential
problems of governance of group entities and
increasingly apply strict corporate governance
requirements on all entities within the group,
whether listed or unlisted and whether wholly
or partly-owned. For example, Bank Negara
Malaysia, the Malaysian central bank, expects
the board of a financial institution and its senior
management to set the general strategies
and policies of the group and its subsidiaries®
and, at the same time, expects that the
parent board will respect the corporate
governance responsibilities at both the parent
and subsidiary level. In order to achieve this,
the parent board is not permitted to prejudice
or diminish the corporate governance
responsibilities of the subsidiary’s board and
senior management®. For financial institutions,
regulators often require even wholly-owned
subsidiaries to have independent directors
from outside of the group, something which is
relatively rare outside of financial institutions.
Such regulations for financial institutions

have undoubtedly raised awareness of the
importance of governance of entities outside
of the ultimate parent company. However,
they have also increased intra-group tensions,
including between boards of the parent and
the group entities, and the conflicts faced by
individuals who are responsible for governance
and management throughout the group.
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COMMON GOVERNANCE
PROBLEMS IN GROUPS

Corporate governance problems in groups
generally arise where there are unrecognised
or inappropriately resolved conflicts between
the parent and entities within the group.

The conflicts can manifest in a number of
ways, such as:

e Regulatory conflicts: Laws and
regulations in the jurisdictions where the
parent and group entity are domiciled
can be in conflict. Examples we have
come across include differences in
the requirements of data protection
legislation, differences in disclosure
requirements and different attitudes to
dividend remittance.

e Commercial or managerial conflicts:
Such conflicts are pervasive and arise
in a myriad of guises. Some examples
we have encountered include:

- New product launches — a product
which a parent wants to launch
but which is not seen to be in the
interest of the subsidiary.

- Safety regulations and approvals
- parent company unwilling
to disclose detailed product
formulations to the subsidiary.

- Transfer pricing - parent company
unwilling to disclose basis of
charges to the subsidiary.

- Sarbanes-Oxley “sign off” - parent
company unwilling to disclose basis
of “management charges” to the
subsidiary.

- Conflict over director appointments
with the subsidiary’s nominating
committee.

- Conflict over senior executive
remuneration with the subsidiary’s
remuneration committee.

- Parent company seeking
confidential information from
directors of an associate company.

- Conflicts between the interests
of two subsidiaries, e.g., factory
closures and other supply chain
decisions.

- Conflicts between the organisational
and national cultures of the parent
and the subsidiary.

“The most obvious situation [of a conflict]

is where the group entity and the parent
group engage in transactions with each
other in a way that favours the parent entity
at the expense of the group entity. This

may be achieved through non-commercial
transfer pricing. Another scenario is where

a parent entity uses a group company to
distance itself from certain types of activity
and thereby preserve its own reputation or
financial liability at the expense of the group
entity. A famous case in the UK was that

of Adams v Cape Industries [1990], where
Cape Industries used various subsidiaries to
manufacture and market asbestos products in
the US, and thereby was able to avoid liability
in subsequent court cases brought by US
employees on health grounds. Other examples
are the use of subsidiaries to shuffle profits
between jurisdictions for tax reasons (e.g.
Starbucks and many other US technology
companies who pay very little tax in the UK
despite huge turnover)...”

Academic and adviser on governance
policy to firms and regulators in the UK

These “corporate” conflicts in turn create
conflicts for individuals who are responsible
for governance and management within the
group.



“Repatr/az‘ion of dividends to the Group is a
common area where there can be tension/
challenges for a subsidiary board. In some
countries, the regulatory environment

adds to the difficulties faced. Independent
directors often challenge why profits in their
subsidiary country are not reinvested in the
local franchise (i.e. distribution channels or
simply to increase capital). We spend a lot

of time reinforcing the broader benefits of a
subsidiary operating in a wider Group (such

as funding, cross boarder capabilities and
therefore being able to deliver a wider range of
products/solution in a timely and co-ordinated
manner)....Booking transactions that have
been originated overseas on the balance sheet
of a subsidiary in another country can also
bring confiict.”

Company Secretary in major PLC with
subsidiary governance responsibility

The complexities of dealing with conflicts are
given an additional level of difficulty when they
occur in an entity separate from the parent,
where laws and regulations in some cases
place additional responsibilities on companies
and individuals which can supersede those of
the line management chain of command.

The following hypothetical case, developed
from actual scenarios, illustrates the conflicts
by individuals who hold directorships in several
group entities.
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Case:

Frank Wee serves as an independent non-
executive director of First Bank, a commercial
bank incorporated and based in Hong Kong.
He lives in Hong Kong and is a citizen of
Singapore.

First Bank is a wholly owned subsidiary of
First Holdings Company, incorporated and
headquartered in Singapore. Frank is also

an independent non-executive director of
First Holdings and of Best Lease, a leasing
company that is also owned by First Holdings.
Best Lease is incorporated in Bermuda and
based in Macau.

First Holdings requires that First Bank
purchases its entire payroll processing services
from another wholly owned subsidiary of First
Holdings, even though independent vendors
offer the same services at a lower price.

First Holdings also requires First Bank to pay
monthly management fees to First Holdings,
even though First Holdings provides no real
services.

Best Lease has run into serious financial
difficulties as a result of an economic
downturn and Best Lease is in on the verge

of insolvency. First Holdings, the common
shareholder of First Bank and Best Lease,
would be severely hurt if Best Lease collapses.
First Holdings requests that First Bank lend
money to Best Lease and issue a series of
letters of credit to support Best Lease’s deals.

Clearly, in the above case, Frank Wee

faces conflicts from holding directorships in
several companies within the group, and it is
difficult for him to act in the best interest of
all the companies in which he is a director.
The fact that the different entities operate in
different jurisdictions can create additional
complications.

Based on our experience and interviews

and conversations with individuals who are
directors or management in company groups,
we believe that individuals often face role
conflicts from holding directorships in several
group entities, which can confuse these
directors.

The conflicts are arguably worse when
directors of group entities are employees
elsewhere in the “group”. They may also act as
a “shareholder representative” and “manager”
of the group entity and/or other group entities.
We have also encountered situations where
the directors of a joint venture are mid-level
managers drawn from entities in two different
groups with different domiciles, neither of
which is the domicile of the joint venture.

The consequence is that these individuals may
have to balance different duties which may
conflict:

- The duty of an employee to act in the
interest of the employer and obey
reasonable, lawful instructions (note that
they may have more than one “employer”
in the group).

- The duty of a director to act in the interest
of the company of which s/he is a director
(and they may be a director of many group
entities).

- The duty of a shareholder representative to
act in the interest of the shareholder s/he
represents.

“There have been many instances in which
there have been conflicts between two
shareholder representatives in the Board.
Dispute resolution clauses have ruled the
manner in which these disagreements are
resolved. Failing this, an amicable resolution
is always the first course of action. Inter-
Board disputes are rare as there is no regular
medium in which these two bodies can
interact.”

Director of major Asian MNC

The quote above suggests that parent boards
avoid direct disputes with the boards of
group entities because they have “delegated”
the resolution of disputes to representatives
they put on the boards of the group entities.
These representatives are then put in an
unenviable position of dealing with the kinds
of role conflicts we discussed above, and may
therefore be pressured to support decisions
that are in the interest of the parent but not in
the interest of the group entity.



In our interviews, we found that management
in company groups are often aware of the
potential for conflicts which individuals within
the group may face, but often, the attitude

is that those conflicts will be surfaced and
satisfactorily dealt with.

“To consider conflicts of interest, there are
two things. Firstly, you always work for your
parent company that is where your long-
term career is. Secondly, it could be that the
parent company wants you to do something
that might be legal from their perspective but
might not be legal from the local perspective,
then you have to stand up and say no. And
you explain to the parent company why you
aren’t going to do that. Nobody gets hurt. So
sometimes it’s legal issues, or sometimes it’s
unrealistic expectations, such as growing the
JV by so much, when it cannot be done. There
could be different motivations sometimes to
do things.”

Senior Asia-Pacific Director of Accounting
of listed European MNC

“ would say our wholly-owned subsidiaries
are like operating divisions, except that the
directors of subsidiaries do have their own
separate fiduciary duties. But so far, we've
never had conflicts. Subsidiaries’ interests

are usually aligned with the whole group’s
interests. So when they sign off on their board
resolutions, it will not conflict with their duties
as directors. But in the instance where there is
a conflict, then we have to be really careful.”

Group Company Secretary, listed Asian
MNC

Although, in theory, one would expect
individuals to put their duties under the law
ahead of their other duties, the practice

is often very different. How else would we
explain the regular reports of employees who
have broken the law or behaved unethically
even though they are subjected to codes of
conduct imposed by the parent company that
clearly prohibit them from doing so?

In our experience, there is often little sympathy
or understanding of the conflicts placed on
individuals holding directorships in group
entities from parent Boards and directors. As
a consequence, the impact of governance
problems on company groups and individuals

is often over-looked and in most organisations,
little training or guidance is provided for the
individuals who face these conflicts.

Employees and/or directors of subsidiaries
are often uncomfortable raising these issues,
feeling that doing so may damage their career
prospects or continued retention as a director,
although they appear acutely conscious

of them. We have heard comments from
directors of subsidiaries and parents that the
view from the top is “don’t get an inflated idea
of your own importance, you’re not a real
director” and “your job is just to implement
what the parent board decides, not to make
problems”.

The following case, based on actual events,
highlights the challenges faced by an individual
who wore the hats of an employee, director
and shareholder representative within a large
company group.

Case

XYZ company operates in a South American
country and is a 49% owned group company
of a UK parent (UKP). The remaining 51% is
split between two local partners (A&B) with
equal holdings. UKP is in turn owned by
another UK parent, ANO, a very large, old and
well respected company.

UKP has a contract for the management of
XYZ. XYZ has been in existence for 15 years
and has paid regular dividends to the parent
company.

The CEO of XYZ has been in place since
inception. He is seen as probably the best
CEQ in UKP and always beats his budgets. He
is also the major shareholder in local partner A,
with his wife as the other shareholder in A.

A very wealthy local investor who now lives in
a remote part of the country owns partner B.
His investment in B is a very small proportion
of his total wealth.
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The Board of XYZ comprised of the CEO, his
wife and the regional director of UKP, who is
based in the country and chairs the Board of
XYZ. He also chairs the board of a number of
other subsidiaries in different countries around
the region and is a member of the UKP Board.
The regional director is newly appointed to the
role in succession to a very highly regarded
regional director who has been promoted to a
more senior post in another subsidiary of ANO.

The newly appointed regional director is asked
to sign three dividend cheques; one to UKP,
one to A and one to another party. He notes
that the third cheque is not made payable to B
but to another company F.

When the newly appointed regional director
asks why the third cheque is made payable to
F he is told:

1. This is the long-standing practice

2. There s a letter authorising B’s
payments to be made to F

When he views the letter of authorisation to
direct dividend payments to F, he notices that
it is signed by the wife of XYZ's CEO.

On investigation, F turns out to be a company
whose shareholders are the CEO of XYZ, his
son and a sweeper from the factory. On further
investigation, it turns out that the equivalent of
GBP 4 million has been paid to F rather than
B.

UKP and ANO have suffered no loss as

their dividends have been properly paid. The
auditors of ANO, UKP and XYZ are one of
the Big 4 firms and have never raised any
questions about the payments to F, nor have
UKP’s internal audit team. The owner of B
seems unaware of any problem.

In the above case, the new regional

director was put in a predicament as he

was concerned that raising the issues may
jeopardise his career. In the case that formed
the basis of this example, he did raise the
issue and it was satisfactorily resolved.
However, it is possible that employees in such
situations will choose not to raise the issue,
which can cause financial or reputational
damage to the group.

Parent Boards therefore need full and open
communication from the directors of group
entities to anticipate and pre-empt problems
that may damage the parent and/or the group.
They also need to put in place appropriate
measures to ensure that issues that occur in
group entities are dealt with appropriately.

Unfortunately, the most frequently adopted
approach to the problems of group
governance appears to be to ignore them and
hope for the best. The effect of this is to place
the burden on the shoulders of directors of
these entities. It can sometimes appear that
the objective of the parent board is “plausible
deniability” - directors of group entities are
“expected” to do the “right thing” but also to
be “team players” and not to “rock the boat”
and implement the holding companies policies
without question.



PREVIOUS RESEARCH ON
GOVERNANCE OF GROUP

ENTITIES

In one of the earliest studies on the
governance of subsidiaries in 1987, Kriger and
Rich examined the role of boards of directors
in subsidiaries of MNCs and found that such
subsidiary boards can be useful in providing
governance and advice to local subsidiaries. ™

In 2003, the Global Corporate Governance
research initiative at IMD in Switzerland
launched a research project on subsidiary
governance focusing mostly on European
MNCs'". The research found that there

were three distinct models of subsidiary
governance, based on the ownership
characteristics of the particular subsidiary
involved. In the first model, the subsidiary
maintains a board that is active in subsidiary
management. This model was most common
in joint ventures and subsidiaries with multiple
and minority shareholders. As the following
quote illustrates, governance problems in such
entities seem to be well-recognised, although
not necessarily adequately addressed.

“The conflict may be more in a JV. The group
says, let’s extract more for ourselves. Then the
group puts you there as a nominee director
and wants you to take more than is your
share. But if you are a director of that JV, you
cannot do it. It's a conflict and you cannot
listen to the main board, or you will run foul of
the law as well. What do you do? You have to
fend off the pressure and say, we need to do
what’s right for the joint venture. So if you have
the right people, you will have no issue. But
with the wrong people, you may have these
problems.”

Independent director of listed companies
and nominee director in several foreign
joint ventures and former Asia-Pacific CEO
of U.S. MNC

Under the second model, the subsidiary

has a board, but its role is formal in nature,
essentially being a “rubber stamp”. This type of
model was found in all sorts of entities. Such
boards are often mandated by law and deal
with regulatory issues only, for example, legally
required reporting.

The most common was the third model,
where the subsidiary is wholly owned by its
parent and there is no dedicated board at
all. Under this model, group headquarters
tries to avoid managing the subsidiary via a
local board unless it is required to do so by
law. The subsidiary management interacts
directly with other management layers in the
group, as if it were a department rather than
a separate company. Governance-related
contact between the subsidiary and group
headquarters tends to be related only to
administrative and legal matters.

As illustrated by the following quotes, the
second and third models of governing wholly-
owned subsidiaries are still prevalent today,
with many companies still managing them like
branches and divisions. This is despite the fact
that from a legal standpoint, there are directors
in these subsidiaries with their own fiduciary
duties to the subsidiary concerned.

“ror wholly-owned subsidiaries, most
major decisions are made by corporate
headquarters, including appointment of
audlitors, tax consultants and bankers....
Our treasury and financing is very tightly
controlled”

Group CFO, listed Asian MNC

11
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“For us, subsidiaries are often wholly-
owned... They are not independent at all, they
are subject to direction by the [parent] board.
For our Group, the board is in [city in Europe],
and for other MINCs like ours, there is only one
group of shareholders and those shareholders
are at the listing location. So when you talk
about 100% owned subsidiaries, they are

no different from the board of the holding
company in a listing location. They are no
different; they are 100% under the control of
the board in the listing location. So we have
100% owned subsidiaries around the world,
they are a different legal entity but they are

not a different business entity. So, if it is 100%
ownership, it is very clear that they do exactly
as they are told. Separate legal entity, but not
separate management entity...*

Senior Asia-Pacific Director of Accounting
of listed European MNC

“If it's a 100% owned subsidiary, what's the
issue? There is no issue at all....\When you
own 100%, you are at liberty to do anything
you wish. There is no corporate governance
here.”

Independent director of listed companies
and nominee director in several foreign
joint ventures and former Asia-Pacific CEO
of U.S. MNC

The corollary to such a “centralised” approach
to governing and managing group entities is
that the board and management of the parent
board should still be held legally responsible
for what happens in those entities, since

the boards of the group entities are largely
there to implement directions from the parent
company. In effect, the directors of the parent
board are shadow or de facto directors of the
group entity. In such cases, there would be a
strong case to impose fiduciary and other legal
duties (e.g., anti-bribery, health and safety) on
directors of the parent board to not only act

in the best interest of the parent company,

but to the group as well - or at least those
group entities which are essentially divisions or
branches but which are separate entities only
in strict legal form. Otherwise, the duties of the
directors are not aligned to their authority and
decision-making powers. Such a mismatch
between duties and authority can create
serious problems for individuals and company
groups.

In 2006, Brellochs and Steger examined why
subsidiary governance is not evident in most
company groups'@. They attributed this to the
following three reasons (which they argued
were fallacies):

- Firstly, if the group’s share price cannot be
affected by subsidiary governance, there
is no need to implement it. Governance
efforts should thus be concentrated on the
parent company.

- Secondly, if the law does not mandate
subsidiary governance, then it is not
needed.

- Thirdly, if the parent company’s
management delegates the management
of subsidiaries to local management, it is
also assumed that the local management
will take care of subsidiary governance.

These views are of concern as they

suggest that many companies ignore

the importance of group governance for
improving the performance of the overall
group and protecting the rights of subsidiaries’
shareholders and stakeholders.

In 2007, Brellochs published a dissertation
where he examined the corporate governance
of subsidiaries in MNCs. He highlighted

that effective governance of group entities

in MNCs may prevent scandals associated
with subsidiary governance and improve
operational efficiencies in parents.®

In 2008, Jorgenson emphasised the
complication of governance issues at the
“subsidiary level” as a result of globalisation
driving increasing business complexity

and regulatory expectations'. She also
highlighted the need for subsidiary governance
programmes to be implemented as the boards
of parent companies “can’t do it all”. She
argues that an effective subsidiary governance
programme is essential for parent companies
to be assured that “downstream governance”
reflects similar values as those of the parent.



In 2010, Sabatino and Wolf advocated the
importance and advantages of developing
a subsidiary governance system'. They
highlighted the ability to investigate and
respond thoroughly and quickly if there is
alleged wrongdoing in a remote entity as a
benefit of a robust subsidiary governance
system.

A 2009 article by Windsor documented the
challenges that make it difficult for MNCs to
tighten corporate governance, even if they
wanted to'®. These MNCs face pressures from
different stakeholders such as government,
international institutions and non-governmental
organisations. Their geographical diversity
results in significant variance in the legal
systems and cultures they experience.
Without international standards for corporate
governance and reporting, these large groups
find it challenging to implement a governance
framework that can be applied to all its group
entities.

Costello and Costello suggested in a 2009
paper that subsidiary governance mechanisms
are needed to align the interests of its
headquarters and its subsidiaries. They also
highlighted the importance of adjusting the use
of corporate governance mechanisms from
subsidiary to subsidiary and that there is no
one-size-fits-all approach'.

The limited research on governance of
company groups has focused largely on

the “corporate” perspective to this issue,
rather than on the issues faced by individuals
who are often put in difficult positions when
governing and managing in group entities.

13
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RESEARCH ON COMPANY
GROUPS IN AUSTRALIA,
MALAYSIA AND SINGAPORE

In order to increase awareness of the
importance of governance of groups and to
assist directors and senior management in
improving the governance of group entities,
we undertook a research project which was
conducted in two phases:

- The first phase was to examine the extent
to which the performance and financial
position of groups are dependent on group
entities.

- In the second phase, we examined
the practices used by the listed parent
companies to govern group entities as
disclosed in the annual report and other
public sources.

Based on these practices, interviews, the
literature and our own experience, we
develop a framework setting out the key
governance measures that can be used
to better govern group entities and the
factors which affect the approach and the
selection of measures.

Phase One

For this phase, our sample consisted of 150
companies listed on the Australian Securities
Exchange (ASX), Bursa Malaysia Berhad
(Bursa) and the Singapore Exchange (SGX).
The 50 largest listed companies on each stock
exchange by market capitalisation as at July
2012 were identified. Trusts and companies in
the real estate industry group were excluded.

Data for the study were obtained from the
following secondary sources:

e Latest annual report of the company

e Company announcements on the
respective stock exchanges

e Company website

The following were determined using the
secondary data sources:

e Number of subsidiaries, associates and
joint ventures owned

e Whether the parent company of the
group is a holding company

e Non-parent profit after tax as a
percentage of consolidated group profit
after tax for the latest financial year,
and non-parent equity as a percentage
of consolidated group equity as at the
end of the latest financial year

Phase Two

Phase Two involved researching the current
governance mechanisms that company
groups have in place to govern their group
entities. Information from the secondary
sources of the same 150 companies studied
in Phase One was used.

In addition, interviews were conducted with
industry practitioners to gain an understanding
of the governance mechanisms currently used
by groups and the practical challenges that
practitioners face in the governance of group
entities.

A recommended framework for governance of
group entities was then developed.



FINDINGS

Malaysian and Singaporean companies is
Nur!“_)er Of GrOUp 93, 90 and 47 respectively, with the largest
Entities number of group entities for these companies

being 440, 554 and 239 respectively. On
Figures 1 to 3 show statistics on the different average, wholly-owned subsidiaries make up
types of group entities for the sample more than half of the group entities for the
companies in the three countries. The average companies in each of the three countries'®.

number of group entities for the Australian,

Figure 1: Number of group entities in the largest 50 Australian-listed
companies
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Figure 2: Number of group entities in the largest 50 Malaysian-listed
companies
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Figure 3: Number of group entities in the largest 50 Singaporean-listed

companies
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Listed Companies
which are Holding
Companies

Many parent companies are essentially pure

holding companies, where most of the assets
and liabilities are held by group entities, and

B Maximum

M Average

JVs Total

most of the profits and cash flows are derived
from these entities. However, this is less
common for the Australian-listed companies,
with only 5 being holding companies. For the
Singaporean-listed companies, 23 are holding
companies, while for the Malaysian-listed
companies, 33 are holding companies.



contribution Of Group and account for a significant part of the

group’s equity. For listed companies which are

Entities to GI'OUP pure holding companies, their performance
Performance and is essentially totally dependent on the

- - i performance of the group entities.
Financial Position

Table 1 below shows the equity and profit
contributions of group entities to overall group
equity and profits.

For most companies in our sample, group
entities outside of the ultimate listed parent
company contribute significantly to the
overall financial performance of the group

Table 1: Financial Contributions of Group Entities

Average equity contributions Average profit contributions
Count Non- t after-t
i Number of Non-parent equity/ | Number of On, parent aner-tax
: . : profit/group after-tax
companies group equity companies .
profit
Australia 36 27.66% 34 39.30%
Malaysia 45 32.32% 45 45.03%
Singapore 46 39.64% 36 41.96%

Note: Companies are excluded from the analysis under the following situations : (a) where total
equity of group entities outside the listed parent is negative ; (b) where the listed parent has negative
after-tax profit; (c) where total after-tax profit of the group entities outside the listed parent is
negative ; and (d) ratios exceed 100%. This is to avoid negative ratios and outliers affecting the
computation of the averages,

It is clear that group entities contribute significantly to the profitability and financial position of
company groups and that the performance and risks of group entities will have a significant impact
on the group and the ultimate listed company. This makes the governance and management of
these entities of critical importance.
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Group Governance
Measures Disclosed

We then assessed the extent of disclosure

of group governance measures classified

into the following major categories, “Formal
Group Governance Programme”, “Board
Governance”, “Learning and Communication”,
“Group Policies” and “Audits, Risk
Management and Financial Controls” , defined
as follows:

e “Formal Group Governance
Programme” refers to a formal
and comprehensive approach to
governance of entities throughout the
group, such as having a comprehensive
group governance framework or policy,
formal policy on creating and dissolving
group entities, a central database
tracking all group entities and a head of
group governance.

e “Board Governance” refers to
measures involving parent company
directors or management sitting on
boards of group entities, appointment
of nominee or independent directors,
and board committees with group-
wide responsibilities in areas such as
remuneration, nomination of directors,
human resource management,
compliance, health and safety, and
sustainability

e “Learning and Communication”
includes formal training programmes
for directors and senior executives
of the parent company and group
entities, site visits by directors and
senior executives of the parent, formal
interactions between directors and
senior executives of the parent and
group entities, and group-wide internal
control/risk/fraud awareness sessions.

e “Group Policies” refers to group-wide
policies in areas such as business
conduct and ethics, risk management,
whistleblowing, remuneration, authority
limits, and treasury

e “Audits, Risk Management and
Financial Controls” refers to practices
such as group-wide risk management
and systems, internal audits,
control self-assessments, written
representations/assurances, budgets
and management accounts

We did not find any companies disclosing
that they have a formal and comprehensive
programme for the governance of entities
throughout the group. Among the three
countries, we found that, typically, Australian
companies disclosed more information

about the measures they have in place for
the governance of group entities. The most
common measures disclosed are those
relating to “Group Policies” and “Audits, Risk
Management and Financial Controls”. Nearly
all disclosed group-wide policies on business
conduct/ethics and diversity/equal opportunity,
while a large number also disclosed group-
wide policies on whistleblowing, remuneration
and sustainability.

Disclosures on “Group Policies” and “Audits,
Risk Management and Financial Controls”
are also more common than other measures
for companies in the other two countries.
They were also commonly cited by those we
interviewed.

“We have our corporate policies: We have
anti-corruption, code of ethics, competition
policy, a whole string of policies at corporate
headquarters. What we do is we cascade

it down to our subsidiaries and get them

to apply them at their own subsidiary
groupings.... For wholly-owned subsidliaries,
we control the board, so it is not a problem
to cascade down policies, accounting
procedures, authorisation matrix, and so on.
It is only where we have jointly-controlled
entities, where we have to deal with the

JV partners, which may have their own
procedures and policies, and they may be
more lax or strict that us.”

Group Company Secretary, listed Asian
MNC



“There must be a broad framework because
when you have a group, although you have
subsidiaries to focus on what they are doing,
as a group you want to optimise your human
capital, so you may want to rotate people.
Sometimes, it is to rotate people through
different divisions of the company, or through
different companies in the group, or overseas
or things like that. There must be some broad
framework, because otherwise if you leave it
alone, one company may pay people based
on commission, or once you hit your target
you are paid a certain percentage of your
base component, while another has a higher
base pay. What happens when you want to
move people around? They don’t want to
move because they compare the changes

in income. Hence, there must be a general
framework.”?

Independent director of listed companies
and nominee director in several foreign
joint ventures and former Asia-Pacific CEO
of U.S. MNC

“There is a common whistleblowing policy for
the group, and it works. People do occasionally
make reports. We have a compliance officer -
there is one in Singapore for Asia-Pacific, there
is one in Japan, one in North America, and one
in Europe. These compliance officers report

to the group compliance officer, and there is a
structure for how people can make reports or
blow the whistle.”

Senior Asia-Pacific Director of Accounting
of listed European MNC

In terms of “Audits, Risk Management and
Financial Controls”, most companies disclosed
the use of internal audits and a group-wide
approach to risk management.

“Cascad/'ng the policies is not an issue. At
the end of the year, we even get the senior
management to come back and confirm that
they have done that. Whether they confirm
that in all honesty, or with a pinch of salt, we
wouldn’t know because it is an assurance
Statement. That all comes down to verification
and audit. The audit process is equally
important, the financial reporting process is
equally important.”

Group Company Secretary, listed Asian MNC

“We have many internal controls because

we are a public listed company...we have

a structure in place in the group to give
assurance to the board that the internal
controls in the group are operating as
should....In order to implement that, we have
risk assessment that’s done at the group
level... They think about the risks for the group
financial statements, and consider where are
the major activities occurring for the group,
and in which countries? In which countries do
we need adequate internal controls to cover
the risks for that country? We ensure that the
internal controls are documented and followed
in each of the key locations and we do that
by having a way of documenting and sharing
on a global level. We also do something
called management testing of the internal
controls. So if there are controls that are key
for addressing certain risks, we see that the
internal controls that mitigate these risks are
working.”

Senior Asia-Pacific Director of Accounting
of listed European MNC

In the area of “Board Governance”, about 40%
of Australian companies disclosed that they
appoint directors of the parent to sit on boards
of group entities. Just over 20% disclosed the
appointment of key executives of the parent to
sit on boards of group entities and the same
percentage disclosed the appointment of
independent directors.

Malaysian and Singaporean companies were
similar in terms of disclosure of information on
measures in place. For Malaysian companies,
the most common measures disclosed were
internal audits and group risk management,
with all companies disclosing internal audits
and nearly all disclosing a group approach to
risk management. About 75% of companies
disclosed that they appoint parent company
directors to sit on the boards of group entities
and almost 80% disclosed that they had
training programs to help directors understand
group operations. Compared to Australian
companies, there were fewer companies
which disclosed the use of group-wide
policies. For example, just over half disclosed
group-wide policies on business conduct/
ethics and just over 40% disclosed group-
wide whistleblowing policies.
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The most common measures disclosed by
the Singaporean companies were similar

to the Malaysian companies, i.e., internal
audits, group risk management, having parent
company directors sitting on the boards

of group entities, and training programs to
understand group operations. The frequency
of disclosures of these measures was
comparable to the Malaysian companies.
However, only about a quarter disclosed
group-wide policies on business conduct/
ethics and just over 40% disclosed group-wide
whistleblowing policies. More Singaporean
companies disclosed that they had group
policies on remuneration and sustainability
compared to Malaysian companies, and
having remuneration committees with
responsibilities for remuneration of the group.

“We have the chairman and several of the
directors sit on the boards of subsidiaries.
They are supposed to actually impose their
mandate through their board membership.”

Group Company Secretary, listed Asian
MNC

“Genera//y we appoint a mix of the
management, and these are all people
somewhere in the management. They can be
in the management of the local entity itself,

for example in India, people needed some
directors and they used local management.
Other directors could come from more senior
management in the regional head office here
in Singapore. Some of the directors could also
be from [our headquarters in Europe]. We use
a mix of people.”

Senior Asia-Pacific Director of Accounting
of listed European MNC

One former Asia-Pacific Chairman of an Asian
MNC with a global business, which is widely
recognised as one of the best-governed Asian
MNCs, shared the approach it has in place for
governing the group:

“First is the code of conduct, and it is the
strictest code of conduct I've ever seen.

Every employee or anyone who signs a
contract must sign the code of conduct. This
is mandated. If a contractor does not want

to sign this contract, we will walk away from
it. On top of that, all our companies have
what we call a major business excellence
model. This covers everything: How we
compete, how we produce competitive
returns, how we look at governance, how we
look at compliance. The third piece is how

we manage subsidiaries. Now, one of the
challenges in subsidiaries is that sometimes
they are 100% owned, while sometimes they
are partly owned. In the case of 100% owned
and those under our control, then clearly all of
the business excellence model applies. All the
Ssame standards are used in every subsidiary,
and the subsidiaries go through that same
quarterly board meetings and standards of the
board meetings are similar, depending on the
sizes of the subsidiaries. We prefer sometimes
having independent directors, as they bring
value to a subsidiary, even to wholly-owned
subsidiaries. ”?

Former Asia-Pacific Chairman, listed Asian
MNC



CONCEPTUAL FRAMEWORK OF
GOVERNANCE OF COMPANY

GROUPS

As seen from our research, group entities
are indeed significant. However, there is little
guidance on how company groups should
govern their group entities.

Combining insights from the literature review,
interviews and mechanisms currently used

by the companies in the research sample, we
have developed a conceptual framework of
governance of company groups (Figure 4).
This framework is intended to guide boards of

company groups in thinking about the factors
which they should consider when deciding

on how different group entities should be
governed, and the possible measures that
can be adopted by the group in improving
overall group governance and the governance
of specific entities within the group. It is not
intended to be prescriptive as we do not
believe there is “one size fits all” or “magic
bullet” for governing group entities.
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Figure 4: Group Governance Framework

Formal group governance programme -
Group-wide corporate governance framework/policy

Policy on creation and dissolution of group entities,
such as subsidiaries, JVs, and SPEs

Central governance database of all group entities
Group head of governance

Board governance

Business segment boards

Corporate representation on subsidiary boards
Control over subsidiary board composition

Corporate board approval of subsidiary board
mandate

Corporate approval of management appointments
Board committees setting group-wide policies

Learning and communication
Formal training programme for subsidiary directors
Director site visits

Formal interactions with subsidiary directors/
management

Group-wide internal control/risk/fraud awareness
sessions

Group-wide policies

Group-wide risk management framework
Group-wide code of conduct
Group-wide whistleblowing policy

Other group-wide policies (e.g., remuneration,
sustainability, diversity and inclusion)

Audits, internal controls and reporting
Corporate approval of delegation of authorities
Group and regional compliance

Group internal audit

Common or corporate approval of external auditor
Certificate of subsidiary compliance with group
policies

Written assurances of internal controls

Control self-assessments

Management accounts

Budgets -




Key Components of the
Framework

The framework considers governance of group
entities along two dimensions—environmental
factors and specific governance mechanisms.

Environmental factors play a significant

role in determining the approach and
governance measures which should be or
can be used . There are two broad categories
of environmental factors—the internal
environment and the external environment.

Internal Environment

One of the key internal environmental factors
to consider is the nature of the group entity.
Group entities vary based on their ownership,
significance, autonomy, risk profile, and extent
of operations carried out. As each group
entity differs in its capabilities, needs and

local challenges, so too must the approach to
governing these entities.

For instance, the governance of autonomous
subsidiaries will differ from that of subsidiaries
operating like branches or divisions. Similarly,
governance approaches will also differ based
on whether the group entities are wholly-
owned or not.

Regardless of the type of group entity, it is
important that the approach and specific
governance measures to be used are
carefully considered by the board and senior
management of the ultimate parent company,
that they are implemented as planned,

and that there is adequate education and
communication for those who are responsible
for its governance.

A crucial component that determines the
governance of group entities is the governance
culture of the group. The board and senior
management of the ultimate parent plays

an important role in setting the tone for the
governance culture of the entire group by their
behaviour. Their actions (or lack of action),

not their rhetoric, exemplifies the governance
culture of the group and forms the backbone
and determines many of the features of the
governance of group entities.

With the right culture and mindset, every
member of every group entity will be aware
of the group’s guidelines on oversight,
management, individual conduct, corporate
social responsibility’® and how they can
contribute to better governance. A group that
values good corporate governance is likely

to go beyond compliance, moving towards
building a strong governance culture that
trickles down to its group entities®.

The operating culture of a group may also
affect governance of group entities. For
instance, a tightly centralised system of group
governance may be optimal in a rules-based
culture, while a looser, decentralised system of
group governance may be optimal in a values-
based culture.

External Environment

The external environment within which a group
entity operates will also have an impact on

its governance. The external environment
includes regulatory requirements, including
legislation and regulations. Where a group
entity is listed, it will also be subject to listing
rules and codes of corporate governance.

Another important element of the external
environment is the national culture where the
parent company is situated, or where the
group entities are situated. An entrenched
culture of good public and corporate
governance in a country can have a significant
bearing on the type of internal governance
used by the local entity of a foreign group.

Approach and Specific
Governance Measures

The board of the ultimate parent is responsible
for determining the approach which should

be taken to govern entities within the group.
Are the group entities to be governed and
managed like branches, divisions or business
units wherever practicable, with the boards of
group entities playing a minimal role? Or will
the parent board set broad guidelines for the
entire group and empower boards of individual
group entities to play a more active oversight
role?
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“The Board of the parent company has
overall responsibility for the governance of

the company and those subsidiaries which

it controls. There may be situations in which
these subsidiaries are under joint control or
are associated companies having separate,
independent Boards. In such in cases it would
not be feasible for them to control the actions
of these entities and hence cannot be held
accountable for such actions.”

Director of major Asian MNC

“itis increasingly important that boards of
parent companies have line of sight and
understand issues being discussed at
subsidiary board level. Direct engagement with
subsidiary boards can be used as an extra
layer of assurance that the issues and matters
brought to the parent board by the senior
executives is consistent with what is flowing
up to the subsidiary boards. However, parent
boards need to strike a balance with regard
to the channels of communication by which
they do this so that they do not jeopardise the
independence of the subsidiary board as a
decision making body.”

Company Secretary in major PLC with
subsidiary governance responsibility

The board and senior management of the
ultimate parent company then need to
determine the specific governance measures
which should be adopted for different entities
within the group. The internal and external
environmental factors which we have
described in the framework can provide the
basis for classifying group entities as a starting
point for determining specific governance
measures which may be appropriate.

In our framework, there are five broad
categories of specific governance measure:

e Formal group governance programme
e Board governance

® [ earning and communication

e Group policies

e Audit, internal controls and reporting

Open and effective communication is critical
for effective group governance.

“By being open and transparent with

the subsidiary board and giving them the
opportunity to challenge and question why any
such transaction would be in the best interests
of the subsidiary provides us with the platform
to explain the overall benefit to the Group and
the ultimate shareholder. Taking advantage

of opportunities to have open dialogue with
the subsidiary directors fosters high levels of
engagement and trust between the parent
board and the subsidiary boards.”

Company Secretary in major PLC with
subsidiary governance responsibility

“ ..we have clear linkages between the PLC
Board and Committees and the Subsidiary
Board and Committees. This facilitates
higher levels of engagement particularly with
the subsidiaries independent directors and
ensure that the Group does not operate as a
collection oft operate as a distinct units*

Company Secretary in major PLC with
subsidiary governance responsibility

“We rarely have strong areas of disagreement.
The subsidiary CEO, with the advice of the
Company Secretary, will take a forward-
looking approach to anticipate the trickier
issues that will come before the board and
where necessary have a briefing session to
give the full context and explain why what will
be put to the board is in the best interests of
the subsidiary as well as the Group. At [our
company], we invest considerable time in
ensuring the subsidiary independent directors
are engaged and PLC directors (including

the Group CEO and Chairman) host annual
calls with them and meet them when they
travel across the Group’s geographies. This
facilitates a more engaging environment

at subsidiary board level and reduces the

risk of matters where there could be strong
disagreements.”

Company Secretary in major PLC with
subsidiary governance responsibility



In our research, we did not find any company
group which disclosed that they have a

formal and comprehensive group governance
programme in place, although there are some
papers which have described the adoption

of such a programme, especially in the
financial industry.?' A formal group governance
programme can include a group governance
framework or policy based on the framework
we have described, but it may also include

a policy on the creation and dissolution of
group entities, such as subsidiaries, joint
ventures, and special purpose entities; a
central database of all group entities which
can facilitate coordination and communication
across the entire group; and a senior executive
responsible for advising on governance
matters for the entire group.

“In all cases the Board will need to pay
attention to all group entities to be in a position
to determine whether the Group’s interests
are served in maintaining an equity interest in
these entities.”

Director of major Asian MNC

| think Boards need a strong compliance/
governance function capable of monitoring
compliance with governance standards at
subsidiaries. There’s a tendency toward self-
certification at those levels where compliance
may not be as high on the agenda as it needs
to be.”

Company Secretary of major UK plc

Implementing the Framework

There are several challenges that company
groups may face as they attempt to implement
the framework suggested. A higher level of
monitoring and coordination with the entities
within the group and a greater commitment

to the governance of the group entities will be
required.

For the framework to be effective, the parent
company and parent board will also need

to seek the participation and commitment

of the group entities and to convince these
entities of the benefits of implementing such
a framework. Parent boards will also need to
be more willing to listen to the concerns of
directors and boards of group entities. Gaining
the support of the entities within the group

is essential for the framework of governance
of company groups to work effectively in
improving the state of governance within the
group.

For groups that do not have a group
governance framework in place, this
framework is useful as a starting point and
provides guidance on the important elements
of governance. For groups that already

have an existing governance framework, the
framework can be used as a benchmark for
evaluating their current practices. However,
companies should ascertain by analysis
whether particular practices are appropriate for
them, as there is no one-size-fits-all approach
to the governance of group entities.

The governance of group entities is important
for company groups to ensure that their entire
group is well-governed. As a practical matter,
group entities cannot be governed effectively
as merely branches of the parent company
that leave all decision-making to the parent
company. Instead, where-ever possible, group
entities should exercise their own judgement,
while raising concerns to the parent company
when there is a need to do so. The framework
can also act as a starting point to empower
subsidiaries to play a greater role in the
governance of the group.
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CONCLUSION

Our research findings show that group entities
contribute significantly to the performance

of company groups, many of which have
extremely complex structures and operations.
Consequently, one would expect there to be a
strong focus on the governance of company
groups.

However, based on the literature review and
interviews with industry practitioners, the lack
of awareness of the importance of governance
of group entities from regulators, practitioners
and commentators is apparent.

Greater awareness of the importance of the
governance of company groups should be
promoted. There is clearly a need for more
interest in and research about, this important
but rather neglected aspect of the corporate
governance “eco-system”.

Company groups want to prevent the
occurrence of any event that can negatively
affect them. In order not to be caught off
guard, we recommend that company groups
adopt or adapt our framework as a starting
point to strengthen the corporate governance
of their group entities. Such an approach will
improve the governance of group entities
within company groups and help avoid
reputational or financial risks.

Recommendations

In order to improve the governance of
company groups, we make the following
recommendations:

1. Regulators should review laws and
regulations relating to the fiduciary
duty of directors in company groups,
and consider the need to clarify it
for directors of parent companies,
subsidiaries and other group entities.

. Regulators should review corporate

governance rules and guidelines

to ensure that boards of parent
companies recognise the importance
of providing adequate oversight and
guidance for entities throughout the
group, while respecting the duties

and responsibilities of boards of group
entities to safeguard the interests of the
group entity.

. Regulators should recognise the need

for laws and regulations imposing
duties and responsibilities on boards
of both parent companies and
group entities to be accompanied by
adequate guidance to assist these
boards to interpret these laws and
regulations, thereby minimising inter-
board conflicts.

. Boards of the ultimate parent company

in company groups should ensure the
issue of governance of group entities
is discussed and well-communicated
throughout the group.

. Company groups should utilise the

framework we have presented in this
report for discussing and evaluating the
approach and specific measures to be
used for governance of group entities.

. Company groups should improve

their disclosures of key measures
they have put in place to ensure good
governance of the entire group.
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