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HISTORICAL DEVELOPMENT OF CORPORATE
GOVERNANCE AS THE BASIS FOR CURRENT
CORPORATE TRENDS?

Abstract

The subject of this paper is to analyze different understandings of the term
,,corporate governance  which is, from the 14" century to the present day, passing
through various stages of development, definitions and procedures, stating the
contributions of individual scientists. Then, it presents and analysis of corporate
governance in the 21° century (the importance of corporate governance is
growing) and the trends that have already begun, expected to significantly alter
this area in the forthcoming period (greater involment of shareholders in the
company s operations, board s performance audit, the number of women in boards,
the transparency of the company). The aim is to present different aspects of the
management and functioning of the company s board, while increasing involvement
of employees (shareholders) in corporate desicion-making. The purpose of this
paper is to highlight the importance of corporate governance in modern business
because with the increase in the number and scope of the organization there is also
an increase of need for management.
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NCTOPUJCKU PA3BOJ KOPITOPATUBHOTI'
YIIPAB/bAIbA KAO OCHOBA 3A AKTYEJIHE
KOPIIOPATUBHE TPEH/IOBE

AncTpakr

TIpeomem pada je pasmamparse pasnuiumux cXeamarsd MepMUHa ,, KOpRopamueHo
ynpaswarse ', Koju je 00 XIV éexa 0o danauiree dana nponasuo Kpos paziuyume ¢gaze
passujarba, oepunuyuja u npoyedypa, y3 Hasolierse 0ONPUHOCA NOJeOUHUX HAYYHUKA.
Tlomom, npedcmassmwena je ananusza kopnopamusHoz ynpassara y XXI eexy (6axcnocm
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KOpNopamugHoe ynpaesarsd pacme) u mpeHoosu Koju cy eéeh nouenu, a ouexyje
ce oa he 3Hauajno mervamu 08y obracm y HapeoHom nepuody (eeha yKmwyueHocm
aKyuoHapa y nociosarse KoMnatuje, pesusuja nepgopmancu o0bopa, noseharve opoja
JrceHa y oobopuma, mpancnapeHmuaocm xomnatuje). Liuw paoa je oa ce npeocmase
PasIuHUmuy Acnekmu ynpassarsd U YHKYUOHUCArba 00bopa kounanuje, y3 nogeharoe
yuewhia 3anocneHux (akyuouapa) y OoHowlery Komnauujckux oonyka. Cepxa paoa
Je ucmuyaree 3Ha¥aja KOpnopamueHo2 ynpaesdrba y cagpeMeHoM Nociosamwy jep ca
pacmom 6poja u obuma opeanusayuja, pacme u nOMpeda 3a YnpasbarbeM.

Kwyune peuu: xopnopamusHo ynpaesarbe, KOMIAHU]A, YRPpaeHu 0060p, CA8PemeHo
NoCn08arbe, KOOEKC, MpPeHo.

Introduction

Corporate governance as a way of thinking occurs centuries before the official
use of this term. It can be said that it began to arise and develop as the companies in
the simplest form of its existence. Starting from small entrepreneurs and their family
business and all the way up to multinational corporations such as known today, the goal
of establishment of each company was and remains to be the same — profit. With the
Industrial revolutions, wars, changes and development of the world as a whole there have
been changes, not only the conditions in which business is conducted, but also the size
and the structure of the company.

The term corporate governance emerged in eighties of the 20" century and its
significance has increased the most at the beginning of the 21* century. To a large extent
it is influenced and shaped by codes of desirable behavior that are applied throughout
the world, but bear in mind that not a small number of companies are adapting codes
to their needs. Even when code is adjusted to a certain organization, in its core code
consists of four cornerstones and they are: openness, integrity, honesty and responsibility
towards shareholders, employees, the environment and all stakeholders. The successful
implementation of the code and corporate governance in general significantly aggravate
the increasingly complex forms of the company, both in structural and in geographical
terms. What further complicates corporate governance in all countries of the world
is changing business environment. Related to that, what also shoud be mentioned are
numerous collapses which, in the world’s leading companies, incurred as a result of
insufficiently analyzed business options and potential (positive and negative) effects of
such decisions taken. Confidence in corporate governance has often been shaken due to
the poor selection of the primary objectives of management, therefore often in question
were brought out their business ethics.

So far, the two biggest challenges of corporate governance were crashes of the
companies from the beginning of 21% century and in the same decade — the global
financial crisis, which put in foreground disadvantages of corporate governance and
the need for greater diversification in boards. All of above are only an indication that
corporate governance over the years is getting more and more attention, and this trend
continues in time to come.
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Origin and development of corporate governance

The idea of corporate governance is centuries old but the expression is new. The
concept of governance is linked to the English writer Geoffrey Chaucer (c. 1343-1400).
This concept in its history carries the stories of many ambitious people who have led
companies into bankruptcy, and often did malfeasances that would increase their personal
wealth (Tricker, 2012, pp. 4-5). There is an opinion that in some way corporate governance
exists at least as much as there are forms of organization in which is possible to come to a
conflict between those who invest their money and capital, and those who manage it.

Even in 18" century Adam Smith in his book The Wealth of Nations (1776) observed
a totally different interests between owners and company managers. From his point of view
it seemed as insurmountable problem for the efficiency of the corporation. According to
him ,,directors, as managers of other people’s money, can never take account of that money
with the same caution as they would with their own money* (Wells, 2010, p. 1251).

The beginning of the 19" century was marked by great economic growth caused
by the Industrial revolution and during this period many companies needed external
capital in order to keep up with this growth. Already in 1807 in France appeared type
of company that makes it possible. In this type of company CEOs were still exposed
to the company’s debt, but external investors had limited liability. In this regard, the
British Parliamend considered the need of raising capital without exposure of external
investors to the risks in case of bankruptcy. Although some members of Parliament
were for the system that was implementing in France, according to the Acts of 1855 and
1862, all shareholders had limited liability — whether they were part of the company’s
management or not.

New changes have occured already by the beginning of the 20" century. In the
UK, US and many other developed countries companies have become large and complex
— shareholders became numerous, geographically widespread and diverse in terms of
expected returns. At that time an increasing number of companies had shares listed on
stock exchange, the number of intermediaries was increasing and thus the investors and
managers became more and more remote. As the years passed many questions have been
arrisen, such as the requirement for companies to have audit committee as a permanent
body which would be composed of independent external directors; or the role of state
enterprise in society and their legal and moral obligations (Cadbury, 1992, p. 16).

The corporate social responsibility concept within which companies integrate
concern for society and environment as a whole and accordingly direct interaction with
shareholders and course of action for the company attracted a lot of attention in the
1970s. Numerous authors have recognized the impact that company activities have on
the external environment and it was suggested that one role of accounting reports should
be focused on this issue. But there were authors who believed that there is no reason
why shareholders would tolerate non-profit activities of the company because it would
reduce their dividends and company’s earnings. On this topic Milton Friedman in 1970
said that ,.,to the company there is only one social responsibility — to engage their funds in
activities that are designed to increase profit, but without violating the rules of the game
(Crowther, 2008, pp. 11-12).

The most importat milestone in the development was the one which referred to the first
concrete shaping and defining this term — the formation of expression corporate governance
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that emerge in 1980s and quickly was accepted worldwide. Already in 1988 Philip L. Cochran
and Steven Leslie Wartick published Bibliography of corporate governance, and only four
years later was founded a research journal that specializes in this area. Same year (1992) in the
UK was created Corporate governance Code* in which first time was defined what is meant
by good business practice. This Code was intended for all members of the board of directors
all companies whose shares are listed on stock exchange, but also served as an incentive
for other companies to align their operations with the Code. Basic principles of the Code
were opennes that should exist between the company and everybody who have a stake in its
success; integrity refers to the clear and complete business, that is, the financial statements
should be honest and reflect a clear picture of the company’s situation; and responsibility of
the board of directors refers to their responsibility to the shareholders in terms of the quality
of information they provide, but aso the responsibility of shareholders to perform their duties
which they have as owners (Tricker, 2012, pp. 4-7). Code was changed and evolved over the
years and its last edition was publishes in September 2014 (this will be discussed later).

Corporate governance and 21* century

Atvery beginning of 21* century corporate governance gets above all the attention,
and reason for this lies in the growing number of scandals and crises that occured in
those years. Collapse of companies such as Enron, WorldCom, Tyco and others led to
numerous re-examination of the role of the committee, auditors, independent directors
and so on; and that led to questioning the professional ethics of the companies.

The scandals and crises are in fact merely the manifestation of a number of
structural problems for which corporate governance gained and keeps increasingly
gaining in importance in field of countries economic development. The cause of the
problem is in several segments, such as: privatization — which drew a number of issues of
corporate governance in the areas that were previously in hands of the state; technological
development, liberalization and the opening of financial markets, free trade and other
structural reforms make the importance of corporate governance grows, and with time
it becomes more complicated; the growning role of institutional investors through the
mobilization of capital and increases the need for well-managed arrangements; growth
of international financial integration, trade and investment create difficulties in corporate
governace across their borders (Claessens, 2003, pp. 6-7).

Crash from the beginning of the 21% century was followed by a new collapse that
hit the whole world — it was crisis 2007/2008. As a result of the financial crisis obvious
weaknesses due to which corporate governance fell test became apparent. The reason
was the fact that management routines have not served the purpose — many companies
engaged in finacial services did not protect themeselves from taking exessive risks.
After all of this became apparent, the importance of qualified monitoring of board and
common risk management as well as widely accepted standars (which are not limited
only to fnancial institutions) and accordingly further develop the Code (Kirkpatrick,
2009, p. 3). Code changed over the years and last edition of UK Corporate governance

* For more information see: The Financial Aspects of Corporate Governance, The Committe on the
Financial Aspects of Corporate Governance and Gee and Co. Ltd., 1992.
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Code was published in 2014 by the Financial Reporting Council (FRC, 2014, pp. 5-23)
and it points out the following basic principles:

- Leadership—there should be a clear division of competences and responsibility
between the supervisory and exectutive boards. Chairman is responsible for
management board and for ensuring its success in all aspects;

- Effectiveness — the board and its committees should have appropriate range
of characteristics, ie. skills, experience, independence and knowledge about
company that allow effective performance of their duties;

- Accountabillity — the board should present a fair, balanced and understandable
assessment of company’s status and prospects. Board is responsible for
determining the nature and extent of the main risks, and it should find a
reasonable way to manage them. Also, board should establish transparent
principles of corporate reporting, risk management and internal controls;

- Remuneration — compensation of executive directors should be designed in
that way to encourage the long-term success of the company. There should be
a formal and transparent procedure for developing policy on the compensation
of executive management, as well as for fixed salaries of individual directors
(no director should be involved in deciding on the amount of their own fees);

- Relations with shareholders — on the basis of a common understanding of
goals there should be a dialogue with shareholders and in charge for that is
board as a whole. Board should use regular meetings to communicate with
investors and to encourage their participation.

Corporate governace Code propose that board shall consist of at least hald of independent
non-executive directors and according to Grant Thornton’s annual report corporate governance,
on average, committees in the UK consists of 9.5 members and 5.7 of them are independent
non-executive directors. In the US, the situation is slightly different so the average size of the
board is 10.7 members and on average 9.1 of them are independent non-executive directors
(Grant Thornton, 2014, p. 21). Graphically illustrated it looks like this:

Graph 1: Participation of non-executive directors on boards

W Executive Directors ® Independent non-executive directors

9.1

FTSE 350* S&P 500**

Source: Grant Thornton, 2014.

* The FTSE 350 is a market capitalisation weighted stock market index incorporating
the largest 350 companies by capitalisation which have their primary listing on the
London Stock Exchange.

** The S&P 500 is an American stock market index based on the market capitalizations
of 500 large companies having common stock listed on the NYSE or NASDAQ.
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Trends in the development of corporate
governance in modern business

Corporate governance over the years is getting more and more attention. It is
expected that this will be the case in the time to come and that boards will be carefully
monitored by investors, customers and all other stakeholders. In the text bellow is a list
some of the trends and issues which are considered that will shape this area in the next
period:

- more independent directors and advisers — directors and advisers may be

formally independent, but still trapped inside the meeting hall;

- greater responsibility of shareholders — there is a tendency to put shareholders
in more involved role in business decision-making process and accordingly
board should hold executive meetings with long-term shareholders in order to
discuss the risks, salaries, value of the company and management as a whole;

- focus on strategy and value creation — profit — the focus of any good board
should be aimed at the creation of value and monitoring of the plan realization.
This trend brings problems to an inexperienced boards and directors who have
recieved hteir position through inheritance;

- boardperformance audit—regulation, activism, technical and public tributaries
are leading to the objective standards for evaluation of activities conducted
by directors (and lack of them). Failures in the existing management patterns
(bribery, corrpution, poor performance) often took place in companies whose
management system was taken as a good example. That is why now is going
toward an independent, internal and deep revision of board, risks and control.
Management can not guarantee for their good work and same situation is for
boards — board can not revise its work.

- growing pressure from the public and the media about compensation — these
pressures have resulted in relugations for the harmonization of fees, but the
role of boards in the executive compensation process still requires much
attention and also payment based on performance operating activities and
gains arising in specific circumstances still remained unregulated (Lebland,
2014; Kumar, Zattoni, 2016, p. 1).

- perhaps one of the most obvious trends in corporate governance is focus on
members, diversity and committees performance. Regulation is increasingly
moving up to the prescribed competencies, biographies etc. in order to determine
wheter all members of board actually correspond to the scope of their activities.
Boards are increasingly under pressure to evolve to meet the expectations and
successfully meet the challenges. So, directors are nowdays more than ever
focused on board members and need that they have appropriate knowledge and
experience to make their work more effective (PwC, 2014, p. 4).

The following graph shows the results of a survey conducted by PwC company that
specializes in audit, insurance, consulting services and others. The result shows that the most
important features of board members are knowledge in finance (93%), industry in which
company operates (72%), operational functions (68%), risk management (65%). Less than
half of respondents believe that is very important knowledge about international business
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(45%), technology and digital media (41%), sexual diversity (37%) and marketing (33%).
Knowledge of racial diversity (28%), human resources (22%) and legal aspects (21%) are
considered to be the least important.

Graph 2: Desirable knowledge of board members

m Very important m Somewhat important = Not very important

Legal expertise 21% 22% I

Human resources expertise 22% 18% I

Racial diversity 28% 23% I

Marketing expertise 33% 10% !

Gender diversity 37% 17% |

Digital media expertise 41% 12% |

International expertise 45% 27% L
Risk management... 65% 3%
Operational expertise 68% 2%
Industry expertise 72% 2%
Finance expertise 93% %

Source: PwC, 2014.
*due to rounding the sum of percantages in the chart can be less than 100

When it comes to women in boards in recent years that topis is pervasive. Although
it was observed that the number of women on the boards is growing, the increase is still
quite small. The company Thomson Reuters in October 2014 announced the results of
an analysis they conducted. That study included 4,255 companies which can be found
in ASSET4 ESG’® database (Chanavat & Ramsden, 2014, pp. 1-2). As shown in Graph
3. compared to 2009 when 13% of companies reported to have 20% or more women on
boards, in 2013 that percentage rose only up to 20%.

Graph 3. The percentage of women on boards

= Companies with> 10% of women on boards

m Companies with> 20% of women on boards

13% 15% 18%

2009 2010 2011 2012 2013

Source: Thomson Reuters, 2014.

° A database where you can see and evaluate the company based on 750 individual criterias which
are connected to over 250 business performance indicators.
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It is expected that these percentages will be higher in years to come because many
countries have adopted qoutas on how much women should be on boards. Thus, for
example, in the Netherlands company over 250 employees should have at least 30% of
women and 30% of men on the boards; in France until 2017 companies whose shares are
listed on stock exchange and have more than 500 employees should have 40% female
representation on boards; in Japan two years ago was announced target quota of up to
30% of women in executive positions which is, due to the deep foundations of culture, a
very high percentage for this country (Orsagh, 2014).

194

transparency as key to success — providing greater insight into company
politics and business moves will encourage shareholders to engage in the
companies in which they invest, because the more shareholders know they
will be more motivated to be involved in the life of the company. This is also
true for applying the principles of corporate governance — shareholders should
be familiar how to apply these principles, and in case where principles are not
applied — reasons should be explained and members should together come to
solutions to problems. And it is expected that in 2016 companies will be more
oriented on rules on disclosure which would lead to increased transparency
(European Confederation of Institutes of Internal Auditing, 2013, pp. 3-4;
Goodman & O’Kelley, 2016, p. 4).

one of the areas of directing research in this field is connection between
the ownership structure and performances, because in companies with
complex ownership structure too little is known about the owners, the role
of shareholders, relations between shareholders and their representatives in
boards and how all of this affects the private, state-owned companies and
institutional investors. Likewise, in the growning markets of developing
countries it is necessary to investigate in detail the relationship between the
corporation and all stakeholders (Claessens & Yurtoglu, 2012, pp. 41-45).
risk management as old, but problem with more challenges is one of the most
difficult tasks for corporate governance today. In order to be competitive and to
beat rivals companies have to manage a complex business, financial, legal and
other risks that require constant monitoring, technical expertise and resources.
The paradigm of risk management has evolved from the fact that it is primarily
commercial and operational management responsibility, to the point that it
comes within the scope of board responsibility. The fact is that companies that
introduce completely new products and services, or new technologies achieve
a significant advantage but they also bear a significant risks In recent years,
a segment that is gaining attention is information technology management.
The rapid progress of technology has created great opportunities, but also
risks. The root of these risks lies in the ignorance of technology by many, if
not most of the board memebers which prevents effective management and
monitoring. Companies are increasingly relying on business over the internet
and mobile devices which increases their vulnerability due to more frequent
and sophisticated cyber attacks (Lipton & others, 2014, pp. 2-11; Jovanovi¢,
2015, p. 149)
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Conclusion

The concept of corporate governance is as old as the concept of company itself
(even in the simplest sense of organization), so it can not be observed only from the
eighties of the 20" century and the time of occurrence of the term. With the increase
of number and size of the organizations, the need for management did also increase.
All types of organizations, ranging from small family all the way up to multinational
corporations whose capital can be measured by capital of smaller country have always
had same fundamental objective, which is to maximize profit. Very common problem
that is related to this objective is gap between primary goal one who invest capital,
and those who manage it. Through history, often this gap led to the bankruptcy of the
company, and that led to shaken confidence in those who manage capital.

The problem of confidence in managers escalated with collapses that arose at the
beginning of the 21 century. In order to restore confidence in managers, companies over
the years are more and more directed into involment of the independent non-executive
directors on their boards; which were mostly composed of male members and in time
that led to strengthening requirement that women should also be an equal members of
the board. The shaken confidence in corporate governance emerged a trend tightened,
independent and profound revision of companies board of directors, as well as an
increasing public pressure for harmonization of fees regulations and greater transparency
of company operations.

Board and investors should focus on the effect that company achieves, and over
time it became increasingly evident that company activites do not affect only internal
but also external environment. Although there was an opinion that earning profit for
companies is not just essential but the only target, failures of companies have shown
that subjects who were led by policy of this kind were wrong and that every business
system must take into account what kind of impact it has on all stakeholders. One the
one hand, companies should find a way to create a balance between earning profits; and
on the other hand, the effects they have on the environment, employees and all others
who are in some way influenced by it. Corporate governance should contribute to long-
term sustainable development, because there is a feedback between every company and
environment in which they exist — environment benefits from successful company, and
company can have benefit from environment that support its development.

One of the problems with which corporate governance was faced throughout
history, and no doubt will face in future, is a risk. In the past, risk management that was
not good enough had put companies through painful shocks and now danger of that
outcome increases every year. In addition to general risk, companies in modern business
are facing a new challenge — information technologies. Companies are in increasingly
relying on information technologies, so if they do not exploit its potential, educate
employees and keep up with the latest trend they may face serious consequences.

World economic and legal environment is constantly changing and corporate
governace should follow these changes through codes and principles of conduct, but that is
not enough. Each company is an organism for themselves and in addition to general code
every company should have its own rules and should adapt them to their and characteristics
of environment in wich company conducts its business. Similary, every company should
follow development and trends of industry in which it operates, but also in the areas of

EXSIEKOHOMUKA 195



©JlpywtBo ekoHomucra “Exonomuka” Hun http://www.ekonomika.org.rs

corporate governance so it could be in time introduced to demands, risks, aspirations and
all possibilities that exist in the area of its business.
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