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In his book, good to great, Jim Collins
mentions the ability to work through
healthy but difficult dialogue as a key
factor in what makes companies great:
All the good-to-great companies
had a penchant for intense dialogue.
Phrases like “loud debate,” “heated
discussions” and “healthy conflict”
peppered the articles and interview
transcripts from all the companies.10
Typical responses to conflict
In most situations, including in the business environment, we tend to respond

to conflict in one of four ways: avoidance, power, rights, and interests or
consensus. (see Figure 1.)
Avoiding conflicts and other difficult conversations might be an appropriate strategy for issues that are of
low importance to all parties involved,
or if the timing is not right to deal with
them. But in most situations, avoidance
merely tends to escalate the conflict,
particularly if the issues are important
for one or all parties involved in an
ongoing relationship, such as a familyowned business.
We typically use the power and
rights options – often after a period of
avoidance – when deciding to confront
and deal with a dispute. The most common rights procedure is adjudication
by courts or arbitrators, with a neutral
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“They cannot accurately
predict or control the
reaction of the person at
the receiving end of their
power; the victim so often
becomes the aggressor”

third party handing down a binding decision. The power option uses unilateral
action to resolve a conflict. Ironically,
the most sensible and cost-effective

approach – trying to reconcile interests
through consensus-seeking processes
such as negotiation and mediation – is
least often used.
The decision as to which approach
to take to deal with a conflict or dispute will have an impact on the costs
of conflict resolution, the outcome, the
relationship between the parties to the
dispute, and the possible recurrence of
disputes. Using the criteria of transaction costs, satisfaction with outcome,
effect on relationship, and recurrence,
the interests approach is clearly the
most effective. It focuses on achieving
10
Jim Collins, Good to Great: Why Some Companies Make the
Leap. . .and Others Don’t (Harper Business, 2001).

Adjudication here refers to decision making by a third party,
primarily litigation in the courts and arbitration.
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consensus on how to reconcile conflicting economic, emotional, and other interests, compared to focusing on rights
or power to resolve differences. Therefore, it tends to produce higher satisfaction with outcomes, better working
relationships, and less recurrence, with
good potential to incur lower transaction costs.
The rights approach, usually adjudication,11 involves delays, expense,
limited legal solutions, and unpredictable outcomes. It is backward-looking,
produces win-lose outcomes, and usually harms relationships: the focus is on
who is right, not on what is the best
business solution in the circumstances.
power, apart from its potential to harm
relationships, has one major downside
for the powerful: they cannot accurately predict or control the reaction of
the person or people at the receiving
end of their power; the victim so often
becomes the aggressor.
In summary, it is human nature to
try to avoid disputes and conflicts as
far as possible – even more so in family businesses, where it is especially difficult to confront a more senior family
member or a patriarch, and still more
difficult for nonfamily employees to
do so with powerful family members.
Consequently, the conflict is often denied or simply wished away instead of
being dealt with as soon as possible.
Then, when we do decide to tackle the
conflict or are left with no other option,
we tend to use our position, authority,
or power to do so, or we defer to the
legal process to resolve the dispute for
us. All the while, we might be unaware
of the actual and hidden costs, including relationship costs, of dealing with
the problem in this way.
Of the several options for dealing
with conflict and disputes, the prime
one is collaborative negotiation, where
the parties learn to resolve their differences by putting heads together, rather
than by knocking heads, in searching
for a solution. Adjudication and arbitration remain important for the resolu-

tion of certain disputes – for example,
where a precedent is needed, an urgent injunction has to be obtained, or
consensus is simply not possible. But,
given the relationship issues that often
bedevil conflicts in family-owned businesses, mediation offers the best alternative.
Mediation as a process
for resolving disputes
Mediation is a voluntary and confidential process in which an independent
third party (the mediator) helps the
parties to a dispute arrive at an agreed
(consensual) solution. It is increasingly
becoming a preferred method of resolution for disputes both within and between businesses. It offers particular
benefits for family-owned businesses.
Compared to traditional methods
of dispute resolution, mediation is
quicker and less costly than litigation.
Most importantly, it leaves the decision
about the solution in the hands of the
disputing parties. Instead of having an
outsider, such as a judge or arbitrator, making a decision for the parties,
mediation enables them to make their
own decision, with the assistance of
the mediator.
Mediation is also confidential and
without prejudice. The parties to the
process as well as the mediator typically
commit themselves contractually to
maintain absolute confidentiality about
the fact that mediation happened, the
nature of the discussions that occurred,
and the outcome. Even though participation in the process is voluntary,
any agreement entered into during
mediation is enforceable as a binding
contract. The process is also without
prejudice
in the sense that admissions or proposals made in the course of the mediation process are off the record and
cannot be used in future legal proceedings against a party if mediation fails to
resolve the dispute. Failing resolution,
the parties to the dispute still remain
free to pursue whatever legal remedies

“Even though participation in the process is
voluntary, any agreement
entered into during mediation is enforceable as a
binding contract”

they might have available.
For a family-owned business, mediation offers the disputing parties the
best opportunity to repair relationships
that might have been damaged or broken as a result of an internal conflict.
Failing settlement, relationships are
likely to be further damaged or destroyed altogether by litigation.
Mediation is also considerably less
expensive than litigation. A 2011 report
compiled for the Policy Department of
the European Parliament looked at the
savings that can be realized by choosing mediation over litigation. The data
show that, even with a low success
rate, mediation can still save time and
costs. The breakeven point for time
savings (when compared to the length
of litigation) is only a 19 percent mediation success rate, and the breakeven
point for costs is only 24 percent. In
other words, mediation has to fail 81
percent of the time to be as time-inefficient as litigation; similarly, it has to fail
76 percent of the time to be as costly as
litigation. Compare this to an average
success rate in mediation of 80 percent

The 2006 CEDR report referred to earlier notes that approximately 80 percent of civil and commercial disputes get resolved
at mediation or shortly after conclusion of the process. Therefore, although there is a risk of additional mediation fees if the
dispute is not settled at mediation, the statistics show that mediation results in most disputes being settled, which means that
the risk of double payment (mediation and additional litigation
costs) is relatively low.
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13 See, for example, C. E. Aronoff and J. L. Ward, “Run the
business like a business,” Nation’s Business 95, 83, no. 11
(1995): 49–51; J. M. Haynes and T. M. Usdin, “Resolving family
business disputes through mediation,” Family Business Review
10, no. 2 (1997): 115–127. See, for example, C. E. Aronoff and
J. L. Ward, “Run the business like a business,” Nation’s Business
95, 83, no. 11 (1995): 49–51; J. M. Haynes and T. M. Usdin,
“Resolving family business disputes through mediation,” Family
Business Review 10, no. 2 (1997): 115–127.
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in some jurisdictions, and the advantages of mediation become obvious.12
It was also found that, while the average cost to litigate in the European
Union is 10,449, the average cost to
mediate (inclusive of the cost of the
mediator and legal representation during mediation) is £2,497 – an average
saving of £7,952 per dispute!
The researchers conclude that the
use of mediation should be encouraged as a matter of public interest.
They suggest that, given its potentially
positive impact on business, people,
and government, mediation merits a
campaign such as those against smoking and teenage alcohol abuse and for
the wearing of seat belts.
What makes family businesses
different
From a conflict perspective, several factors distinguish family businesses from
other businesses. As stated at the outset, perhaps ironically, the same features that can make family relationships
lasting and strong and promotive of a
healthy business can also create mistrust and produce dysfunctional governance. Such factors include the following, which is not an exhaustive list:13
• Co-ownership by a kinship group
means that there is no rigid divide
between work and family. Those involved are bound together not only
by business but also through emotional, social, economic, and legal
relationships. When conflict arises,
it can threaten one or more of these
relationships.
• Decision-making (and dispute-resolution) authority is initially vested in
the founder, who makes decisions
based on his or her authority and
ownership of the business. But new
generations do not enjoy the same
authority among each other, which
leads to contestation.
• Coherent and transparent internal
decision-making processes often are
absent.
• Teamwork is required between kin

p ri VAt e s e c t or op in io n

p ri VAt e s e c t or op in io n
and nonkin. If relationships among
“insiders” and between them and
“outsiders” are not healthy, decision
making becomes difficult.
• Lines between ownership, management, and control are blurred.
• Differences often go beyond business
conflict because of the intertwined
business and personal relationships.
Sibling rivalry, especially in the absence of a clear succession strategy,
is a key contributor to conflict. Conflicts in the business can affect family
relations in the same way that conflicts between members of the family can have an adverse effect on the

smooth running of the business.
• There is sometimes a clash between
the “old” culture of the founders
and new values and norms that later
generations want to import.
• The power division is usually different from that in other businesses.
Apart from the power of the founder
(who may no longer be active in the
business), the presence of passive
shareholders (other family members)
means that power is often fragmented and therefore difficult to manage.
• Those involved in the challenges of
keeping the business afloat are sometimes not appreciated by noninvolved

“A further complication
is that the conflicts often
concern not only those
immediately involved in
them, but also extended
family.”

family members (passive shareholders), which causes resentment. Unequal access to information about
the business among family members
who work in it and those who don’t

further magnifies this factor.
• Leaders are expected not only to
manage the business but also to deal
sensitively and generously with family concerns. They are caught in the
dual pressures of assuring competi-

See the Forum’s CG Insights Series interview with Joseph Fan,
“Good governance of family-owned businesses is critical to
emerging markets,”
at http://www.gcgf.org/wps/wcm/connect/topics_ext_content/
ifc_external_corporate_site/global+corporate+governance+for
um/news/j_fan_
interview “. . .[I]n the five years after the company founder

14

15
For an application of trust and formalization in the context of
workplace relations generally, see J. Purcell, “Mapping management styles inemployee relations,” Journal of Management
Studies 24, no. 5 (1987): 533–548.
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tive survival of the business while also
maintaining family harmony.
• A poor, or absent, succession strategy
compounds conflict. The problem
often arises because the founder’s
focus is on growing the business and
not on planning for its future.14
In light of these factors, those administering mediation in family-owned
business disputes need to be alert to
what makes family businesses different
from other commercial enterprises. It is
necessary to understand the different
relationship patterns. In these businesses, the line between business issues
and interpersonal issues is not clearly
defined: the former affect the latter
and vice versa. A further complication
is that the conflicts often concern not
only those immediately involved in
them, but also extended family. Leaving
out important players might mean that
any agreement reached at one level will
simply be rejected at another level.
For example, in the family dispute
mentioned at the outset, the siblings
and parents did not want the daughter’s and son’s spouses to be involved
in the process. This proved to be a big
mistake, because the siblings experienced enormous pressure from their
spouses to vote in favor of proposals
that would benefit their own families
and not necessarily the bigger family
business. Their interests being very different, each side supported proposals
directly opposed to the interests of the
other side. The noninvolvement of the
spouses allowed them to be powerful
influences operating outside the controlled environment of the mediation
process.
Relationship patterns in
family business
As in most relationships, the nature and
quality of relations in family businesses
are to a large degree dependent on
two factors: the level of trust between
members of the family directly or indirectly involved in the business and the
level of formality, or bureaucratization,

of the business. Trust, in this context,
refers to the level of communication,
transparency, credibility, and collaboration between the various stakeholders
in the family-owned business. Formalization refers to the extent to which the
relationships between the stakeholders
are governed by clear rules and policies,
such as shareholders agreements, succession plans, and so on.15
The combination of trust and formalization in the context of a family
business establishes four kinds of relationships (also see Figure 2):
1. Intimate – characterized by high
levels of trust and low levels of formality. On the positive side, differences tend to be resolved early, and
high levels of collaboration occur.
The absence of formalized systems
and processes tends to be an obstacle in a business environment that
is increasingly becoming regulated.
There is a danger that the introduction of policies, rules, and systems
can affect trust levels, leading to a
professional antagonistic culture
(see below), if not managed with
care.
2. Antagonistic – the culmination of
low trust and low levels of formality. When trust is low, the absence
of clear policies, procedures, and
agreements on how to manage the
business and the differences within
it merely aggravates the conflicts.
Legal action, or family warfare,
tends to be the only process available to the parties.
3. Professional antagonistic – signifying a situation where rules, policies, and agreements are in place,
yet trust levels are low, which results
in a rule- and compliance-driven,
formalistic environment. The business tends to lose the advantage
of being a closely knit, family-orientated concern, but it also tends to
operate in amore professional way.
Conflicts are generally dealt with
through formal, agreed procedures.
4. Intimate professional – a situation

“There is a danger that
the introduction of policies,
rules, and systems can affect
trust levels, leading to a
professional antagonistic
culture if not managed
with care”

where the business has in place policies, agreements, and procedures
that are necessary for its effective
operation and governance. Relationships between the key stakeholders
are generally characterized by high
levels of trust and collaborative decision making and dispute resolution.
Conflicts are dealt with proactively,
and a high premium is placed on conflict prevention.
In summary, although good governance (and for good reason) requires
that policies, procedures, and agreements are formalized, their introduction may have an adverse impact on
trust if the process of formalization is
not managed properly. Instead of merely adopting standard-form policies and
procedures from other organizations, it
is advisable for familyowned businesses
– possibly with the aid of a reputable
business consultant – to develop and
design policies and procedures that are
appropriate to their own circumstances. These policies should also be adaptable, to change as the business and the
family continue to grow and evolve.
A SUGGESTED WAy FORWARD

To keep from losing their key competitive advantages, family businesses need
to ensure that there are adequate systems and rules in place not only to resolve conflicts and disputes but also to
prevent conflict from happening in the
first place.
Preventive measures
The following points of agreement
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ahead of time can help avert or defuse
conflicts:
1. Agree on where to resolve familybusiness conflicts. For example,
decide which conflicts are to be
resolved at family meetings (family
councils) and which are to be resolved at management board meetings. The idea is to separate business
and interpersonal issues as much as
possible. Business-related issues can
be addressed at management and
board meetings, whereas any family
member who feels that he or she is
being opposed or frustrated by another family member can raise that
concern at a family council (or family
meeting, for smaller families).
2. Agree on a deadlock-breaking mechanism to be used in the event that
consensus cannot be achieved. For
example, the views of the founder
or majority shareholder, or the votes
of the majority, will prevail.
3. Agree on an internal communication
mechanism and protocol. It is advisable to encourage face-to-face communication wherever possible. An
effective communication protocol
establishes some ground rules, such
as the following:
• Normal meeting procedures apply whenever formal meetings
are held.
• Interpersonal issues should be addressed in person and not, for example, by e-mail.
• All should make a commitment to
listen to and understand the views
of others before responding.
• Postpone discussions when any
party is too emotional to continue
with them.
• Have private discussions in private.
4. Agree on rules (a kind of social contract or family constitution) regarding the following:
• Family employment: For example,
appointment to any position in the
business is subject to the normal
competency requirement for the
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position in question, and family
appointments are limited to those
who fully qualify.
• Career development: Nonfamily
members in the business can find
it very demotivating for their experience and qualifications to be
ignored while the appointment to
a senior position goes to a family
member who is not as qualified. It is
also hard for the business to achieve
and maintain excellence if such appointments are taking place.
• Succession planning: This is probably the single most important consideration in ensuring the survival
and growth of the business. It is advisable to enlist professional help in
developing a succession plan for the
business.
• Compensation for management:
Decide how compensation, rewards, and benefits are determined,
and what performance measures
apply.
• Payment of dividends.
• Financial and other contributions
to the business: There should be
clarity about what is expected not
only from those actively involved in
or running the business, but also
from beneficiaries who do not play
an active role. The latter’s expectations often exceed the value of their
contributions!
• Ownership: Where does it vest –
in a partnership, corporation, trust
or foundation, or individual owners? Each of these possibilities has
its own legal consequences for
which proper advice is required. It
is also important to ask: When does
ownership pass? Does the founder
remain a residual owner, and for
how long? How are shares in the
business acquired – merely because
of familial bonds, or is some consideration (for example, money or services) required? What responsibilities are attached to ownership, and
what rules apply to the alienation of
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“Such agreements should
be formalized to remove
uncertainty about their
terms, because uncertainty
merely generates more
disputes”

shares? How must the relationship
between internal and external owners – and accordingly also decision
making – be regulated?

• Retirement: For new thinking and
modernization to occur, it is not advisable for founders to continue to
have an overriding influence after
they have ceased to have an active
role in the business. The introduction of a mandatory retirement age
for all employees, including family
members, can resolve this problem.
Such agreements should be formalized to remove uncertainty about their
terms, because uncertainty merely gen16
For example, see a discussion of Friedrich Glasl’s model of
conflict escalation at http://www.breakthrough.ie/articleissues/
escalationstagesvol3no1.htm.
17
See Bernard Liebowitz, “Resolving conflict in the family owned business,” at http://www.liebowitzassoc.com/index.
php?option=com_content&view=article&id=37:resolving-conflict-in-the-family-owned-business&catid=8:the-family-ownedbusiness&Itemid=10.
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erates more disputes. It is useful not
only to include the actual terms of these
agreements but also to record the spirit
in which they are entered into.
As the example of Jimmy and Susan demonstrates, the lack of structure
in the business served a useful purpose many years ago when the young
entrepreneur and his wife established
their business. However, in a changing
regulatory environment and with the
involvement of family members who
have a different vision for the business
and who are motivated by very different
concerns, the absence of formal poli-

cies, rules, and procedures is a recipe
for disaster.
Choosing appropriate dispute
Resolution processes
In any conflict or dispute situation,
three elements are always present: the
problem, the process, and the people.
(See Figure 3.) The last one includes
the feelings, desires, assumptions,
fears, and concerns of the parties involved. The people issues are what
usually stand in the way of a rational
discussion about the problems facing
the business. If the wrong process (for
example, litigation or open family warfare) is chosen in an effort to resolve
the conflict, both the business and the

family relationships will suffer.
Because of the interpersonal issues,
many family members tend to pursue
the litigation option to resolve disputes,
regardless of the consequences. As the
litigation progresses and the stakes
climb, it becomes increasingly difficult
to stop the litigation train, and before
long the parties are engaged in a process of mutual and self-destruction.16
It is highly recommended that family-owned businesses commit to using
mediation by a trusted and independent
third party whenever they are unable
to resolve their differences themselves.
Mediation is an ideal mechanism for the
resolution of such disputes. As pointed
out earlier, it provides a cost-effective
and quick way to resolve disputes, particularly where future-oriented solutions need to be found. It is also capable
of restoring and maintaining ongoing
business and family relationships.
The mediator uses collaborativeprocess skills to help the parties find a
mutually acceptable solution to their
problem. The mediator also manages
the interaction between the parties,
their emotions, fears, anger, and mistrust – of one another, of the mediator,
and of the process. The ability to skillfully manage the people dimension is
critical in mediating disputes in familyowned businesses.17
Another dispute resolution option
(depending on the nature of the dispute and causes of the conflict) is a
team intervention, in which a mediator,
business consultant, and family mediator or therapist work together. This
option would be appropriate in situations where, besides business-related
disputes, there is within the family dysfunctional conflict that adversely affects
the growth or success of the business.
Another option, especially after a
mediation intervention, is the ongoing
involvement of the mediator beyond
the immediate dispute. For example, the
mediator might facilitate family council
or other meetings where potentially difficult conversations are likely to occur.

“Those families still have
time to choose a course that
can help their businesses
deal with inevitable conflicts
in healthy ways and survive
for many generations”

Postscript
At this writing (summer 2012), the
mediation between Susan, Jimmy, and
their children is ongoing. What complicates matters is that Jimmy in the
meantime has had a stroke and is not
capable of participating in attempts to
resolve the issues. His having previously
ignored good advice from others about
the importance of ensuring that his paperwork is in good order – including

the terms of his will and clear guidance
on how the business is to be run if he is
no longer capable of running it himself
– has made the current situation all the
worse. In the absence of the preventive
measures alluded to earlier, the conflict
has become a free-for-all battle, involving lawyers and the extended families,
that threatens to destroy what Jimmy
and Susan had built up over many hard
years. Susan herself, now approaching
her 75th year, is but a shadow of her
former self as she watches the family
disintegrate.
Perhaps this story can be a cautionary tale for families whose businesses
have not started down that road – or
at least have not gone very far – toward irrevocable conflict. Those families still have time to choose a course
that can help their businesses deal with
inevitable conflicts in healthy ways and
survive for many generations. n
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Good governance
initiatives pay off

Strong economic growth
momentum, improved
competitiveness indicators,
consecutive rating actions and
renewed investor confidence
cited as major dividends of the
administration’s governance
reforms

G

ood governance is good
economics. This was echoed
by the Economic Team and
Bangko Sentral ng Pilipinas (BSP)
Governor Amando Tetangco, Jr. during
the Philippine Economic Briefing held
today at the Philippine International
Convention Center (PICC).
The Briefing focused on the
significant strides of the government in
improving governance and its dividends
as demonstrated in the country’s strong
economic performance in the first half
against the backdrop of continued
global economic volatilities. The
economic managers also highlighted
their respective agency’s thrusts to
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sustain the positive momentum and
ensure that the country is on track to
having inclusive growth and achieve
investment grade credit rating.
Members of the Economic
Team present in the briefing were
Department of Finance (DOF) Secretary
Cesar Purisima, National Economic
and Development Authority (NEDA)
Secretary Arsenio Balisacan, Department
of Budget and Management (DBM)
Secretary Florencio Abad, Department
of Trade and Industry (DTI) Secretary
Gregory Domingo, Department of
Tourism Secretary Ramon Jimenez
Jr. Also present were Department of
Transportation and Communications

U n d e r s e c re t a r y R e n e L i m c a o c o
a n d D e p a r t m e n t o f A g r i c u l t u re
Undersecretary Joel Rudinas.
Finance Secretary Purisima
emphasized that “It is all about
executing the agenda of President
Aquino in the area of governance, in
the area of investments, in the area of
policy alignment. So far, we’ve been
getting dividends from this agenda
in terms of more confidence from
the market…more confidence from
investors.
The Secretary said that,
“ We c o n t i n u e t o f o c u s o n t h e
implementation of good governance
agenda in the revenue generating
agencies as well as in the expenditure’s
side of equation. He noted that “In the
first 6 months, I’ve seen us keep our
deficit about 2 billion dollars or about
79 billion pesos lower than program,
which gives us ample space to pump
prime the economy, if necessary. This
is on the back of higher revenues, with
the BIR having an increase (in collection)
of 13.8 percent over the same period
last year and the Bureau of Customs
having an increase of about 11 percent
over same period last year.”
The Finance Secretary said that the
country is in a sweet spot since “we are
basically in control of our fiscal destiny.”
He added that we have the fiscal space
to allow us to react to any challenges
posed by the global economic
environment. Our debt to GDP has
continued to drop. Our total national
government outstanding debt now is
down to 50.5 percent of GDP. This was
about 74 percent as recently as 2004.
More importantly, national government
outstanding foreign debt as percent of
GDP continues to go down. This means
that we are less vulnerable from global
economic and financial turmoil. We will
continue to bring down this foreign
debt to GDP ratio. For 2012, our plan
is to borrow 75 percent in the domestic
market and only 25 percent in foreign
markets. Next year we plan to maintain
that ratio,” he said.

“There is always of course
that temptation to deploy
funds to cover costs.
Ultimately, it is an issue
of credit underwriting for
banks”

Cesar Purisima: it is all about executing
the agenda of president aquino in the area
of governance.

Meanwhile, BSP Governor
Tetangco remarked that the Philippines
continues to beat market expectations
with the country being one of the
best performing economies in Asia.
Consequently, the consecutive rating
actions, he said, are recognition of the
efforts towards fiscal consolidation,
the continued strength of the country’s
external position and the improvements
in governance.
He also affirmed that the
government’s strong commitment
to good governance has resulted in
increased investor confidence which in
turn could lead to more investments
that would support higher growth.
“Improvements in governance will allow
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the country to enjoy more “bang for
each peso” spent by the government be
it on hard or soft infrastructure. Clearly,
good governance benefits the majority
of Filipinos. Given this, investment
grade is on our sight. Going forward,
this will further strengthen the country’s
economic fundamentals,” he said.
He pointed out that on the part of
the BSP, it contributed to the strong
performance of the economy through
a calibrated and well-communicated
monetary policy stance, sustained
efforts in financial stability and an
appropriate external sector policy.
“The manageable inflation
outlook allowed the BSP to take an
accommodative monetary policy stance
in the first half of the year. We cut policy
rates preemptively to help cope with the
adverse effects arising from volatilities in
the global economy. The banking sector
remains sound and stable and continues
to play its role of changeling funds to
productive uses
The BSP also adopted
macroprudential regulations to ensure
that bank practices are aligned with
the evolving international practices. We
managed volatilities in financial markets
brought about by surges in capital
flows through the judicious use of our
enhanced policy toolkit,” the Governor
explained.
Moving forward, he added that the
BSP will continue to pursue the policy
of a market-determined exchange rate
and will carefully look at asset price
trends and indications of asset bubbles
forming. The BSP will also remain
watchful of capital inflows and will
intensify its financial inclusion programs
to broaden access to credit, deepen
financial education and strengthen
consumer protection. The Governor
also assured that the BSP will actively
pursue financial stability, focusing on
governance, market infrastructure,
functioning financial markets and
thriving economic growth.
Socio-Economic Planning Secretary
Arsenio Balisacan commented that the
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robust GDP growth of 6.1 percent in
the first half of the year was supported
by accelerated government spending on
infrastructure as well as low inflation,
improved exports, rising tourist arrivals
and OFW remittances, increased
business and consumer confidence and
an overall positive domestic outlook.
H e a d d e d t h a t t h e c o u n t r y ’s
improved economic performance in the
first quarter is an indication that the
Aquino Administration’s commitment
to good governance promotes growth
across sectors. “We have started the
process of inclusive growth. That process
has began with reforms in institutions,
reforms marked by good governance.
We’re going there, we’re getting closer
to our objective of putting in place an
economic and social environment for
shared growth for the members of our
populations and so by 2016, we should
be able to see a much more progressive
and much more inclusive society,” the
Secretary noted.
At the DBM, according to Budget
and Management Secretary Abad, the
clear sign of good governance is the
early preparation, early submission,
early approval or passage of the
budget which paved the way for the
early releases of appropriations and
faster implementation of projects.
“On top of these, we have been able
to generate huge savings in the use
of public funds which allowed us to
make dramatic investments in the
administration’s priorities. We have also
drastically reduced leakages as well
as inefficiencies in the use of public
money.” And because of this, we have
been able to put in more money in
the priorities of this administration, he
added.
W i t h s u ff i c i e n t f i s c a l s p a c e ,
spending on social services also
accelerates. Abad mentioned that as
part of the government’s investments in
social protection and services in 2013,
“there will be 3.8 million beneficiaries
of the conditional cash transfer program
and 5.2 million indigent households

“We took on the difficult
reforms to correct structural
vulnerabilities then. Thus we
developed the defenses that
ensured resilience through
the crisis of today.”

Amando M. Tetangco, Jr: “improvements
in governance will allow the country to
enjoy more “bang for each peso”

who will receive national health
insurance. We will also be seeing better,
timely and more organized response to
calamities and disasters”.
The DBM, he added, is committed
to ensuring that the government’s
strides towards fiscal consolidation will
continue to gain further momentum.
“We are committed to bringing down
the deficit to about two percent of GDP
next year. Together with the Department
of Finance, we are also promoting
liability management so that every year,
the government’s interest payments will
continue to go down and the ratio of
our debt to GDP will continue to fall,”
Secretary Abad said.
On trade and investments, Secretary
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Domingo bannered that the country is
doing extremely well as export grew by
7.7 percent during the first half of the
year despite the slowdown in the world
economy. As investors are starting to
take notice of the positive developments
in the Philippines, “the country has
seen more investor missions in the first
half of 2012, than all of 2011 and all of
2010. The BOI facilitated a total of 107
inbound missions compromising of 23
delegation/multi-company visits and 84
individual company visits. This reflects a
remarkable increase of 114% from the
same period as last year’s 50 inbound
missions and 57% increase from the
same period in 2010. This is the first
time that it has ever happened to this
country,” Secretary Domingo stressed.
The Secretary also acknowledged
that the renewed investor confidence
in the country has a lot to do with
the administration’s push to improve
governance. This was seen in the latest
World Economic Forum Survey where
the country posted an unprecedented
second consecutive ten notch jump
to 65th place among 144 countries
surveyed.
F u r t h e r, S e c r e t a r y D o m i n g o
also underscored the importance
of achieving inclusive growth in
investments by promoting development
in the countryside. “This means we have
to push very hard on the SME agenda.
Specifically, we have to improve on SME
financing because not enough money
is flowing on the SME sectors. We are
trying to address that by innovative
programs. We are also proposing a
program for SME clusters next year
that will definitely bring them up by
one or two notches in terms of product
development, product quality and
product efficiency,” he said.
Meanwhile, Agriculture Secretary
Alcala reported the continued growth
of his sector during the first half which
is at a modest 0.93 percent compared
with the same period last year. He
attributed the growth to the poultry,
crops and livestock subsectors. The

adverse weather condition did not
hamper the growth of major staple
crops as palay and corn harvests
were at record levels. “Appropriate
interventions by the Department of
Agriculture such as the provision quality
seeds and improvement of the national
irrigation systems have enabled farmers
to produce record palay and corn
harvests,” the Secretary also bared.
In line with its goal of achieving rice
self-sufficiency by the end of 2013, the
department continues to intensify its
Food Staples Sufficiency Program (FSSP)
which also aims to boost productivity
and incomes of small farmers and
t h e i r f a m i l i e s . S e c re t a r y A l c a l a
explained “under the FSSP, we are also
frontloading needed public investments
in the countryside infrastructure like the
irrigation systems, post-harvest facilities,
and agricultural trading centers and
farm to market road. These facilities
would in turn enable our farmers,
fisherfolks, rural entrepreneurs and
agri businessmen to produce quality
and globally competitive Philippine
agriculture and fishery products.”
Consistent with good governance
practices, the DA has also streamlined
and made its rules and regulation
more transparent by fully adhering
to the rules and regulations of the
World Trade Organization, the Codex
Alimentarius Commission of the UN
Food and Agriculture Organization,
the International Plant Protection
Convention and the World Organization
for Animal Health among others.
P u b l i c Wo r k s a n d H i g h w a y s
Secretary Singson for his part said
that the upgrading of national roads
and bridges remain the department’s
top priority. “We have worked on
upgrading and widening three to five
thousand kilometers of our national
road. In addition, we have worked on
around 16,200 linear meters of our
national roads and bridges,” he said.
The Secretary remains optimistic
that the outlook in infrastructure in
2012 is significantly much better than

“We took on the difficult
reforms to correct structural
vulnerabilities then. Thus we
developed the defenses that
ensured resilience through
the crisis of today.”

Gregory Domingo: “this means we have
to push very hard on the sMe agenda.

in 2011. “So far, we are on track in
terms of obligations versus allotment as
well as disbursements. In the first seven
months of the year, we have spent as
much more than the three quarters of
last year. And we will continue to hit
our targets in terms of obligations and
disbursements,” he assured.
Secretary Singson added that
the DPWH will continue to support
investments in infrastructure especially
in Mindanao where they plan to allot
26% of their budget in 2013 for
the region. The department is also
supportive of the tourism masterplan
with a planned P5 billion pesos worth
of investments in tourism infrastructure
this year and P12 billion in 2013.
“We fully support more investments
in airport, seaport, roads leading to
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tourism destination and mass transits,”
he said.
Further to the tourism efforts,
DOT Secretary Jimenez elaborated on
the National Tourism Development
Plan which identifies key target areas
that will be subjects of development
and promotions. “We also aim to
aggressively promote the beautiful
churches, forts and archeological sites
in Mindanao. These will be the areas
of beach development like in Palawan,
Bohol and Cebu and of course
the culture and the arts in Manila,
North Luzon and South Luzon,” he
enumerated.
T h e To u r i s m S e c r e t a r y a l s o
underscored the importance of the
sector in achieving inclusive growth
saying “Tourism is in fact probably
one of the most inclusive industries of
human kind. It is what they describe
to have a trickle-across effect. In other
words, it allows both the small, medium
and large investors to participate. It
involves generating jobs immediately on
the ground. It is far and away probably
the biggest opportunity to conquer
poverty in the Philippines”.
In closing, BSP Investor Relations
O ff i c e E x e c u t i v e D i re c t o r C l a ro
Fernandez said “The Philippines stands
out as one of the few nations that
continues to impress investors with
positive news and updates. Global
fund managers and investors are
taking notice of the recent positive
developments in the economy."
Fer nandez said investors are
watching to see if government proceeds
with its governance initiatives and
reforms as the economy moves to a
faster growth trajectory.
" I n v e s t o r s a re w a t c h i n g t h e
Philippines address long-standing
structural weaknesses in the credit
profile, transforming the economy by
ensuring that good governance of the
past two years are institutionalized
and, inclusive growth become a reality
pushing the country to investment
grade credit rating,” he said.” n

c g s ing A p ore

cg singApore

• By: Ravi Menon, Managing Dire c t o r, M o n e t a ry A u t h o ri t y o f S i n g a p o re

Corporate Governance:

Going beyond the rules
reviews to take into account changes
in our corporate landscape as well
as international developments. The
most recent review was conducted
by the private sector led Corporate
Governance Council in 2010. MAS
accepted all of the recommendations
of the Council, with minor
modifications, and issued a revised
Code of Corporate Gover nance
earlier this year. Key changes to the
Code focused on strengthening
Board independence, enhancing
remuneration practices and disclosures,
clarifying the Board’s responsibility in
risk governance, and providing further
guidance on companies’ engagement
with shareholders.

“We must now focus on
changing behaviour and
building capabilities, to
make the recent reforms
meaningful”

T

he corporation, as we know it
today, began in England as early
as the 17th century. Ownership
of companies typically vested in a few
individuals who were also managers
of the companies. There were no
organised markets for the transfer of
shares in the company. Shares were
transferred only to friends or relatives.
Industrialisation in the 19th
century led to large capital demands
by companies. Markets for the transfer
of shares began to sprout in New York
and some European cities. During
the 20th century, as corporations
continued to grow, the descendants of
the founding families gradually reduced
their ownership shares. Control of
corporations shifted increasingly into
the hands of managers. A separation
emerged between ownership and
control.
The separation of ownership
and control made economic sense.
Businesses could tap the market for
capital and executive talent separately
and more efficiently. However, the
separation of ownership from control
p re s e n t e d a n a g e n c y p r o b l e m .
Thus emerged modern corporate
governance - a system to ensure
accountability by those who run
companies to those who invest in these
companies.
But corporate governance rose

Ravi Menon: “control of corporations
shifted increasingly into the hands of
managersˆ.

to prominence only in the last two
decades, starting with the UK’s
Cadbury Report in 1992. Since then,
there has been a continuous stream
of reforms in the UK to strengthen
corporate governance, culminating
in the UK Corporate Governance
Code, which operates on a ‘comply
or explain’ principle. Corporate
governance reforms in the US took
a slightly different trajectory, leading
to the Sarbanes-Oxley Act. Unlike the
UK Code, Sarbanes-Oxley is enshrined
in legislation and compliance is
mandatory.
I n S i n g a p o re , o u r c o r p o r a t e
governance journey began in 2001,
with the introduction of the Code
of Corporate Gover nance. Since
then, the Code has undergone two
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Going beyond the rules
Rules on corporate governance –
mandatory or otherwise – have
been considerably enhanced in most
major jurisdictions. Yet, rules alone
cannot assure us of high standards
of practice. The recent financial crisis
has exposed significant shortcomings
in the governance of companies. We
have seen monumental failures in risk
management, a spate of accounting
scandals and outright fraud. Closer to
home, SGX-listed companies have had
their fair share of failures in corporate
governance.
The answer does not lie in even
more rules. We must now focus on
changing behaviour and building
capabilities, to make the recent reforms
meaningful. Let me highlight three
areas:
one, strengthening market discipline
two, building Board competencies
three, instilling the right values
Strengthening market discipline

Let me begin with market discipline
– the process by which stakeholders
apply effective scrutiny on a company.
The key enabler for market discipline
is disclosure. We have put in place,
in the SGX listing rules, the necessary
requirements for disclosure to be
ongoing, timely, and accessible. But
for disclosure to enable effective
market discipline, it must also be
meaningful.
Meaningful disclosure is especially
important given that our Code is
non-mandatory. We have adopted a
‘comply or explain’ approach so that
we can pitch the expectations at the
level of best practice while allowing
companies the flexibility to deviate
from these expectations if their
particular circumstances warrant it. But
companies must explain publicly the
reasons for any such deviations so that
the market can judge.
Unfortunately, disclosures being
made by companies deviating from the
Code are often uninformative. Let me
give an example. A company that did
not have independent directors making
up at least one-third of the Board
offered the following explanation:
“The Board believes that there is an
independent element on the Board and
that it is able to exercise independent
judgment on corporate affairs”.
The statement does not provide any
evidence or information to shareholders
on how the independent element is
achieved in spite of the smaller number
of independent directors.
Companies should provide
meaningful explanations of their
reasons for deviation, and not opt
for ‘template’ disclosures that shed
no light on these reasons, or worse,
obfuscate the issue. There is scope
for standardising the format in which
disclosures of compliance with key
principles in the Code are made, to
facilitate comparability across listed
companies. MAS and SGX will be
exploring this in the coming months.
In strengthening market discipline,

“We need a more
holistic assessment of
our companies, and the
media plays an important
educational role in this
regard, especially for retail
investors”
disclosure is one side of the coin; the
other side is the considered exercise of
shareholder rights. Shareholders can
play an important role in enhancing
corporate governance by studying
corporate statements, attending
general meetings, and voting on key
issues.
But the reality seems to be that
companies have limited engagements
with shareholders on governance
issues, and most institutional investors
do not vote or attend AGMs. The
situation may be improving though,
at least in Singapore. According to
the CLSA Corporate Governance
Watch 2010, institutional investors are
becoming more active in voting their
shares and engaging with companies
in Singapore.
Shareholders are not the only
people who can exercise market
discipline. Third parties like the media
and research analysts also have a role
to play. They can shine the spotlight
on exemplary companies as well as
highlight questionable practices. Let
me cite two commendable initiatives.
The National University of
Singapore and the Business Times
have developed and publish regularly
a Governance and Transparency Index,
which assesses and ranks companies
based on their corporate governance
practices and the transparency of their
financial results.
The Securities Investors Association
(Singapore) will introduce a new
corporate governance page on its
website to provide investors with
more information on the corporate
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governance practices of the top 100
companies selected through the use of
a corporate governance scorecard.
It is also encouraging to see an
increase in local media coverage of
corporate governance issues. But
there is one area where I believe the
media can do better. Media reports
following a company’s AGM tend to
focus excessively on the remuneration
of the CEO and the directors, with
precious little commentary on the
company’s performance, business
strategies, or risk management. I am
not suggesting that remuneration
issues are not appropriate areas for
scrutiny – they very much are – but
we need a more holistic assessment of
our companies, and the media plays
an important educational role in this
regard, especially for retail investors.
Building board competencies
A second area where we need to
go beyond the rules is in raising the
competency levels of our Boards.
C o r p o r a t e g o v e r n a n c e re f o r m s
the world over have focused on
addressing the principal-agent problem
chiefly through strengthening the
independence of Boards. This is
necessary but not sufficient. A good
director must not only be independent
in form, but must be competent so
that he can also be independent in
substance. Directors must be able
and willing to devote time to their
roles and have the relevant experience
to question management and form
independent views on strategy, risk,
and performance.
This is particularly relevant in the
area of risk management. Boards
have an important role to play in
determining the company’s risk
tolerance and risk policies. They must
oversee management in designing,
implementing, and monitoring the
company’s systems for managing risk.
18. But risk is fundamentally
about uncertainty and is therefore
inherently subjective. This is why a
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diverse Board - with both executive
and independent directors as well
as a variety of backgrounds and
expertise – is key. Given the complexity
of the environment we operate in,
only through robust debate and
rigorous consideration of the range of
possibilities can Boards make sound
decisions on risk and strategy.
19. Putting together diverse
Boards with competent directors, and
at the same time meeting the tighter
requirements for independence, is
a real challenge – especially for a
small country like Singapore with a
limited talent pool. The solution does
not lie in lowering our standards for
either independence or competence.
Companies must take a more proactive
approach in identifying and making
available training to their directors. One
possible way to increase the pool of
directors would be for more Singapore
companies to be open to having their
senior staff sit on the Boards of other
companies, as a way to further develop
their promising executives.
There are some promising initiatives
underway. The Singapore Institute of
Directors (SID) and the Stewardship and
Corporate Governance Centre (SCGC)
have been working to help increase the
pool of directors through a variety of
training programmes. For example:
The SID-SMU Directorship
Programme provides basic, broad-based
knowledge essential for performing
as Board directors. SCGC, set up by
Temasek, is developing a training
programme designed specifically
for potential and newly appointed
directors.
But more work needs to be done
in the area of competency building.
Let me offer one possibility. There may
be scope to build a cadre of full-time
professional directors in Singapore.
The concept of a professional director
– as a person “who spends all his time
in the discharge of his responsibilities
as a director of various publicly held
corporations”1 – is not new. In some

“They must send a clear,
unadulterated message,
down to the last person in
their organisation: “If it is
not right, don’t do it. If it is
not true, don’t say it”

jurisdictions, professional associations
have introduced accreditation
frameworks for directors, such as the
‘chartered director’ in UK and the
‘accredited director’ in New Zealand.
This could be worth considering.
Instilling the right values
Finally, corporate governance must be
about instilling a culture that places
values above profits. Publicly listed
companies are increasingly at risk
of becoming slaves to the pressures
of quarterly earnings. In a brutally
competitive environment, this shorttermism promotes not only excessive
risk-taking but a variety of sharp
practices, exploitative sales, and even
fraudulent transactions. Little wonder
that public trust in corporations has
diminished in many jurisdictions.
Boards and senior management
have a critical role in promoting
a culture rooted in strong ethical
frameworks. They must make clear that
serving the customer’s interest, dealing
fairly with suppliers and counterparties,
following the laws of the land, and
not placing the larger society at risk
are essential for maximising long-term
shareholder value.
Directors and senior managers
set the tone for what is acceptable
behaviour and what is not. The
questions they ask – as well as the
questions they do not – send strong
signals throughout the corporation. Let
us ask ourselves:
If a particular division in a company
is making huge profits, what does
the Board and senior management
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do? Congratulate them and raise the
targets? Or ask probing questions
about how much risk is being taken,
whether there has been fair dealing,
and whether all stakeholders have been
served?
Restoring ethical conduct is
particularly relevant for the financial
industry. Following the crisis, the
industry has fallen into disrepute,
especially in the West. Recent
revelations arising from the Libor
scandal – and this is not unique to
London – suggest that the lessons
have not been learnt. If we allow this
culture of cynical greed to take root,
it will undermine the public trust that
is so critical to not just the growth but
the viability of financial institutions.
The leadership of financial institutions
– Boards and senior management
– owe a special duty of care to
ensure that finance is trustworthy,
socially redeeming, and economically
purposeful. They must send a clear,
unadulterated message, down to the
last person in their organisation: “If it
is not right, don’t do it. If it is not true,
don’t say it.”
This is an area that MAS intends
to engage the Boards and senior
management of financial institutions on.
Conclusion
We are making good progress in our
corporate governance journey. We
are now entering a new phase, and
must go beyond rule reforms to create
the conditions for good governance
to flourish – developing a conducive
ecosystem for market discipline,
building up the competencies of our
Board directors, and instilling a culture
of ethical conduct and values. n
1

Joseph Barr, “From the Boardroom: the

role of the professional Director”, Harvard
Business review, May-June 1976. 5
opening remarks by ravi Menon,
Managing Director, Monetary authority of
singapore, at the securities investors association
(singapore) 4th asian investors’ corporate
governance conference on october 2012
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Institute of Internal Auditors Malaysia National Conference:

Internal Auditing
2012 Rising Potential

T

ough global economic environment, shorter product lifespans
due to intense competition and
complex business and supply chain structures are among the factors which pose
strategic challenges to many organisations today. This, inevitably, requires organisations to have a greater and more
holistic focus on risk management to ensure their strategies and business models
remain viable given the endlessly changing business landscapes. This is perhaps
one of the important lessons learnt from
the global financial crisis - as we saw
time and again, global corporations that
failed to manage their risks effectively
had been severely affected.
A survey by Pricewaterhousecoopers
published in the Internal Audit 2012 Asia
Pacific Supplement noted that in today’s
global marketplace, internal audit groups
find themselves at strategic crossroads
with two primary options: They can pursue the status quo of controls assurance
based on risk-based internal audit plan, a
path that could lead to functional obsolescence. Or they can take a risk-centric,
strategic approach to their work, moving beyond the fundamentals of risk and
controls to create a new value proposition
where internal audit provides risk management assurance as well as assurance
over controls. Not surprisingly, the study
concluded that the latter strategic path is
more likely to address the changing needs
of Asia Pacific organisations and meet the
rising expectations of senior management
and audit committees.
Another survey by Ernst & Young confirms the view that internal audit can no

“As such the role of
internal auditors in
contributing towards
good governance is well
established in Malaysia”

longer continue to operate as it always
has. While acknowledging that there is
no one-size-fits-all approach, the survey
suggests that internal audit teams could
consider the following practices:
A focus on risks that matter
Clarity on mandate - finding the right balance between assurance and advisory;
andn Putting in place teams with the right
experience and competence to deliver the
mandate.
To enable internal audit functions
to focus on risks that matter, familiarity
with an organisation’s broader strategic
objectives and business imperatives is
certainly important. In a fast changing
business environment, internal audit
plans could become irrelevant if they fail
to capture recent key events which could
cause material disruption to business but
were not foreseen when the plan was
conceptualised.
A more flexible framework which allows for audit plans to be modified in addressing emerging risks that matter would
increase the relevance of internal audit
functions in enhancing the effectiveness
of risk management of organisations. Audit plans which consider business cycles
and triggering events which alter the risk
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profile of organisations will make internal
audit functions more relevant in the eyes
of the board and management.
Increasingly organisations expect their
internal audit functions to provide more
advisory-type services which involve providing strategic advice to management in
addition to assurance services which focus
more on control and compliance activities.
Many internal audit professionals are now
establishing themselves as subject matter
resources to management around strategic initiatives, challenges and changes
within their organisations.
While the recognition of the value
provided by internal auditing is welcome,
it also poses challenges to internal audit
functions in maintaining independence
and in ensuring the appropriate and optimum mix of services. This will differ from
one organisation to another and may need
to change when circumstances within and
outside the organisation change. The understanding of audit committee and management expectations on one side, and
the organisation’s strategy, initiatives and
challenges on the other, may help internal
audit functions to decide on the appropriate balance.
The ultimate value of any strategy or
plan depends on the quality of the people
involved in the development and execution of such strategy or plan. This principle
is similarly applicable to internal auditing.
As the role of internal audit gradually shifts
into the strategic space, the need for internal audit teams to demonstrate additional
competencies beyond traditional compliance, such as having deep industry knowledge and business acumen becomes more

corruption
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critical. These additional competencies
will not only help in making their services
more effective, but would also ensure that
internal audit functions are duly respected
and recognised by audit committee and
management, an important ingredient in
a healthy relationship.
Like any other business functions, internal audit functions have to be carried
out with resources which are not unlimited. With increasing demand for higher
levels of competency, innovative solutions
in bridging the knowledge and competency gaps need to be found. Bringing in experts or having guest auditor programmes
which allow staff from other departments
who have the requisite business knowledge and skills to join the audit function
on secondment or for a key audit, could
be considered. This helps to draw in talent from within the organisation as well as
promote the role of internal audit within
the organisation. Internal audit functions
could also consider co-sourcing arrangements with experts from external organisations in complementing the available
skill set and competency as well as providing opportunity for knowledge transfer
from the latter.
Growth with governance, the theme
for the Capital Market Masterplan 2
(CMP2), sends a clear message that the
pursuit of growth must be underpinned
by good governance. This is key in ensuring further development and sustainability of our capital market. This principle in
CMP2 should also be emulated by our
market players. The focus of corporations
should not be just on risk taking to capture
emerging opportunities and provide returns to shareholders, it should also be to
attain excellence in governance to ensure
short term growth does not compromise
their long term sustainability. Our guiding
principle of growth with governance is
further reinforced by the Corporate Governance Blueprint which was released last
year, which advocates that excellence in
corporate governance is achieved through
strengthening self and market discipline
and promoting good compliance and governance culture.

The SC has long recognised the critical
role of internal auditors in strengthening
corporate governance. As such the role of
internal auditors in contributing towards
good governance is well established and
well recognised in Malaysia. Malaysia’s
Code of Corporate Governance 2000, our
first code of corporate governance which
was based on the Report on Corporate
Governance by the High Level Finance
Committee, mentioned that it is good
practice for companies to establish internal audit function to undertake regular
monitoring of key controls and procedure.
Companies which do not have an internal
audit function were required by the Code
to review the need for one, from time to
time. The increasing importance of the
role of internal auditors was further emphasised when the Code was amended
in 2007. A new paragraph was inserted
requiring all companies to have an internal audit function and stipulating that
head of the internal audit should report
directly to the Audit Committee. The Malaysian Code on Corporate Governance
2012 underscores the critical role of internal auditors with respect to a company’s
risk management and internal controls
by requiring boards of PLCs to establish
an internal audit function which reports
directly to the Audit Committee. Furthermore in 2007 the Capital Market Services
Act extended the protection provided to
principal officers of a company against retaliation for reporting breaches of law to
internal auditors.
The Malaysian Code on Corporate
Governance 2012 outlines the expectations of the internal audit functions which
include compliance with professional
standards set by recognised professional
bodies and conducting regular reviews
and appraisals of the effectiveness of the
governance, risk management and internal control processes within the company,
a tall order indeed but not far from the expectations which I discussed earlier.
Internal audit functions should not just
exist in form; it has to deliver the essence.
In actualising their potential, internal auditors have to step up and meet increas-
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ing expectation especially in ensuring organisations are always on top of the risks
which they face. This is certainly not a one
person battle. Like other professions, the
internal audit profession need to nurture
a healthy ecosystem which would then
provide the support for its further development. This includes ensuring a baseline
competency amongst its members which
will enable them to take on the challenges
and expectations described earlier.
In this regard I would like to stress that
market recognition and acceptance which
is attained through effective and consistent performance by your members is better than any other form of recognition. As
with other aspects of life, respect has to be
earned and sustained. Respect cannot be
prescribed by law. While regulation could
create some exclusivity, it does not necessarily guarantee respect and recognition
towards the profession.
The values upheld by members of the
internal auditing professionals would also
shape how the internal auditing professionals will be perceived in the market.
Given your roles and functions, I cannot
imagine that you would be able to meet
the expectation, not just of those within
your organisations but also of your external stakeholders including regulators, if
your members are not committed to the
values of your profession and to the interest of the public.
The internal audit profession has certainly progressed well over the years and
contributed towards our achievements in
enhancing corporate governance in Malaysia. As our capital market grows further
so would the complexities and risks that
need to be dealt with by market players.
Effective management of risks would be
one of the success drivers which naturally
open ample opportunities for internal auditors to contribute and make the difference. It is for all of you to chart the direction of your profession. n
Dato Dr. nik ramlah Mahmood, Deputy chief executive, securities commission Malaysia - Keynote
speech - institute of internal auditors Malaysia
national conference on internal auditing 2012
rising potential
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Compliance and corruption
across Asia

T

he realm of enforcement, as this
morning’s agenda wryly puts it, is a
subject well worth a few moments
of reflection.
Our core enforcement mission is to vindicate obligations that are not met, especially those owed to, and harming the
interests of, the investing public. It can be
described in more technical ways but essentially this is it.
I would like to talk about how we go
about this mission in light of a trio of decisions handed down by the High Court
this year in our cases.
But first I would like to make a few
observations about misconduct in our
markets.
Increasing Misconduct?
The incidence of misconduct in our markets appears to be increasing rather than
decreasing. More seasoned observers
might think nothing much has changed
over the decades. Perhaps there is more
detection and more is being done about
it nowadays.
I am not aware of any reliable study
and perhaps such a study is impossible
given the unknown variable of undetected misconduct.
But, subjectively, there may be some
basis to believe misconduct has increased
despite the considerable contrary efforts
of many people around the world.
Since 2007 there has been an increase in the number of investigations we
have commenced and completed in our
key areas of interest.
Since 2007:
- insider dealing investigations have increased by more than 250%;
- market manipulation investigations
have increased by 240%;

- corporate governance cases have increased by 530%; and
- intermediary misconduct cases have
climbed by 280%.
The consequence of so many cases
is that there has also been an increase in
the number of cases before Hong Kong’s
courts and tribunals as well as a change
in the nature, complexity and seriousness
of these cases.
The most significant increase is in the
amount of civil litigation, especially before
the High Court where, again comparing
with the position five years ago, there has
been an increase in activity of over 450%.
Using insider dealing cases as a
benchmark or yardstick, in the same period we have taken actions against 44
people for insider dealing:
- leading to 33 criminal convictions
against 13 defendants;
- the Market Misconduct Tribunal has
made findings that a further eight
persons have contravened the insider
dealing prohibition with administrative
orders being made against them; and
- we have commenced civil proceedings
against a further 22 defendants alleging insider dealing in cases pending
before the High Court.
Much of this misconduct is committed so easily too. The insider dealer
or manipulator makes a phone call or
pushes some buttons on a computer. No
need to see the victim at the end of the
process. The consequences are not visible: physically insulated from the victim
perhaps leading to emotional and moral
insulation from the consequences of misconduct as well.
Intuitively, it seems a person is more
likely to act improperly where there is a
high degree of attenuation between the
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act of misconduct and its consequences.
The consequences of misconduct may
be a topic that deserves more attention
from regulators.
Consequences of Misconduct
Would, for example, a financial institution
pay more attention to its anti-money laundering processes if brought face to face
with the associated harm caused by drug
trafficking or corruption that its laxness is
facilitating?
Would the listed company consider
the almost certain losses that would be incurred by the golden age investor buying
shares with his pension pot when deciding
to delay the disclosure of the bad news to
the market?
There remain many who believe, for
example, that insider dealing is victimless
because counterparties to insider dealing
would have traded anyway.
The disobligation underlying this argument insulates the wrongdoer from having to acknowledge the obvious consequences of his misconduct.
The insider knows the current trading price is not accurate because highly
relevant news has not been factored into
it. Often the insider is also able to influence the timing of the announcement or
is privy to the timetable of the announcement. The unfairness of his advantage is
not limited to the price sensitive information. In these circumstances, it is difficult
not to see the innocent counterparty is
anything other than a victim of a deliberately orchestrated unfairness.
Underlying the disobligation of consequences is the dubious assumption
that the innocent trader is no different or
worse off by trading in a market that included a prohibited insider trading in the
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opposite direction. In most cases, the innocent trader will be worse off. In some
cases, the innocent trader may well have
continued to trade – for example, selling
shares to raise urgently needed cash – but
in those cases, the question is not so much
whether the trader would have traded
anyway but whether he would have traded at the same price if he knew what was
going on.
A wrongdoer who cannot or does
not see the consequences of his misconduct is less likely to perceive their moral
and social consequences and more likely
to offend again.
In many of these cases, there is a sense
that perpetrators have convinced themselves that not only is the risk worth running (because the forensic challenge of
detection is in their favour) but that the
consequences are not serious. This creates
a moral and ethical vacuum.
For some time now we have been
working on ways to make wrongdoers accountable for the consequences of their
misconduct. The process sounds simple
but it is not.
In the course of this year, there have
been three important developments in this
long term project, a trio of decisions handed down by the Court of First Instance of
the High Court of Hong Kong.
Tiger Asia
The first decision was the Court of Appeal’s in the Tiger Asia case which overturned the first instance ruling to the effect that the High Court does not have
jurisdiction to determine whether a market
misconduct contravention had occurred
for the purposes of making remedial and
compensatory orders to victims.
The legal proceedings against Tiger
Asia are brought under section 213 of the
Securities & Futures Ordinance (SFO), a
little used provision which we have made a
significant part of our strategy.
Section 213 permits the Court of First
Instance to grant remedial orders in response to contraventions of the SFO. The
provision effectively gives the court power
to reverse transactions that have been ef-

“For some time now we
have been working on
ways to make wrongdoers
accountable for the
consequences of their
misconduct. The process
sounds simple but it is not”

fected through contraventions by ordering
parties to take steps to undo what has
been done and/or potentially pay damages. The combination of injunctions and recessionary orders to reverse consequences
of misconduct may well constitute a powerful antidote to the problem of ensuring
the real consequences of misconduct are
brought home to wrongdoers.
Tiger Asia, a New York-based hedge
fund, against whom we allege insider dealing and manipulation in the shares of Bank
of China and China Construction Bank (no
finding has been made in these proceedings to date), argued that the Court has
no jurisdiction to make findings of contravention without a pre-existing finding by
a criminal court or the Market Misconduct
Tribunal. This argument succeeded at first
instance. But earlier this year the Court of
Appeal unanimously overturned the initial
decision and held that the Court clearly
had jurisdiction to make findings of contravention on its own.
The Court of Appeal’s decision is destined for the Court of Final Appeal next
year where the position will be sorted out
once and for all.
1 securities and Futures commission v tiger
asia Management llc & ors [2012] HKca 85 (23
February 2012)

We are confident that our position
will be vindicated and that section 213
proceedings will form a key part of our
strategy in bringing wrongdoers face to
face with the real consequences of their
misconduct.
Not only do we believe that the provision was intended and designed to operate
in a self-standing way (and the legislative
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materials support this view), it makes little
or no sense for an essentially remedial proceeding to be ancillary to any other type of
action. Certainly there does not appear to
be any public purpose or rationale to support this view and to inhibit the purpose of
proceedings under this provision.
As matters stand at present, the Court
of Appeal’s decision handed down in February this year is the law in Hong Kong and
we are able to proceed with these types of
cases on the basis they are self-standing.
Styland
The second key decision in this trio of important cases is the Court of First Instance’s
decision in our case against several directors of Styland. Styland is a listed company
in Hong Kong. Our case concerned the
conduct of the chairman of the company
and a number of directors who caused the
company to enter into a number of transactions which had the effect of conferring
benefits on themselves or related parties
and consequential losses.
The mischief here was that the transactions appeared to be at arm’s length
with unrelated parties.
Judgement was handed down in
March this year with findings in favour of
the SFC’s allegations.
This is an important decision because it
is the first time, in proceedings brought by
the SFC, that directors of a listed company
have been found guilty of misconduct for
causing direct loss to the company, and
the Court has ordered compensation to
be paid.
The amount of compensation was
approximately $85 million together with
interest and the total amount payable
will be in the order of several hundred
million dollars.
This decision has paved the way for
further cases of this kind to be brought
ensuring that company directors can be
made accountable for breaches of duty
that cause loss of shareholders’ funds.
And a second case against another
listed company director was concluded in
September with a second compensation
order made in favour of China Asean re-

sources, formerly Medical China, again
involving payments that appeared to be
to unrelated parties and for legitimate
purposes but instead were paid to various
persons related to the defendant.
This brings me to the third keystone
decision in the High Court this year, the
Hontex case.

“The company and its
controlling shareholders
were brought into the same
room, face to face with the
victims who had invested
their money...”

2 securities and Futures commission v Kenneth cheung chi shing & ors [2012] HKcFi 312
(7 March 2012)

Hontex
The Hontex case fulfils the promise of the
High Court’s jurisdiction under section
213 that we are fighting so hard to preserve in the Tiger Asia litigation.
The story is now well-known. Hontex
was incorporated in the Cayman Islands
and operated a business in the Mainland.
It was listed on the Stock Exchange of
Hong Kong in December 2009. In March
2010, we discovered that important elements of the IPO prospectus grossly misstated the company’s financial position, in
particular, its turnover, cash and the number of its franchise stores in the Mainland
during the track record period prior to listing were grossly overstated.
We immediately exercised our powers to suspend dealing in the company’s
shares and sought urgent injunctions, in
our section 213 proceedings, to restrain
movement of the company’s assets. As it
turned out, out of the $1 billion raised in
the prospectus, approximately $832 million remained in bank accounts in Hong
Kong. This amount was frozen.
We then set about seeking orders
to reverse the IPO subscriptions for
those shareholders who wanted their
money back.
The case went to trial in June this year.
After more than two weeks of evidence,
the company conceded that it was reckless in allowing materially false information to be included in the IPO prospectus.
The controlling shareholders agreed to
top up the amount that had been frozen
with a further sum of $197 million which
was paid into court and, when added to
the $832 million already frozen, the total

created a fund out of which the company
could effectively reverse the subscriptions
by making a buyback offer.
The buyback process required compliance with Cayman Islands law and so
required the approval of the public shareholders in general meeting.
In effect, the company and its controlling shareholders (who were ordered
to vote in favour of the buyback) were
brought into the same room, face to
face with the victims who had invested
their money at the shareholders’ meeting. The buyback was approved and the
public shareholders have almost unanimously accepted the offer (at least 99%
of them).
Cheques totalling approximately $1
billion, a total comprising almost all the
publicly raised capital of the company,
have been issued to more than 7,000 investors.
This outcome repairs the immediate
damage caused to those shareholders
who were in no position to detect the
false information in the prospectus and
who were victims of this serious contravention by the company.
And the market, as a whole, benefits
from knowing there is now a mechanism
to undo the consequences of false or misleading prospectuses.
We have a string of other cases like
this one pending before the Court (not
involving IPO prospectuses but other
kinds of alleged misconduct), many with
substantial sums of money frozen as a result of interim injunctions made in section
213 proceedings.
3 Securities and Futures Commission
v Hontex International Holdings Co Ltd
& Ors (HCMP 630/2010, unreported, 20

June 2012)
I want to mention one codicil to the
Hontex case. The requirement that the
buyback be approved by the shareholders in general meeting was a happenstance in which the company effectively
came face to face with the victims of the
wrongdoing. In other contexts, these
kinds of meetings have been mandated
with good effect.
For example, the Minibond resolution
in 2009 required the participating banks
to engage in an enhanced process to resolve issues concerning the sale of other
types of structured products sold to retail
customers. This process included face
to face discussions between the banks
and their customers. The point of these
meetings was twofold: first to resolve
the issues of concern and secondly to
re-establish the relationship between the
institution and the customer.
This process has avoided mis-selling
resolutions by or through agents that kept
affected parties at arm’s length. Under
this process, some but not all customers
have received compensation and approximately $1 billion has been paid out. The
process appears to have been remarkably
quiet and effective in resolving concerns,
one way or the other, and re-establishing
effective relationships.
Conclusion
None of this is at the expense of deterrence and in the last month we have had
guilty verdicts delivered in separate manipulation and insider dealing cases. We
will continue to seek deterrent sanctions
where they are appropriate.
But deterrence alone is not a sufficient remedy if the consequences of the
wrongdoing remain unaddressed and
making wrongdoers account properly for
the consequences of misconduct must
itself have salutary consequences for the
wrongdoer and our markets. n
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