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Private company governance

Independent boara
membpers can be a
valuable resource for
private companies

Entrepreneurs are typically strong-willed people, and for
many the thought of having to answer to similarly strong-
willed independent board members about the decisions
they make for their businesses is not particularly
appealing. They may also believe that the cost, time and
effort required for a board with independent members
could be put to better use elsewhere in their businesses.

Despite that, a growing number of privately-owned
companies in other jurisdictions (most notably Mexico
and Spain) have opted to have boards with independent
board members, believing that the perspectives and
insights that they can bring to the company far outweigh
any constraints. While some companies choose to
include independent board members on their boards of
directors, most appoint them to a board of advisors.
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Private company governance

Benefits of a board

Being the CEO of a private company or
family-owned business can be a lonely
position, and they can benefit from having
a group of people with whom they can
share ideas and perspectives. Independent
board members may also bring a different
and wider range of perspectives to the CEO
thanis typically found in a privately-held and
family-owned business.

However, independent board members
should be much more than just a sounding
board for the CEO. Independent board
members could bring knowledge and
expertise in areas where the CEO's and
management team's knowledge may be
lacking, such as internal controls, finance,
human resources, marketing, tax, and other
areas. Independent board members may
also have important industry expertise

and first-hand experience gained from
working with other organisations facing
difficult challenges, such as cyber-attacks or
managing a crisis.

A board also helps private companies
build trust with other organisations,
since a board extends the accountability
for the company beyond just the CEO
and other executive directors. For this
reason, some lenders require private
companies to have boards as a condition
for extending financing; many lenders are
likely to look more favourably on private
companies with a more robust governance
structure. Similarly, a board may be a
signal to customers and suppliers that
they are doing business with a reputable
organisation that will be sustainable over
the longer term.

As a private company grows, the owner’s
role will change, as will its management
processes. In smaller start-up companies,
owners usually take a hands-on role.
Processes throughout the organisation
are informal; since the owner is involved in
most activities, he or she has a first-hand
knowledge of almost every aspect of

the business.
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As the company grows, new people are
added to the team, the owner’s role
becomes more of a managerial role, and
the need for more formal processes,
knowledge sharing and delegation
increases. Experienced board members
can guide CEOs as their role changes and
new processes are implemented, and
can also offer assistance in developing a
shorter- and longer-term strategic direction
for the company.

Independent boards can also help family-

owned businesses manage one of their “Governance should add value to
biggest challenges: succession. This is one [Rigl-Nelg={e/alrdelule)s Ml qiV ol (-Hao s eLolal[X
area that many family-owned businesses that view the board as an

avoid addressing since it involves a instrument of accountability,

complicated mix of family and business rowth. and strategy will realize
concerns. Owners want to do what is best & ‘ 8Y

for the business while also treating all el Va/ue" The Wea/th' of knowledge
family members fairly and avoiding family and experiences that independent
infighting. Family members may have board members have can enhance
conflicting expectations about the roles the owner’s own skills and
they feel they should play in the family and capabilities, and their different
the business, which they may perceive as . ;

perspectives may bring owners a

aright. The presence of a board simplifies ‘
the succession process. When the board range of new ideas and approaches

is responsible for identifying a successor, it [REIILS LRI gIRael g Lo}/
removes many of the personal issues from
the process; the successor will be selected BRBELIEIN-{LET-LCE

based on merit, rather than family position. SNl Egele el REll T lelildXelgle]
The owner, meanwhile, can address family Sustainability Deloitte Mexico
issues without them becoming mixed
with succession.




Types of boards

While in many respects the responsibilities
of a board of advisors and a board of
directors are similar, there are some distinct
differences. As its name suggests, a board
of advisors acts as a sounding board for
management, and while it may provide input
into a variety of issues, the CEO may choose
to either accept or ignore any of the board’s
suggestions.

Aboard of directors has a fiduciary
responsibility to the company, and is
required to consider the greater good of
the company and of all its stakeholders - as
well as its progress towards strategic goals.
The board, therefore, will provide oversight
of management and will make sure
management is keeping the best interests of
the company in mind. A board of directors’
decisions are usually binding on the
company’s management. (However, since

the board is responsible to the company’s
shareholders, the shareholders - either the
sole owner or the group of owners - have
the authority to dismiss the board.)

It often happens that as a private company
grows, it recognises the need for a more
diverse set of expertise (both industry

and subject matter specific) to effectively
manage a more complex company. Such
companies often start by appointing an
advisory board.

This provides the CEO (and other executive
directors) with the benefit of sound advice
and a range of other expertise, without
sacrificing any of their authority. As the
relationship between the CEO and the
advisory board matures, the advisory board
is often transformed into a proper board

of directors.

Private company governance structures

Private company governance

Board of advisors - Advises the CEO and management team. Members of the board
may include the owner and members of his/her family, and/or company employees,
and/or people who are independent of the company. (The ratio of independent board
members to employees to family members will vary depending on the circumstances
of the company and the owner's comfort level in working with independents.) The
suggestions and recommendations of the board are provided as advice to the owner
and management team and are not binding.

Board of directors - The role and membership of a board of directors are similar to
that of a board of advisors, however the decisions of a board of directors are binding,
and as directors, the members of the board are accountable for their decisions.

Family council - A family council normally works in conjunction with the company’s
board. The council's role is to oversee the family interests in the business. It also
provides a forum where family matters can be discussed away from non-family
members of the board of advisors or board of directors. Members of the council are
restricted to the owner's family, though there may be ex-officio (non-voting) members,
such as legal counsel, to advise on specific issues. The protocols of a family council
are usually set out in a family charter, which provides a family vision and mission
statement and ground rules for council meetings.
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Private
company
boards in
South Africa

In terms of the Companies Act of South Africa,

a private company is a company thatis not a

state owned company, and its Memorandum of
Incorporation (MOI) prohibits it from offering any

of its securities to the public, and restricts the
transferability of its securities. Private companies are
identified by suffixing Propriety Limited or (Pty) Ltd to
the name of the company.

Private companies are subject to regulation that

is less onerous than public companies. The affairs
of a company must be managed by a board which
must comprise at least one director. Although not
a requirement, this director is usually an executive
director.

With regard to board committees, a private company
is only required to have an audit committee if it
chooses to include such a requirement in its MOI.
Furthermore, where a private company has a public
interest score greater than 500 points in any two of
the last five financial years, it is required to appoint a
social and ethics committee comprising a minimum
of three members (directors or prescribed officers).
At least one member of the social and ethics
committee must be a director who is not involved

in the day to day management of the company’s
business and must not have been so involved within
the previous three financial years.

It should be noted that the number of directors
required for the composition of board committees
are in addition to the minimum number required in
terms of the Companies Act (at least one director for
a private company). Thus, where a private company
is required to appoint a social and ethics committee,
that company will have to appoint a minimum of 2
directors (the first to meet the minimum number
required in terms of the Companies Act and the
second should be a non-executive director for
purposes of the social and ethics committee).



Role, responsibilities
and structure of
the board

As with boards of public companies, the role of a private company board is one of
oversight. Many of the specific responsibilities of a private company board are also
essentially the same as those of a public company board, including but not limited
to, oversight of strategy, reviewing the company’s financial performance, ensuring
that risks to the company are identified and mitigated appropriately, ensuring that a
succession planis in place for the CEO, etc.

Because their roles and responsibilities are similar, private company boards should
adopt leading practices of public company boards. However, a private company board
will often need to adapt or scale some of those practices to suit the company'’s specific
circumstances; most private companies, for example, won't have an internal audit
department so a private company’s board's responsibilities with respect to an internal
audit function may differ. Similarly, since private companies are usually much smaller
than public companies, their boards will most likely have fewer members and may not
need the same number and diversity of board-level committees as a public company
board.

Often, independent board members are asked to provide their expertise and
experience to augment management's skills and knowledge in certain areas. (In doing
so, they should act as advisors to management, but should not manage activities
themselves.) Because of their smaller size, however, the board may not have deep
expertise in every area where it's needed. A common practice is to invite outside
experts to address the board on matters where the board members could benefit.



Private company governance

Transparency
and reporting

Most private companies don't have the same requirements to disclose financial and
other company related information as do public companies. However, transparency
is just as important for private companies. It is particularly important in the case of
family businesses, which should have the same level of transparency with the family
stakeholders as a public company has with its shareholders. Transparency can help
reduce misconceptions and conflicts among family members.

Private companies should consider publicly disclosing information about their
activities and governance practices that provide them with a competitive advantage
- for example, if those activities will lead to better financing conditions, better
arrangements with suppliers, an increase in their customer base, etc. They may
also want to disclose information about their ethical practices and sustainability
activities since these issues are important to private company stakeholders and the
disclosures can help the company enhance its reputation.

Qualities of
board members

Since the owner's close friends and associates will share many of the business
owner’s viewpoints and experiences, companies should look outside that circle
when recruiting independent board members.

That's because a key benefit of having independent board members is their
different and diverse perspectives, as well as their ability to augment the
business owner’s own knowledge and expertise with their own different
backgrounds and experience.

As with all boards, education is important since board members will need to
keep pace with the business’s needs as it evolves, its industry changes, and new
challenges arise The board and each of its members should be evaluated every
year to ensure that they continue to meet expectations, and that their skills keep
pace with the changes and growth of the organisation.
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Benefits of diversity
and independence
among directors

A spectrum of diverse perspectives in
the boardroom, specifically with regard
to skills and expertise, assists the CEO
in seeing the “bigger picture” and aids
in counteracting “silo thinking” when
the company is faced with a challenge.
A board that is equipped to consider
an issue from many angles (e.g.
financial, economic, legal, generational,
geographic, etc.) is far more effective at
assessing the risk of such an issue
than one that adopts a one-
dimensional approach.

Incorporating independence into the
boardroom also has its own specific
advantages. Independent directors
bring an unbiased view distinct from
that of shareholders and management
which provides reassurance to
external parties that the company

is being run in an effective manner.
Due to their perceived distance from
the company, they act as a balancing
element in boardroom discussions
between different shareholder
representatives and managing
conflicts of interest affecting

board members.

Their objectivity also allows them to
safeguard the interests of minority
shareholders and other stakeholders
who may not be represented on

the board and who may be unable

to speak with a strong voice at
shareholder meetings.







Private company governance

An international
independent board
member’'s perspective

Are private companies in Mexico
encouraged to have independent
board members?

Mexico has a large number of private
companies, and the government,
universities, and other groups are
encouraging them to improve their
governance practices by creating an
independent board of directors. That's
a difficult step for people who have
owned and managed a business very
successfully. For many of them, it's

a gradual process. At first, they may
appoint a single independent board
member, and when they become
comfortable with that, they may add
more of them.

At some point, however, the
independent board members and the
owners will disagree on a strategy or
some other item. That is usually the
test of how committed the owner is
to having independent members of
the board. I've worked with several
private company boards. The owners

Marcelo Rivero has 30 years’ experience as
a CEO of consumer products companies

in Mexico. He is currently the president

of Brain Strategic Insight and a board
member of several private companies,
including CISA, ASUFIN, CTS (Corporate
Travel Services), Gayosso, IC Intracom, CISE,
4e de Mexico, RUA, Gomasa, Rendilitros,
CASA Cravioto, ALSEA (until April 2015),
Asufin y Colusa, Automotriz Chiapas S.A. de
C.V., Banware, and others.

need time to learn how to work with
independent board members, and
the independent board members -
especially people serving on a board
for the first time - need time to learn
how to work with the board and with
the owners.

What advice would you give to
someone who is asked to serve on
a board?

Before agreeing to join a board, it's
important to do some research about
the company, its board (if it has one),
and the owner.

You need to learn about the
company'’s financial situation, its
business situation, and the key issues
the company and the board are
focused on.

Is this a company you want to
become involved with, and do you
have experience in the areas where it
is needed by the company?



Itis also important to understand what
kind of board the company has and what
its role is. For example, is the company
establishing a board for the first time,

or does it already have a board with a
mature governance process? If it has a
board, what does the company expect
from the board and from the individual
board members? Is the board stable or
is there a high turnover rate among its
members? You want to be sure you are
joining a board where your opinion as an
independent board member is seen as
having value.

Another important consideration is why
the owner wants to have independent
board members and how well the owner
works with them. Does the owner believe
independent board members will help
make the company successful, and is
therefore willing to work with them

and the board? Is there an attitude of
mutual respect between the owner and
the independent board members? If

the owner wants them on the board for
another reason - perhaps just to gain
industry insights or knowledge - that may
indicate the owner isn't willing to share
key information with the board or accept
its advice.

How well understood is the
independent board member’s role on a
private company board?

There can be confusion about the role,
soitis important that independent board
members establish clear ground rules.
When they first join the board, they need
to clearly communicate to the owner and
the other members of the board that
they will provide advice and guidance,
and they will be open and honest in their
recommendations, but that they are also
independent, which means they may not
always agree with the owner.

Ifindependent board members don't make
this clear from the start, or if they try to
play a social or collegial role on the board,
the owner won't consider them as being
independent. That will be a problem when
an independent board member disagrees
with the owner. Owners may accept some
disagreements over minor decisions, but
if it is something larger - for example, a
strategic decision - the owner will not
accept a challenge from a board member
who isn't understood to be independent.

What should independent board
members do to build a good working
relationship with the owner?

First, as | just mentioned, they need

to set clear ground rules about their
independence. Next, they need to
understand that they are part of a
process. They aren't going to change
everything all at once. Instead, they will
need to take things step-by-step, address
some key issues today and then, at the
next meeting, they can focus on moving
something else forward.

It's also important that independent
board members do not try to present
themselves as experts with the skills and
knowledge to make all of the decisions
on a subject. A mistake made by many
new board members - especially people
with a lot of business experience but

no previous board experience - is not
limiting themselves to providing oversight
and advice to the owner, but actually
attempting to manage the company.

It takes time for boards, and independent
board members and owners to learn
how to work together. In my experience,
business owners are willing to consider
an independent board member’s
recommendations as long as they

are given time to think about them

and the board member respects the
owner’s position, including the fact

that, ultimately, he or she has the final
decision. For their part, it takes courage
for an independent board member to
challenge a business owner; they need
solid evidence and arguments to support
their position, and they need to be clear
that the analysis and advice they are
providing is given in the best interests of
the company.

Where can independent board
members make their biggest
contribution

A lot will depend on the position of the
company and the board member’s own
knowledge and expertise. In general,
though, many private companies are
weak in strategic thinking and need a
strategic process. Many business owners
make decisions based on what worked
well in the past; they're not used to
looking at things in a different way or
following a strategic planning process
to identify the best future direction for

Private company governance

the company. This is where independent
board members can play an important
role.

Another challenge for private companies
is talent and developing the people

the company will need in future. That's
because many private companies

are staffed by the owner’s family and
close friends. While they have existing
relationships with the owners, and

may be very good at what they do, they
often don't have all of the necessary
skills. Because of this close relationship,
the owner may not recognise that they
lack expertise in a certain area, so the
board can provide oversight and guide
management on addressing talent
concerns.

One of the biggest “people” issues for
a private company is succession. How
can the board help?

Succession in a privately held
organisation can be challenging for both
the business owner and the board. For
business owners, succession is extremely
personal, and often they don't want

to address it until it can no longer be
ignored. Then, if they haven't developed
someone in the family with the skills

to continue running the business, the
situation is very difficult to manage.

Because succession is such a difficult
process for many owners and their
families to discuss, independent board
members should create a communication
system outside of the board itself.
Perhaps, they will begin working with just
one or two members of the family before
taking the issue to the full board. That
way, important but difficult issues, like
succession, don't need to be discussed
in front of everyone, but instead can first
be presented and discussed in a smaller
group. Creating the right communication
system with smaller meetings where the
director can gain the confidence of the
owner and the family is important when
matters need to be addressed.
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