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        Introduction

        The topic of ‘governance’ is one that has gained popularity, and the term is now used to embrace a range of concepts. This
          course establishes some basic principles that will form the basis of your study. You will have the opportunity to consider
          how well these principles match up with your own observations of corporate organisations and behaviour
        

        This OpenLearn course provides a sample of postgraduate study in Business

      

    

  
    
      
        Learning outcomes

        After studying this course, you should be able to:

        
          	provide a range of definitions of corporate governance

        

        
          	identify issues usually addressed by corporate governance structures

        

        
          	summarise recent scandals and abuses and the regulatory reaction

        

        
          	identify the other drivers of corporate governance, such as capital markets, shareholders and rating agencies.

        

      

    

  
    
      
        1 What is corporate governance?

        
          1.1 Definitions

          The need for corporate governance arises out of the divorce in modern corporations between the rights of shareholders and
            other suppliers of capital on the one hand, and the operational control, which is in the hands of professional managers, on
            the other. This can be described as the ‘principal–agent’ problem. Put simply, the question is: will the managers run the
            corporation exclusively for the long-term benefit of the shareholders, and what mechanisms can be put in place to ensure this
            takes place? Most individuals involved in business are basically honest and principled. Gandhi is said to have observed that
            India's British rulers believed they could set up a system that was so perfect that people would no longer need to be good.
            Systems of corporate governance are designed to provide a framework for managing companies that embodies best practice rather
            than relying on individuals' integrity.
          

          The most well-known definition of corporate governance originates from the Cadbury Committee, which was set up in the UK in
            1991 to raise standards in corporate governance: ‘Corporate governance is the system by which companies are directed and controlled'
            (Cadbury Committee, 1992). Corporate governance is about relationships and structures. First, it is the relationship between
            a company's management, its board of directors, its auditors, its shareholders, its creditors and other stakeholders. Corporate
            governance is based on structures through which the objectives of the company are set, and the means of attaining those objectives
            and monitoring performance are determined. Recently, an International Federation of Accountants (IFAC) report gave the following
            definition for ‘enterprise governance':
          

          
            …the set of responsibilities and practices exercised by the board and executive management with the goal of providing strategic
              direction, ensuring that objectives are achieved, ascertaining that risks are managed appropriately and verifying that the
              organization's resources are used responsibly.
            

            (IFAC, 2004)

          

          For IFAC, enterprise governance has two dimensions that need to be in balance: conformance or conformity (i.e. with laws,
            codes, structures and roles) and performance. They believe that good corporate governance on its own cannot make a company
            successful. Companies must balance the two. However, without good corporate governance, the long-term success of the company
            is in serious doubt. In other words, good corporate governance is necessary but not sufficient for business success.
          

          Other, broader definitions would extend the concept of control beyond that exercised by the managers, the board of directors
            and the shareholders to a larger number of stakeholders, including creditors, employees and business partners, such as suppliers
            and the local community. The nub of corporate governance remains the relationships between management and shareholders, with
            the auditors (and their impact on the financial statements) playing a key role. Shareholders want to ensure that the company
            is run to maximise long-term shareholder wealth, and therefore that managers do this and do not reward themselves to the detriment
            of shareholders. The auditors need to be protected from undue management influence so that their role as guardian of the accuracy
            of the financial statements is not put in jeopardy. However, it is now more explicitly accepted that the shareholders have
            responsibilities towards other stakeholders, and in particular the host communities within which the company operates. Failure
            to respect these obligations is likely to provoke negative interventions from government or negative market reactions in the
            long term. If the interests of all the relevant stakeholders are balanced, good corporate governance should maximise the shareholders’
            wealth and maintain the company's surrounding relationships.
          

          Typical corporate governance structures usually address issues such as:

          
            	
              roles of the CEO and chairman

            

            	
              board of directors – composition, independence, qualifications, training, remuneration and representation of shareholders

            

            	
              audit committee – selection and role

            

            	
              rights and treatment of shareholders and stakeholders

            

            	
              external auditors – selection, duties and liability

            

            	
              disclosure and transparency.

            

          

        

        
          1.2 Conclusion

          The annual financial reports commonly contain a statement on corporate governance, so it is useful to have an awareness of
            what this involves. This has important implications for interpreting the financial statements: a company with a weak system
            of corporate governance will provide greater opportunities for the manipulation of financial statements, with adverse consequences
            for users.
          

          
            
              Activity 1

            

            
              
                Go to the OECD website and download its 2004 principles of corporate governance. What are the main principles identified by
                  the OECD?
                

              

              View discussion - Activity 1

            

          

        

      

    

  
    
      
        2 The drivers of corporate governance rules

        
          2.1 Introduction

          In this section we are going to review the different needs that drive the creation of corporate governance frameworks. The
            contingent model of regulation applies to financial reporting: the idea that equilibrium in regulation exists, but is broken
            by some intrusive event, often a financial scandal. This leads to a search for a revision of the rules, and a new equilibrium
            is worked out. This is very much a pattern that drives change in corporate governance.
          

        

        
          2.2 Recent governance failures

          As we have discussed before, the creation of corporate regulation is often linked to perceived failures of corporations and
            their management to behave in the way society expect them to. Corporate governance is not an exception to this trend, and,
            as with accounting, different countries may well experience difficulties at different times. For example, the development
            of British codes of best practice, which began with the Cadbury Committee, can be related to governance scandals such as Polly
            Peck and Coloroll in the late 1980s and early 1990s. However, the wave of corporate scandals, mostly in the USA, at the turn
            of the century has been marked not only by the number of cases but also by the effect they have had on investor confidence
            and market values worldwide. To stop the rapid erosion of investor confidence, the United States took drastic action in record
            time with the Sarbanes-Oxley Act in 2002. But first we review the problems behind these corporate failures in order to better
            understand the regulatory responses.
          

          The combined impact of various US corporate scandals caused the Dow Jones Index to drop from a high for 2002 of 10,632 on
            19 March to 7,286 on 9 October, wiping out trillions of dollars in market value. Investor confidence in the fairness of the
            system and the ability of corporations to act with integrity was ebbing. According to a poll in July 2002, 73 per cent of
            respondents said that Chief Executive Officers (CEOs) of large corporations could not be trusted (Conference Board, 2003).
            Amongst the many negative effects of this was a worsening of the pension funding crisis caused by the dramatic drop in the
            value of pension fund assets. It also increased the cost of capital and caused a virtual cessation in new securities offerings.
            The International Federation of Accountants (IFAC) claims that while there has been a lot of strategic guidance for business,
            there has been too little said about the need for good corporate governance. However, even the strategic guidance on well-run
            corporations given by authors such as Collins and Porras (1994) or Collins (2001) would, if followed, have prevented the worst
            abuses. These authors emphasise the fact that successful companies were visionary companies, with a long track record of making
            a positive impact on the world. They did more than focus on profits; they focused on continuous improvement. They took a long-term
            view and realised that they were members of society with rights and responsibilities.
          

          However, the long-term view is something of a rarity in many companies. A critical factor in many corporate failures was a
            poorly designed rewards package, including excessive use of share options that distorted executive behaviour towards the short
            term. The use of stock options, or rewards linked to short-term share price performance, led to aggressive earnings management
            to achieve target share prices. When trading did not deliver the earnings targets, aggressive or even fraudulent accounting
            tended to occur. This was very apparent in the cases of Ahold, Enron, WorldCom and Xerox (IFAC, 2003).
          

          One accounting chief on trial told the jury that Adelphia manipulated its earnings figures for every quarter between 1996
            and 2002 to make it appear to meet analysts' expectations. ‘We reported numbers we basically made up’ he said (Los Angeles Times, 2004a). IFAC (2004) examined a number of cases of corporate governance failures. Some of the better known cases of financial
            irregularities are summarised in Table 1.
          

          
             Table 1: Recent financial irregularities
            

            
              
                
                  	Company
                  	Country
                  	What went wrong
                

                
                  	Ahold
                  	NL
                  	earnings overstated
                

                
                  	Enron
                  	USA
                  	inflated earnings, hid debt in SPEs
                

                
                  	Parmalat
                  	Italy
                  	false transactions recorded
                

                
                  	Tyco
                  	USA
                  	looting by CEO, improper share deals, evidence of tampering and falsifying business records
                

                
                  	WorldCom
                  	USA
                  	expenses booked as capital expenditure
                

                
                  	Xerox
                  	USA
                  	accelerated revenue recognition
                

                
                  	
                  	
                  	
                

              
            

            

          

          In terms of corporate governance issues, Ahold, Enron and WorldCom all suffered from questionable ethics and behaviour at
            the top, aggressive earnings management, weak internal controls and risk management and, of course, shortcomings in accounting
            and reporting.
          

          Enron is an excellent example where those at the top allowed a culture to flourish in which secrecy, rule-breaking and fraudulent
            behaviour were acceptable. It appears that performance incentives created a climate where employees sought to generate profit
            at the expense of the company's stated standards of ethics and strategic goals (IFAC, 2003). Enron had all the structures
            and mechanisms for good corporate governance. In addition, it had a corporate social responsibility task force and a code
            of conduct on security, human rights, social investment and public engagement. Yet no one followed the code. The board of
            directors allowed the management openly to violate the code, particularly when it allowed the CFO to serve in the special
            purpose entities (SPEs); the audit committee allowed suspect accounting practices and made no attempt to examine the SPE transactions;
            the auditors failed to prevent questionable accounting.
          

          The use of questionable accounting and disclosure practices, their approval by the board and their verification by the auditors
            arose from a variety of forces, including:
          

          
            	
              pressure to meet quarterly earnings projections and maintain stock prices after the expansion of the 1990s;

            

            	
              executive compensation practices;

            

            	
              outdated and rules-based accounting standards;

            

            	
              complex corporate financial arrangements designed to minimise taxes and hide the true state of the companies, and the compromised
                independence of public accounting firms (UNCTAD, 2003).
              

            

          

          Most governments have an imperative to try to foster a healthy economy, since this should lead to a better quality of life
            for all. Inevitably, when the economy suffers as a result of the actions of a relatively small number of people, the government
            is bound to react. Many initiatives in this area can be seen as a desire to make explicit the obligations that society expects
            the different actors to fulfil, and provide a framework for penalising their failure to do so. Such initiatives may also serve
            as an indication of change in social expectations (sometimes referred to as ‘social inflation’), where the generally accepted
            view of what is acceptable behaviour changes. The regulatory changes crystallise a change in the ethical and moral environment.
          

        

        
          2.3 Capital markets

          In so far as better corporate governance has the objective of enhancing shareholder control, it should follow that companies
            with better corporate governance will attract investors and will reduce their cost of capital. A global investor opinion survey
            carried out by McKinsey & Company (2002) gives some evidence that good governance is linked to investment decisions. The survey
            found that:
          

          
            	
              investors state that they still put corporate governance on a par with financial indicators when evaluating investment decisions;

            

            	
              more than 70 per cent of investors are prepared to pay a premium for companies exhibiting high governance standards, ranging
                from 14 per cent to more than 30 per cent depending on the region;
              

            

            	
              60 per cent of investors say they would avoid companies with poor governance.

            

          

          However, not everyone is convinced by the findings of opinion surveys, because they are just that: opinion surveys rather
            than hard evidence. Even when empirical work is undertaken, the results are often inconsistent. For example, US companies
            in the Russell 3000 with poor governance outperformed those with good governance in the period 1999–2003 (Gimbel, 2004). But
            Gompers et al. (2001) found a relationship between corporate governance and stock returns. Ex post investment strategies that bought firms with the strongest shareholder rights and sold firms with the weakest rights would
            have earned abnormal returns of 8.5 per cent per year during the 1990s.
          

          According to some, it is a question of which actions add to shareholder value and which do not. Environmental strategies do
            not impress investors, but environmental accomplishments do. Companies that are consumer-friendly consistently outperformed
            the market according to a study by Pictet and Cie (Butz, 2003). The Institute of Business Ethics (2003) looked at the relationship
            between ethical commitment and financial performance. They found that doing the right thing boosts shareholder value. The
            ethically committed group had an average 18 per cent higher profit as a percentage of turnover. However, the mechanisms by
            which an ethical commitment or good governance was translated over time into financial results were not evident. Capital markets
            are placing some value on corporate governance, as evidenced by the appearance of governance-related funds such as Relational
            Investors (USA) and Hermes Funds (UK), which select companies for inclusion in the fund based on good corporate governance.
            New funds launched in late 2004–5 include Providence Recovery Partners Fund (USA) and the Corporate Governance Fund (Japan)
            (UNCTAD, 2005).
          

        

        
          2.4 Shareholder activism

          Shareholder (investor) activism can also force better corporate governance. Historically, individual shareholders, whether
            institutions or private persons, have had little chance of influencing the board or management given the fragmentation of
            ownership.
          

          Shareholders can ask questions at the annual general meeting, but they would need a majority of votes in order to pass a motion
            that was binding on management. Even institutional shareholders do not, in most countries, hold as much as 5 per cent of the
            ordinary shares of one company. However, it should be noted that in Germany there are cases, such as Daimler and Volkswagen,
            where single institutions hold much larger proportions. In fact, the majority of shares in multinationals in Europe are held
            by financial institutions rather than private individuals. In the past such investors have preferred to sell their shares
            when they disagree with company policy, rather than intervene in the management of the company. However, attitudes have changed
            over time. Institutional investors have become more aggressive, and individual investors have formed associations that enable
            them to work together and command more votes in investee companies.
          

          The California Public Employees' Retirement System (CalPERS) is the biggest pension fund in the United States, with $160 billion
            under management. It started its corporate governance reform programme as early as 1984. It has a website, and its annual
            Focus List is a hit list of companies that need, in the view of the fund, to improve their performance. CalPERS has a general
            strategy of public ‘naming and shaming’ to force change where it is tardy. It is one of the few funds to make its proxy votes
            public, publishing them on its website in advance of company annual meetings. There is a growing demand that institutional
            investors disclose how they vote. In 2003, CalPERS demanded the resignation of the chief executive of the New York Stock Exchange,
            and he was ultimately obliged to resign. CalPERS' trustees (its 13-member board of administration) in 2003 approved proxy
            voting guidelines that included voting against any director who approved non-audit work by the company's auditors. This resulted
            in CalPERS voting against all of the directors in the roughly 1800 companies in which it owned shares (Brewster, 2004).
          

          In the UK, the National Association of Pension Funds (NAPF) is an organisation that represents the interests of employer-sponsored
            pension funds. Its members have investments of more than £600 billion. It has become increasingly active, and publishes position
            papers and advice to institutional shareholders as to what standards they should expect from multinational companies in which
            they invest. Some pension funds ask the board of directors of a company in which they are planning to invest to sign a document
            that sets out minimum governance undertakings. Recently, NAPF joined forces with the Institutional Shareholder Services to
            reinforce its lobbying for shareholders’ rights.
          

          The International Corporate Governance Network (ICGN) is an example of a worldwide multi-stakeholder coalition within the
            investment community. It was founded in 1995. Its members are institutional investors such as major pension funds like CalPERS,
            investment clubs and insurers, as well as leading corporate governance and shareholder value professionals, and corporate
            officials. ICGN members are estimated to hold assets exceeding $10 trillion. The ICGN originates from the corporate governance
            endeavours of CalPERs, the College Retirement Equities Fund (TIAA-CREF), the Council of Institutional Investors in the USA,
            the Association of British Insurers, the Cadbury and Hampel Committees on Corporate Governance, NAPF and the Corporate Governance
            Forum of the Centre for European Policy Studies in Belgium.
          

          ICGN seeks to develop a global consensus on capital market corporate governance and, above all, to lay down best practice
            for both issuers and investors. It promotes best practice through its studies, toolkits, annual meetings and awards programme.
            In 2002 it undertook a study on cross-border voting practices and found that ‘Global standards of corporate governance have
            gained widespread acceptance in recent years, but the mechanics of governance have not kept pace’ (ICGN, 2002). Share voting
            is a primary governance mechanism, and this study reveals that accountability is far from assured. ICGN is campaigning for
            the one share, one vote principle.
          

        

        
          2.5 Rating agencies: corporate governance indices

          A number of rating agencies, including credit rating agencies, have developed indices to measure corporate governance performance.
            Among the more well-known indices are FTSE-Institutional Shareholder Services (ISS) Corporate Governance Index, Standard &
            Poor's Corporate Governance Scores, Dow Jones Sustainability Index and Business in the Community Corporate Responsibility
            Index. Rating agencies can act as catalysts for corporate governance by either directly factoring corporate governance into
            their scoring systems, or complementing their financial scoring systems with corporate governance ones. Of the 30 largest
            European asset managers, 20 factor governance into their investments. Some commentators believe that this is starting to change
            the dynamics of the investor side in the corporate governance game (Business Week, 2004). If the analysts do their homework properly, an index can give a thumbnail sketch of a company and how it is improving.
            The indices make it easier for investors to assess the quality of corporate governance. They highlight the significance of
            good governance and, through publicising it, put pressure on companies to respond.
          

          The FTSE-ISS index series for the UK, USA, Europe and Japan rank over 2000 companies using the following five areas of comparison:

          
            	
              board composition and independence

            

            	
              compensation

            

            	
              ownership

            

            	
              audit process

            

            	
              shareholder rights/takeover defences.

            

          

          The index is designed to incorporate the corporate governance rating into the financial index by tracking financial performance
            against the corporate governance variables. Supposedly, it offers a way of assessing the impact on portfolio performance.
          

          Standard & Poor's (S&P's) corporate governance score gives an assessment of a company's policies and practices benchmarked
            against international codes and guidelines and governance best practices. S&P scores are based on ownership structure and
            influence, financial stakeholder rights and relations, financial transparency and information disclosure, and board structure
            and process. Unique to the S&P index is an interactive assessment with the company officials to capture how they work together.
            S&P evaluates companies only upon their request, and hence the companies pay for the rating. S&P's governance scoring and
            its credit ratings are different forms of analysis that complement each other.
          

          
            
              Box 1 Components of S&P corporate governance score

            

            
              Component 1: Ownership structure and influence

              
                	
                  Transparency of ownership.

                

                	
                  Concentration and influence of ownership.

                

              

              Component 2: Financial stakeholder rights

              
                	
                  Voting and shareholder meeting procedures.

                

                	
                  Ownership and financial rights.

                

                	
                  Takeover defences.

                

              

              Component 3: Financial transparency and information disclosure

              
                	
                  Quality and content of public disclosure.

                

                	
                  Timing of and access to public disclosure.

                

                	
                  Independence and integrity of audit process.

                

              

              Component 4: Board structure and process

              
                	
                  Board structure and composition.

                

                	
                  Role and effectiveness of board.

                

                	
                  Role and independence of outside directors.

                

                	
                  Director and executive compensation, evaluation and succession policies.

                

              

              Source: Standard & Poor's Governance Services (2002)

            

          

          It is thought that such indices could help determine if well-governed companies outperform their rivals. As we have noted,
            studies relating corporate governance to company performance have not shown a consistent relationship. Recently, researchers
            at the Wharton School examined data from four agencies specialising in rating corporate governance, including Governance Metrics
            International, Investor Responsibility Research Center, Institutional Shareholder Services and The Corporate Library. They
            analysed the association between the ratings and subsequent company operating performance and stock returns. They found no
            conclusive evidence that the summary ratings were related to stock returns, but they did find evidence that corporate governance
            ratings are associated with the level of future operating performance (Larcker et al., 2005).
          

          What corporate governance indices might show best is the degree of risk an investor takes when he invests in a company. Thus,
            asset managers looking at the ratings in terms of corporate governance ‘risk’ might avoid the companies at the bottom of the
            index but would not necessarily use a top ranking as the sole criterion for their investment decisions, particularly if the
            market is rising. The Asia Corporate Governance Association has found that when markets are rising and investors are willing
            to take more risks, then even companies with poor CG may tend to outperform their benchmarks. On the other hand, when markets
            decline and investors are more risk averse, companies with good CG tend to perform better (UNCTAD, 2005). Thus, when looking
            at these studies one should note if they were done during an up-cycle or down-cycle.
          

          CG indices are in their infancy and each one contains some different and some common variables. The common variables rest
            on the assumption that there is a single, optimal governance structure and any company that deviates has a ‘governance’ problem.
            Corporate failures such as Enron would have scored well in terms of an index that was based on best practice structures and
            that did not examine the ‘quality’ of relationships. Sceptics wonder if governance ratings based largely on structural measures
            provide a useful basis for identifying good governance.
          

          The main benefit of the ratings so far is to serve as a benchmark to show if corporate governance is changing over time. But
            after several years in operation, optimists believe that the indices could be having an impact on corporate governance. According
            to Business in the Community, the performances of companies have moved upwards, creating a bunching at the top and diminishing
            the differences between the companies. Peer pressure creates this race to the top and impacts positively on corporate governance
            performance (Baker, 2006). Furthermore, the growth of the indices industry in itself is creating a strong demand for better
            corporate governance disclosure.
          

          
            
              Activity 2

            

            
              
                The Myners Report, commissioned by the UK Government in 2000, recommended that shareholders should be encouraged to intervene
                  in company matters. This resulted in a consultation paper published by the Department for Work and Pensions ‘Encouraging shareholder
                  activism – a consultation document’.
                

                Read the report, then identify and comment on the main government proposals. (Note: the paper can be requested via the Department
                  for Work and Pensions website.)
                

              

              View discussion - Activity 2

            

          

        

        
          2.6 Conclusion

          In this section we have looked at the different ways in which expectations about corporate governance have grown. We have
            briefly reviewed the role of corporate scandals as a generator of regulatory responses, and in particular the significant
            problems that surfaced in 2002–3. We have also noted that research shows that evidence of a positive correlation between good
            investment returns and good corporate governance policies is not conclusive.
          

          We have looked at the growth of shareholder activism in recent years, and in particular the interventionist approach taken
            by some major pension funds to exert influence on multinational companies. The growing interest in governance has resulted
            in the creation of a new industry providing governance indices, which serve to highlight improvements in governance for investors
            and other stakeholders.
          

        

      

    

  
    
      
        Conclusion

        This free course provided an introduction to studying Business & Management. It took you through a series of exercises designed
          to develop your approach to study and learning at a distance and helped to improve your confidence as an independent learner.
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        Activity 1

        Discussion

        Spend some time reflecting on these guidelines in the light of your own experience. Have you come across examples of the effect
          of the presence or absence of these principles?
        

        The OECD guidelines cover six main principles:

        
          	
            The corporate governance framework (of a company) should promote transparent and efficient markets, be consistent with the
              rule of law, and articulate the division of responsibilities among different supervisory, regulatory and enforcement bodies.
            

          

          	
            The corporate governance framework should protect and facilitate the exercise of shareholders' rights.

          

          	
            The framework should ensure the equitable treatment of all shareholders and all shareholders should have the opportunity to
              obtain redress for any violation of their rights.
            

          

          	
            The framework should recognise the rights of other stakeholders granted by law or mutual agreement and encourage active cooperation
              between the corporation and other stakeholders in creating wealth, jobs and the sustainability of financially sound business.
            

          

          	
            The framework should ensure that timely and accurate disclosure is made on all material matters regarding the corporation,
              including the financial situation, performance, ownership and governance of the company.
            

          

          	
            Corporate governance should ensure the strategic guidance of the company, the effective monitoring of management by the board,
              and the board's accountability to the company and the shareholders.
            

          

        

        Your own experience of corporate governance will vary, but you should be able to draw on it as you work through this course.
          You may benefit from sharing your experiences with other people studying this course. You may wish to use the Comments section
          below to share your ideas. Section 2 provides some examples of cases where poor corporate governance contributed to financial irregularities and corporate failure.
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        Activity 2

        Discussion

        The Myners Report found that institutional investors exhibit ‘a lack of active intervention in [companies in which they invest]
          even when there is a reasonable expectation that this would enhance the value of investments’ (p. 3). The review recommended
          that UK law should be changed to incorporate a duty ‘to actively monitor and communicate with the management of investee companies
          and to exercise shareholder votes where … there is a reasonable expectation that such activities are likely to enhance the
          value of an investment’ (p. 3).
        

        The consultation paper acknowledges that shareholders cannot manage public companies, but says that issues such as the performance
          of senior management and the appropriateness of their strategy are legitimately the concern of shareholders. However, it is
          not clear that investors could be expected to have any better notion of the appropriate strategy for a company than its management.
          If one takes the example of Marks and Spencer, it is clear that shareholders can express concern at falling profits and share
          prices, but not so obvious that they could find a strategy that would combat the problem.
        

        It would seem that the area where shareholders could be active is very difficult to define. Legislation might serve to put
          investors on notice that they must be pro-active. The consequences of this might be to encourage investment managers to develop
          greater insights into management, or it might simply create a means of redress where pensioners, for example, might claim
          compensation from professional fund managers for failing to maximise returns.
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