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ABSTRACT

In this paper, we set forth a scoreboard for dgaliith those risks that arise from the
governance of any organization. Firstly, we introeluhe subject of governance risks
and, secondly, we move on to a cardinal index timaitonly measures up governance
performance but also provides with a rate of gomece risks. Next, we argue for
protocol that builds up a staff unit to be held motable for the management of such
risks. Afterwards, the main components of the dooaed are disclosed: on the one side,
a governance-risk toolkit and, on the other sidelicg-making guidelines, whose

intertwining brings about a clinical approach tovgmance and the Governance-Risk
staff unit report to the Board of Directors. Ladt all, it is shown how to put the

Scoreboard into practice.

JEL codes: G30, G32, G34
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INTRODUCTION

Although Corporate Governance is already a wetidshed field of learning
and practice [Monks-Minow (2011), Kostyuk-Braendlpreda (2007)], scant attention
has been given so far to governance risks for whigh first attempt to furnish a
quantitative analysis can be found in Apreda (2pb7&Ve intend to make another
contribution to the latter subject matter by pugtiforward what we have called the

Governance-Risk Scoreboard

The development of this paper will take four maattions. The first lays out a
framework for understanding what the expressionvégonance risks” actually amounts
to. The second looks at how to organize a staff accountable for the management of
governance risks. In section 3, we deal with theveBmance-Risk Scoreboard, its
components and the joint action between a minimoakghance-risk toolkit and a choice
of policy-making guidelines pursuing the task abgucing a clinical approach report and
the Governance-Risk staff unit report to the Baair®irectors. The final section delves

into the usage of the Scoreboard in actual practice

1. GOVERNANCE RISKS

Prior to introducing the notion of governance sisket us agree what the

expression “corporate governancestands for in the context of this research paper

! This approach was later enlarged to embrace imegstprojects valuation, and the assessment afabie

of capital rate, adjusted for governance risks fedja (2011c, 2008a) ].

2 There are two precedents in the issue of corpg@ternance scoreboards, namely Kaplan-Palepu J2003
and Strenger (2004). A critical approach of theri b& given in section 3, but we must point outttha
neither of them addressed the issue of governaskeand how to weigh such risks eventually.

3 A comprehensive analysis of the semantics of guwere was carried out by Apreda (2006).

* Definitions, within the scope of this paper, stdada semantic and methodological vehicle on Hetfal

any considered reader who may ask himself: whicthésmeaning the author attaches to such and such
expression? Under no circumstances our definitiotend to be regarded as the best available Jes# the

only ones that can be adopted.



Definition 1 Corporate Governance

The expressiorCorporate Governance refers to a field of learning and practice
pertaining corporations and nearly alike organizats (including state-owned firms) that

brings to focus the following issues:

— Ownership structure choice and owners rights.
— Company’s founding Charter and by-laws; organizatpurposes.

— Board of Directors and Trustees; their fiduciarytiés and the allocation of
control rights.

— Managers’ fiduciary duties and their decision rightmanagerial performance
and incentives.

— Accountability and transparency.
— Investors’ property rights and protective covenants

— Conflicts of interest between owners, directorsnaggers, creditors, and other
stakeholders.

- Rent-seeking, soft-budget constraints, tunneling.
— Institutional constraints, the role of regulatorachgatekeepers, compliance risks.

We can’t help noticing the significance of the nissues embraced in Definition 1:
each of them qualifies as a governance categorgnafysis that will play their part

further in this sectioh

Our proposal for appraising up these substantisisriinvolves mapping the
governance categories of analysis displayed indiiefn 1 onto factual decision-making
variables like the ones comprised in Exhibit 1 b&loassuming that the latter run their
values along a planning horizéh=[t; T ] starting at dateand ending at dafk.

The salient difference between governance categand variables for decision-
making can be stated in this way: the former lemtiglping hand with the understanding
and analysis of the main components of corporatem@ance as a field of enquiry, the
latter moves on to the empirical sides of corpogateernance, hence providing building

blocks for the governance index we are going tdhice in section 1.1.

® | am drawing from earlier contributions of mindpreda (2012a, 2007a) |
® Like any other of the sort, our classification sns a matter of choice. Therefore, the mappingesigd

in the box does not intend to be the only one atigl, nor the best among other candidates.



It's worth remarking that the foregoing arrangemehgovernance variables can be

split into two functionally different groups:

— variables that are bound to governance actors:

Owners (s ); Directors (s ); Managers (s ); Citeds (s )

— variables related to organizational design andicglahips:
Governance architecture (s ); Conflicts of intéres ) ; Deviant governance (s ) and
Overlooking and compliance (s)

Exhibit 1
MAPPING GOVERNANCE CATEGORIES OF
ANALYSIS ONTO DECISION-MAKING VARIABLES
Governance categories Governance variables G, ( s) for

of analysis decision-making along H = [t; T]

ownership structure

owners rights G (1;s) = Owners(s)
the board of directors or trustees
their fiduciary duties G (2;s) = Directors(s)

the allocation of their control rights
managers’ fiduciary duties

their decision rights G(3;s)
their performance and incentives
creditors’ property rights
protective covenants G (4;s)
the company’s founding charter
internally enacted by-laws
organization purposes G (5; s) = Governance architecture (s)
accountability and transparency
Conflicts of interest

a) among owners, directors, managers,| G (6; s)
and creditors

b) with other stakeholders
rent-seeking

soft-budget constraints G (7;s)
tunneling

institutional constraints
the role of regulators and gatekeepers | G (8; s ) = Overlooking and compliance ()
compliance risks

Managers (s )

Creditors (s)

Conflicts of interest (s)

Deviant governance (s)




Before defining governance risks, however, we motf@at the expression “risk”
points to the discrepancy or gap between both égdeand realized values of time-
dependent variables, the former value assessedt@t, dhe latter at dat&, a meaning
that has become streamlined in Finance and Ecoisomic

Definition 2 Governance Risks

Along the planning horizorl = [t ; T ], by Governance Risks we mean those
risks that arise out of the following time-dependgavernance variables of analysis,
namely

- Owners (s)

— Directors (s)

— Managers (s)

— Creditors (s)

— Governance architecture (s)
— Conflicts of interest (s)

— Deviant governance (s)

— Overlooking and compliance (s)

Moreover, it is for definition 2 to bring forth amprehensive set of time-dependent
governance variablés
{Gk;s):k=1,2 ...8; &R}

from which it can be established the risk-da@( k; t, T) for each of thembetween the
assessed value at datand the final value attained at dateln other words, and for each
value ofk:
1)
AGKtT) = GKT;I(T)) - E[G(KT;I(1))]

It will be read like “the set of the governanceiahlesG (k; s ), wherek is an index that takes values

from 1 to 8, andg is any real number in the line of time.”



wherel(t) andI(T) stand for, respectively, the available informatsat at those dates.

The task ahead consists in making sense of thades rencompassed by
relationship (1). To achieve a suitable metric olgnance risks, | will set forth a
cardinal index to follow up how governance perfonvithin organizations. My purpose

here is to develop the subject matter by means aitaitive framework.

1.1 A CARDINAL INDEX OF GOVERNANCE PERFORMANCE

The index comes defined out of a universdovailable companies, also framed

as a vector

Taking advantage of the mapping from governancegoaies onto governance

variables introduced in section 1 and are displayedExhibit 1, the valuation of our

index for any compang belonging tahe sef” turns out to be

G(c,s) =

= w(l).G(c; 1;s) +w(2).G(c; 2;8) + ... +w(8)G(c; 8;S)

or, equivalently,
2)
G(c,s) =2 w(k).G(c;k;s) ; kil,2,3,...... 8

As we can see in (2), governance variables do $gexific values for each
company as time passes by, whereas weights wikepe fixed, for all the companies.



That is to say, the index is weighted-averdg€dr further details about the structure of
the weighting system, the reader is referred toefyoix 1. We are going to make explicit
each governance variable by means of a recurdiatareship:
3)
G(ckit;lt)) =G(c;kt=2;1(t—1)) + g(c; k; t=1;t;1(t))

where

— 1 (efficacylevel)
if there is material evidence that the underlyiagable has
moved for the better over the valuation period.

0 (neutral-efficacy level)
g kt=21t11)) = < if there is no conclusive evidence that amerial change has
taken place.

-1 (non-efficacy level)
if there is material evidence that the underlyiagable has
\- moved for the worse over the valuation period.

Summing up, the algorithm comprised in (3) defieash variable inductively. In
other words, (3) conveys the idea of an accumwdapvocess that holds for every
companyc. As time goes by, the process will reward goodegoance while punishing a
failing governance, period after period. The formrehtment of this generative process,
regardless of the distinctive set of governanceabéas the analyst might have resorted
to, it can be found in Apreda (2012a, 2007a).

1.2 THE RATE OF GOVERNANCE PERFORMANCE
AND THE MEASURE OF GOVERNANCE-RISK

Let us denote as

r (gov; c)

8 In Apreda (2012a, 2007a) we made a contrast betweknal indexes like the one proposed by Gompers-
Ishii- Metric (2001)Corporate Governance and Equity Pricé¢BER, working paper 8449, and cardinal
indexes like the one we are advocating here.



as the rate of change that will gauge the compdsyerformance on governance issues,

henceforth to be labelethte of governance performanceand which comes defined as:
(4)
1+ r(gov;c;t;T) = G(c;T)/G(c;t)

If this rate attained a positive value, governamemild be improving on the

whole, but if negative it would stand to signalttbarporate governance is worsening.

As we need a rate of change to measure the undgriyovernance risks of

companyc, we will be using the rate(gov; c)in (4) to shape a discount rate

r (govrisk; c)
as from now to be called thiate of governance risks This is easily attained by means
of a basic theorem in financial mathematics statirag for any ex post rate of change of
a financial variable, there exists an ex ante oéteiscount that matches the formeso
that it holds:

<1+ r(gov;c)>.<1l-r(govrisk;c)> =1

The value of the rate of discount comes out froenduation above and leads to:

° Cutting down to essentials: in the context of ficial mathematics, the theorem holds that
(1+i).(1-d) =1

which stands for the statement “the final valuaafnitary capital, that i€l + i), when discounted by the

rate d, attains a present value @ — d)” The enlargement to rates of change in finanorakconomic

variables linked to cash flows is derived outrigbn the other hand, this outcome is a well-known

mechanism for arbitraging rates of interest in nyomarkets. It can also be expanded to carry outrage

of financial assets in the capital markets, and atsforeign exchange transactiojgn foundations and

applications, see Apreda (2011b, 200Bb)



(5)
r (gov; c)

r (govrisk; c) =

<1+ r(gov;c)>

Which is the role that the discount facter1 — r(govrisk; c)> carries out

eventually?

a) When the rate of governance performartgev; c) raises, the value afgovrisk; c)
increases but ultimately, being a discount ratetakes value away from the own
company’s risk adjustmefit That is to say, good governance lessens theibotitm of
the discount factor to the risk adjustment in (§)vihich the companyg becomes less

risky due to an overachieving governance.

b) On the other hand, if governance worsens, byndas argument, we can state that
r(gov; c) becomes negative (it decreases the final valubeofridex in contrast with the

starting value), andgovrisk; c) also turns out negative, being the final outconag th
1 - r(govrisk;c) > 1
hence the discount factor makes a positive and imargontribution to risk adjustment

by which the compang becomes riskier due to an under-performing goverea

2. THE GOVERNANCE-RISK STAFF UNIT

As we have dealt with elsewhere [Apreda (2011d,2B)J1 the Statute of
Governance comes in handy by linking principles godd practices intended to foster
the governance of organizations. However, therd&ayassues in governance that require

a more focused approach, for which we need distmqtrinciples and specific good

1% This can also be regarded, from a marginal stantpas a negative contribution to risk adjustm&se
Apreda (2011c, 2007a)

10



practices. To work out these focal points we resorprotocols, which are constructs
entailing the function of small statutes underdhéese of internal by-laws. A case in point
for the line of research adopted in this paper setenbe the Governance-Risk Protocol, a

sample of which will be outlined next.

2.1 THE GOVERNANCE-RISK PROTOCOL

e Principle 1
In order to frame good and reliable governance, the organization must efficaciously
deal with Governance Risks.

Practice 1 It is for the senior management to draw up the em@ntation of the
Governance-Risk Protocol, and for the Board of &oes to discuss and
agree with it, to later submission to stockholderslefinitive approval.

Practice 2 A distinctive staff unit in charge of handling Gamance Risks for the
organizations, will be framed, budgeted and locapedperly. It will

simultaneously report to the CEOs office and tharBmf Directors.

* Principle 2
The Board of Directors is held responsible for the implementation of the Governance-
Risk Scoreboard and the efficacy of the tools of governance ultimately adopted for the

organization.

Practice 1 It is for the Governance-Risk staff unit to draftplement, and sharpen up
the following tools of governance, which are thelding blocks of the
Governance-Risk Scoreboard:

a) a distinctive choice of governance categories afyais;

b) the incremental cash-flow model;

c) the periodical clinical report of the organizatigovernance;

d) the index of governance performance and the rag@wérnance-risks;

e) the choice of policy-making variables.

11



Practice 2 It is for the CEOs office to discuss and approve framework of the
Governance-Risk Scoreboard and attain the Boaidirefctors approval
of this construct.

Practice 3 It is for the Board of Directors to determine thest suitable starting and
final date for periodical review, at least on amwael basis. At the starting
date, the Governance-Risk staff unit must subneitetkpected appraisal of
the Governance-Risk Scoreboard, whereas at theokttite period, the
staff unit will submit a conclusive account of theoreboard.

Practice 4 The Board will review the Governance-Risk Repatimsitted by the Staff
Unit, at the beginning and end of the planned d&timaking period, so
that gaps could be explained, accountability sttleand forward

corrections streamlined.

3. THE GOVERNANCE-RISK SCOREBOARD

Once we have got the tool kit as demanded by #féwtit protocol, the next step
consists in making it fully operational. The task e achieved by articulating the tools

with policy guidelines, through a decision-makingtnix embedded in the scoreboard.

But before dealing with our proposal, we are gotogoutline two former
viewpoints about governance scoreboards that ddoeas on governance risks, but on

broad governance variables instead.

a) The first contribution we wish to highlight is tbae by Robert Kapldhand Krishna

Palepu (2003), who advocate the usage of threendxdascorecards: the enterprise,

1 Kaplan and Norton (1992, 1996) were the forerusitigat installed the notion of balanced scorebaard
an instrument to foster better strategic decisi@kimg and performance. It has been widely used and
abused. In the latter case, many CEOs have beer ¢mghow short-term outstanding outcomes and
display a dream world to the board of directors attkholders, misrepresenting the actual goakhef
scoreboard in a similar fashion as they have doitie tve Economic Value Added (EVA) technology of

analysis.

12



the board, and the executive scoreboards, whiaffycigoals, priorities, processes,
and ownership, and define the linkages betweenratkginancial results and the
actions needed to achieve them. Their approachstaki® account the whole
enterprise, and perhaps the scoreboard most relatgdvernance issues is the one
devoted to the board activities and goals. Howeitas, not a truly special-purpose

governance scoreboard and it falls short of quatnté structure.

b) The second contribution is certainly more focusedyovernance issues, and is due to
Christian Strenger (2004), who involved himselthe German experience of setting
a Code of Good Practices in January 2000, uponhwai&coreboard for German
Corporate Governance was devised in June 2000upddted in 2002. The main
components comprised in the scoreboard are: cdg@avernance commitment,
shareholders and the General Meeting, cooperagbmden the Management and the

Supervisory boards, transparency, reporting and atiinancial statements.

Our scoreboard stands in stark contrast with thegiming ones, not only on the actual
framing, but mainly because its purpose consistsaimdling governance risks, a feature
that is absent in the above mentioned contributibngoint of fact, it is operational and
comes out of an all-encompassing structure of gwmrere risks tools and policy
variables? for decision-making, and it was firstly introduciedmy book on governance
risks [Apreda, 2012a].

Definition 3 Governance-Risk Scoreboard
By the Governance-Risk Scoreboard we mean an agenda for decision-making

whose goals are

— 1o assess governance performance,

2 For the sake of semantics, we are going to undetsig policy “a course or principle of action atkxp
or proposed by an organization or individual” (CigecOxford English Dictionary, OUP, 2009) whereas

policy-making will refer to the activity of formulimg policies.

13



— to handle governance risks,

by means of the design of a matrix-shaped scorebibeat bring together
— the components of the governance-risk toolkit,

— a structure of policy-making guidelines.

PRAGMATIC REMARKS
ON THE GOVERNANCE-RISKS SCOREBOARD

i) As we see in Exhibit 2, the files of the matcamprise the following tools:
— The incremental cash-flow model structure.
— Anindex of governance performance stemming froengtwvernance variables.

— The rate of governance risks.

i) It's worth noticing the set of chosen policy-kilag guidelines. For the scoreboard to
become a vehicle of governance strategy, it muovioup the behavior of the
governance tools. | believe that, at least, thread benchmarks come in handy to turn
out the scoreboard a planning constrict

— Time frame performance to measure up the contrast between what has been
expected at the starting point, and what has dgtbalen delivered at the end
point of the schedule.

— Accountability of gaps and mistakes that comes closer to customary budget
control procedures. We must explain divergencesdiig out mistakes and
holding managerial units accountable for them.

— Learning from the past to make forward corrections this is the logic behind
sound steersmansfifpthat is to say, governance in the flesh.

13 A methodological caveat is due here: we intenaviail ourselves of three political benchmarks. Unde
no circumstances we claim that they are the be=d,@r the only at the reach of any consideredyanal

14 By the way, this is the etymological origin of twerd governance (Concise Oxford English Dictionary
OUP, 2009).

14



iii) The cells in the matrix of the scoreboard &illed with two types of inputs.

= Some of them will contain numerical values only.
Example: the first file, “incremental cash-flow medd meets with the column “time
frame” and it will be filled with the expected arehlized values of the main components

of cash flows that build up the model.

Exhibit 2
GOVERNANCE-RISK SCOREBOARD
policy-making guiddines Time frame Explaining gaps | Learning from
and mistakes the past to make
Inputs Inputs forward
governance-risk toolkit assesments assesment corrections
atdatet | atdate T
Incremental cash-flow
model
Source: Source: Clinical Clinical
A CF(assets) Table 1 Table 1 Approach Approach
A CF(creditors) Report Report
A CF(stockholders)
Governance-Risk| Governance-Risk
Index of Source: Source: Report to the Report to the
governance performance| Table 2 Table 2 Board of Board of
Directors Directors
inclusive of inclusive of
Governance Risk Rate Source Source Compliance Compliance
Table 2 Table 2 | Officer Report to | Officer Report to
the Board of the Board of
Directors Directors

= There will be cells containing brief notices refag to off-matrix reports.

Example: the crossing of the first file, “incrent@ncash-flow model”, with the column

“explaining gaps and mistakes” will refer to thelif@cal Approach Report”, which is an

off-matrix report.

15




ABOUT THE MAKERS AND USERS OF
THE GOVERNANCE-RISK SCOREBOARD

i) The Governance-Risk staff unit is the ultimataker of the scoreboard.

i) The Scoreboard intends to provide managersdarattors with a tool kit to scale up
their decision-making pertaining policy benchmades as to curb governance risks
eventually. They are the primary users of the domaed.

i) Stockholders, creditors, banks, institutiomalestors, regulators, and gatekeepers are

the secondary users of the scoreboard.

4. ON HOW TO USE THE GOVERNANCE-RISK SCOREBOARD

Let us assume that we face a planning horizon tedresH = [t; T ], and that

we are placed at the end of such périgthat is to say, at dafe

Furthermore, let us imagine that we are in charigthe Governance-Risk staff
unit, and the Board of Directors will be holdingnzeting next week to evaluate and give
their approval to our Governance-Risk Report evahtuln order to draw up the Report,
we need to frame the Governance-Risk Scoreboarthdoying on through a stage-by-

stage methodology, keeping and aye on Exhibit 2.

Stage 1: Table 1 design

This table displays relevant incremental cash flawghey were assessed at date
t, and as they realized at ddte Our team in the staff unit provided us with thquired
table'®.

15 without any loss of generality, the period coutdassimilated to the accountancy year.

'8 \We assume that numerical inputs apply to a notiomapany for the sake of illustration. For an &pth
development of the incremental cash-flow model lgans of a case-study, we refer the reader to Apreda
(2012a, 2011a).

16



Table1
INCREMENTAL CASH-FLOW MODEL
Final
Incremental Cash Flows Assessment outcomes
at date t atdate T
Ebit 738 900
minus taxes 237 294
plus depreciation 100 100
A CF(operating cash flows) 601 706
minus provisions for working capital 0 (100)
minus provisions for non-current assets 200 700
A CF(from assets) 401 106
Interest 60 60
Plus debt principal 150 150
Plus debt repurchase 150 150
Minus new debt 300 700
A CF(to creditors) 60 -340
Dividends 200 400
Plus repurchase of stock 295 200
Minus new stock 154 154
A CF(to stockholders) 341 446
Source: Balance Sheet at date t, expected Baldrex &t date T, and expected
Earnings Report at date T.

Stage 2: Table 2 design
By the same token, our analysts at the staff wnitlhup Table 2 that consists of

inputs needed to work out weighted averages sowbkatan work out the governance

index and the governance-risk rate at date

17



Table2

GOVERNANCE INDEX AND RISK-GOVERNANCE RATES

Governance variables| Weights Realized Assessed Realized Gaps between
for decision-making values at date | values for date | values at date | realized values
t T T atdatestand T
G(k, s) w(k) Gk, t, I(t)) Gk, T, I(t)) Gk, T, I(T)) ek, t, T)
G(1, s): 0.10 5 6 4 -1
owners
G(2, s): 0.15 6 6 5 -1
directors
G(3, s): 0.20 3 4 2 -1
managers
G(4, s): 0.15 2 3 1 -1
creditors
G(5, s): governance 0.10 3 4 4 +1
architecture
G(6, s): conflicts of 0.15 4 4 3 -1
interests
G(7, s): deviant 0.05 5 6 6 +1
governance
G(8, s): overlooking 0.10 2 2 1 -1
and compliance
Governance index
at date t 3.65
G(t)
Governance index for
date T, at date t 4.25
E[G(T)]
Governance index
atdate T 2.95
G(T)
Rate of governance performance 1+r(gov) = G(T)/ G(t) -0.1918
r(gov) = G()/ G(t) -1
Rate of governance risks r(govrisk) = r(gov)/[1 + r(gv)] -0.2373

18




Stage 3: Theclinical approach report

Taking advantage of Stage 1, we write down the i@inApproach Repotf, which
comprises a critical analysis, firstly, of cashwi from assets with their primary
distribution and, secondly, of cash flows to creditand stockholders, attaching a

diagnosis for each case.

a) Cash flows from assets and primary distribution

The first step consists in comparing the ex anteeanpost valuations.

401
106

Ex ante A CF(from assets)
Ex post A CF(from assets)

Almost every ex ante assessment will usually diffem the corresponding ex
post one, as a matter of fact. But here we haveep thll in value creation that deserves

to be explained. Let us move on the contractualynpents to creditors.

60 150
60 ¥50

210
210

Ex ante interest + principal
Ex post interest + principal

To start with, cash flows from assets are only ladfadue contractual liabilities.
Moreover, when we shift to distribution on behdifstockholders, we bump into a long-

winded discrepancy:

200
400

Ex ante dividends
Ex post dividends

Dividends have doubled the amount predicted abttset of the horizon, and the
board has to give reasons for such increase ideins while the company was facing a

deep fall in cash flows from assets.

" A full account of what we mean by a Clinical Appoh in Corporate Governance, it can be found in
Apreda (2012a, 2012b).
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Diagnosis

— The main contractual liabilities were successfuligt.
— A higher investment in fixed assets, higher thapeeked, was required.

— The dividends allocation seems contestable.

b) Cash flows to creditors and stockholders

So far, the analysis has unveiled that somethiny & wrong within the
company’s governance. In search of better undeadstgnlet us take a look at new

funding needs:

354
854

Ex ante new debt issue + new stock issue 360 + 154
Ex post new debt issue + new stock issue 760 + 154

This is a rather suspicious outcome. While stoskasdoes not show any change
at all, the new debt has more than doubled thengx alue. It seems worthy of being
checked whether any unexpected investment deciiay throw light on such a huge

gap between ex ante and ex post debt levels.

200
700

Ex ante non-current financial assets + fixedtasse 100 + 100
Ex post non-current financial assets + fixedtsse= 500 + 200

Such comparison uncovers the fact that almostdsatlhuch of the new debt has
been channeled to non-current financial assetstitiryvorse, cash flows from operations
might have been diverted into a window-dressing@sge. In the latter setting, instead of
financing a new investment project, managers lola liquidity cushion. Last of all, let
us examine what happened with debt and stock rbpses.

Ex ante debt repurchase + stock repurchasel58 + 295 = 445
Ex post debt repurchase + stock repurchasel59 + 200 = 350
Diagnosis

— The big issue here lies on new debt issue.

20



— Instead of being allocated to a new investmentegtothe money may have been
allocated in the portfolio of non-current financedsets or to find out another

choice for decision-making.

Stage 4: The Compliance Officer Report to the Boaraf Directors

This Report highlights sources of likely compliantsks, makes their diagnosis,
and advises which sort of steps should be takgmewent them from producing material
costs to the company. For this period, the Compéa®fficer listed three issues
regarding, namely, to creditors, the Production @&pent, and Corporate Social

Responsibility®.

Creditors

The decision of issuing new debt so as to get abilresources as from next
year for compensating two hostile stockholdersilegathe Board, conveyed compliance
risks, which translated into the worsening of dehtings. Early in October, the
Compliance Office submitted an indictment againsteasure regarded by our Office as
ill-devised and risky, suggesting instead a symimeg&duction in dividends to set up a

provision intended to address such compensations.

Production Department
In March, the Compliance Office issued a warninghe CEQ'’s office, on the

grounds of disregard and even neglect of new régankaconcerning some technologies
related to maintenance procedures in the produetiea. After some workshops with the
people in charge of the Production Department, el & urgent meetings held by the
Executive Committee, healthy steps were undertakesolve the problem, mainly by
purchasing new fixed assets that had not beendadlun the Incremental Cash Flow
Model used by the Governance-Risk Staff Unit, & beginning of the year, which

explains the increase in the final provisions xed assets.

18 A detailed treatment of compliance risks, as vesllthe extension of the Bank of Basle’s approach

towards non-financial companies (2005), it has leried out by Apreda (2007b)

21



Corporate Social Responsibility

By July, this Office forcefully advised the CEOdioé against the building of a
new factory in the company’s industrial park, as Blueprints of the engineers did not
include adequate anti-pollution machinery, bringiagout likely complaints from
authorities and groups of interest, with unavoiddiilgation costs and sanctions in the
near future. The CEOQO’s office, after holding a gaheneeting with the Executive
Committee and the contractors, established a needside for the project, and state-of-

the art technology to set up the new factory.

Stage 5: The Governance-Risks Report to the Board Report

This report must contain at least three sectioms:irgroduction to acquaint
directors with the main lines of discussion; anlarption of the gaps between expected
and actual values in the Scoreboard; and lastlohav the company should learn from

the past to make forward corrections.

a) Introduction

On an ex ante basis we assessed an overall impemtem how the company
would have handled its governance risks along ta@ning horizon. However, this

hopeful review was not matched from the evidendkegad at the end of such horizon.

Failure in meeting the primary targets of good goaace can be explained by a
host of factors, whereby we must discern commits\émat were not fulfilled as well as

faulty decision-making for which we must demandoactability eventually.
Therefore, we have to keep track of the gaps lgghdid inTable 2 attached to

the Governance-Risk Scoreboard, lay them barepané onto the learning process that

would ensue afterwards.
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b) Explaining the gaps (see Table 2)

At datet, and contingent to our information 3¢t ), the company’s governance
was likely to improve with regard to the followingriables: G(1, s), G(3, s), G(4, ),
G(5, s), and G(7, s), whereas for the remainingatséas we expected neutral valuations.
At dateT, however, only two variables showed an increagg; § and G(7, s), whereas

six variables showed an utter failing performance.

So as to shed light on the gaps, we must also aak@ntage of the clinical
approach report as well as the remarks made bgaimgpliance officer in his own report.

Our conclusions are displayed in Table 3.

Table 3
ACCOUNTING FOR THE GAPS

Governance variables Critical analysis about the gaps

There was a conflict of interests among stockhaldéwo of them set
G(1, s): owners up a contrarian agenda and turned out to be aofatiiat would put
the company’s agenda in peril. They were forcel@dwoe.

To handle the conflict of interest among stockhrddeéhe Board of
G(2, s): directors Directors agreed with the Senior Management thahpemsation
payments for the rebels had to be financed by ngsnew debt. In
point of fact, this decision doesn'’t stand up tuny.

Managers designed a bond to be privately placeld avitinstitutional
G(3, s): managers investor, disregarding the fact that the compang h&eady two
bonds placed in public offer that financed investhq@ojects.

Rating agencies and market analysts were outragedhé golden
G(4, s): creditors shake designed to pay the exit of stockholders, @iwds of former
bonds were harmed by such decision, as well asdhesdit ratings.

There were a faction among stockholders, in questpbwer and
G(6, s): conflicts of interests contesting the agenda of the company.

The compliance officer's report gives ground foagrading the
G(8, s): overlooking and performance of the company’s governance.

compliance

Furthermore, as Table 2 conveys, the index of @atp governance dropped

from 3.65 at the beginning to 2.95 at the end efglanning horizon. Hence, the rate of
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governance performance was negative, reaching #ieevof —0.1913, which was
translated by the negative value of the governaisgerate to —0.2373. Summing up, the

company’s governance hit rock bottom.
¢) Learning from the past to make forward corrections
This staff unit sets forth the following correctigeurses of action.

= In order to forestall ownership incidents and onowrconflicts of interests, a

Stockholder Agreement should be built up as sogroasible.

= Henceforth, any debt issuance that could entailpt@mce risks must get the

approval of stockholders by convening a generaltimgand voting.

= With regard to the company’s portfolio of financaset¥, the CEO’s office
must seek written agreement from the Board of Damscfor the following

decisions:

a) The setting of portfolio management benchmarkspanticular, those
referred to risk and return.
b) Give grounds for investment decisions in contrasith wensuing

opportunity costs.

CONCLUSIONS

By an adequate choice of governance categoriesasis and their mapping

onto governance decision-making variables, we canfitpfrom a cardinal index to

9 Braodly speaking, banks term-deposits; governrbi#ist notes and bonds; corporate commercial paper,

notes, bonds, ordinary and preferred stock.
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measure up the company’s governance performancexdver, the rate of governance as

well as the governance-risk rate can be broughgto from that index.

It was also advocated in this paper that a managemaff unit should handle the
Governance-Risk Scoreboard within the frameworla éfrotocol for the staff unit so as

to grant accountability and transparency.

The Scoreboard was developed as a construct thiaerdea clinical approach
report and the Governance-Risk staff unit Repdntough the intertwining of a

governance-risk toolkit with policy-making guidedis

REFERENCES

Apreda, R. (2012aovernance Risks in Organizations: A Clinical Aprb with Tools
for decision-makingNew York: Nova Science Publishers Inc.

Apreda, R. (2012b) The Clinical Approadbniversity of Cema, working papers series,
number 491.
(downloadable fromvww.cema.edu.ar/publicaciones/documerandwww.Ssrn.org

Apreda, R. (2011la) Governance Risks (How to measbhem by means of the
incremental cash-flow moddlniversity of Cema, Working Paper Series, number 4.
(downloadable fromvww.ssrn.organdwww.cema.edu.ar/publicaciones/documentos

Apreda, R. (2011b) Multiplicative Models of Finaa@cReturns: And what we fail to get
when they are disregardddniversity of Cema, Working Paper Series, numbdr. 45
(downloadable fromvww.ssrn.organdwww.cema.edu.ar/publicaciones/documentos

Apreda, R. (2011c) Cost of Capital Adjusted for @mance Risk through a
Multiplicative Model of Expected ReturnRisk Governance and Control: Market and
Institutions, volume 1, number 1, pp.

(downloadable from the author’s personal web pagey.cema.edu.ar/u/ja

Apreda, R. (2011d) The Statute of Governandééniversity of Cema, working papers
series, number 325.
(downloadable fromvww.cema.edu.ar/publicaciones/documergndwww.Ssrn.org

Apreda, R. (2008a) Cost of capital adjusted for &pance Risk through a Multiplicative
Model of Expected Returnblniversity of Cema, Working Paper Series, numbé&: 38
(downloadable fromvww.ssrn.organdwww.cema.edu.ar/publicaciones/documentos

25



Apreda, R. (2008b). Arbitrage in Foreign Exchangarikéts Within the Context of a
Transactional Algebra. In Trends in Monetary Policy IssuesTavidze, E. (Editor).
New York: Nova Publishers Inc.

Apreda, R. (2007a) Factoring Governance Risk int@s$tors’ Expected Rates of Return
by means of a Weigthed Average Governance Indawersity of Cema, Working Paper
Series, number 356.

(downloadable fromvww.ssrn.organdwww.cema.edu.ar/publicaciones/documehtos

Apreda, R. (2007b) Compliance Risk and the Compgakunction could Enhance
Corporate Governance not only in Banks but in Oerd of Organization as Well
Corporate Ownership and Control, volume 4, numbgpg. 146-152. (downloadable
from the author’s personal web pagevw.cema.edu.ar/u/rp

Apreda, R. (2006) The Semantics of Governar@erporate Ownership and Conttol
volume 3, number 2, pp. 45-53. (downloadable frov&a author’'s personal web page:
www.cema.edu.ar/u/ra

Basel Committee on Banking Supervision (20@&pmpliance Risk and the Compliance
Function in Banks(downloadable fromvww.bis.org)

Kaplan, R. and Palepu, K. (2003) Boards and Cotpofaovernance: A Balanced
Scoreboard Approach-arvard Business School, Working Knowledge, Researd
Ideas pp. 1-5. (downloadable fromww.hbs.edu./item/3708

Kaplan, R. and Norton, D. (1992) The Balanced Swomed: Measures that Drive
PerformanceHarvard Business Review, January-Febryay. 71-79.

Kaplan, R. and Norton, D. (1996) Using the Balanctbreboard as a Strategic
Management Systerflarvard Business Review, January-Febryap. 3-13.

Kostyuk, A.; Braendle, U; Apreda, R. (200Cprporate GovernanceUkraine: Virtus
Enterprises.

Monks, A.; Minow, N. (2011 orporate GovernancéNew York: Wiley (3" edition).
Strenger, C. (2004) The Corporate Governance Scardb A Tool for the

Implementation of Corporate Governandeorporate Governance: An International
Review, volume 12, numberph 11-15.

26



APPENDIX 1 ABOUT THE WEIGHTING SYSTEM 2°

Starting from the universe of available companiesyveyed by the vector

and taking into account the vector of governancebtes
G = [G(1),G?2),... ... ... ..., G(L)]
we can define a sample space suitable for our gespas the cartesian product
GxI' ={ (G(@);c;)0i:1,2,...,L;j:1,2,...,M}

Afterwards, we define a boolean-valuation functidapl, from the cartesia® x I on

the set
{ @' )ixw Oi:1,2,...,L;j:1,2,.... M

of all real matrix ofL files byM columns,n the following way:

Bool : GxI o (&')Lxm

such that
Bool [(G(): k)] = (Bi')ixm
where®!
1 if companyj is responsive to
_ variablei
5iJ =
0 if companyj is non-responsive to
variablei

2'We are drawing here from our earlier paper on guwsce risks [ Apreda (2011a) ].

Z That is to say, the matrix is boolean and its ficiehtes are Kronecker’s deltas.
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Hence, from the sample space stems a matrix oficiesits, whose files stand for
governance variables, and columns for companiesh@sn below.

(si sr 85 5o\

5, 87 8% 5,

(5ij)LxM =

Being responsive for the companio the variable, means at least three things:

» the variable becomes related to the company’s gavee in a distinctive way;

= we can ascertain whether the company is performelgor badly, regarding that
variable;

= if the company is unrelated to certain variatilehen there is no responsiveness &rid
is zero.

We are going to take advantage of this matrix taupehe weighting system, by means of the
cardinal number for the following finite $&t

#{File(h)} = #{ 3,  =1; j11,2,... .M
that is to say, we count the number of non-zermetsgs in such file.

Lastly, we reckon each weight, for any governararéableh, by solving

w() = #{File (i)} / Z#{File(h)}; 1,2 ..,L

% For ease of notation, we follow the widely usechbyl # { A}, that stands for “the cardinal number of
the set A", where A is a finite set.
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