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Corporate governance

Walking the line

Company secretaries aren’t the only professionals who are key to ensuring good corporate governance & effective risk management. In-house lawyers have also been carving out a role for themselves, as Bruce Macmillan explains.

In July, the Corporate Governance Committee of the Commerce & Industry Group, a Law Society-recognised association for in-house solicitors, published A Fine Line, a new set of guidelines which examine the role of in-house lawyers in ensuring good corporate governance. 
Whilst the guidelines have been written principally for in house lawyers, the Committee anticipates that they will also be of use to and of interest to, company secretaries, directors, accountants and other non lawyers who are involved in corporate governance both in helping them to understand the in house lawyer's role in corporate governance and for their general content.
The new guidelines make a significant advance from an earlier set of guidelines, Reconciling the Irreconcilable? which were prepared in conjunction with national law firm Wragge & Co and were published in March 2005. That original version discussed the uncertainties which existed amongst in-house lawyers and their employers about the role they have to play in ensuring good corporate governance within their organisations, and in particular whether they should be the ‘conscience’ of the company with a legal, professional or moral duty to keep their organisations on the right path, or alternatively trusted advisors on specific legal issues put to them by the organisation’s management. 

A year on, and with the dust settling on the scandals triggered at Enron and WorldCom, and with concerns having been raised at the likes of Royal Dutch Shell, it is becoming evident that in-house lawyers – like their company secretarial counterparts – are being given an increasingly prominent role in corporate governance.

Recent corporate governance scandals have shown that even the merest allegation of malpractice within a legal department can bring the whole function – and even the whole company – down. And even in cases where the legal team itself is not responsible for corporate misdoing, people inevitably ask: ‘well, where were the lawyers?’

If you consider Enron, for example, 10 former in-house lawyers were listed as potential witnesses in the case against former chiefs Kenneth Lay (deceased) and Jeffrey Skilling, but none has ever been indicted on charges in their own right. Nonetheless, the case throws up some significant issues about how the company’s in-house counsel worked and the measures executives put in place to effectively ‘neuter’ them.

At its height, Enron enjoyed an in-house legal team some 250-strong, but as a number of former Enron lawyers told law.com in February this year, most of them worked for the business units and came under pressure from executives to keep quiet over any misgivings they had about controversial deals or accounting practices. There was little central control from the company's general counsel, James Derrick, they alleged – one former in-house lawyer at the company, Peter del Vecchio, described the situation as not just decentralised, but ‘balkanised’ – and with executives effectively deciding most lawyers' pay, reduced incentive for them to stand up to management.

The in-house lawyer

The key areas in which in-house lawyers may contribute to corporate governance can be divided broadly into three categories. 

The first of these is to advise the board on corporate governance issues, which may including helping to organise the board and its committees, and providing board members with independent advice on corporate governance. 

The second area in which they may contribute is in ensuring that the organisation’s contracts and property rights are valid and enforceable, and are enforced. In so doing, in-house lawyers can find themselves effectively wearing two hats – in their official capacity as the organisation’s legal advisor, and as the person charged with leading the risk management process.

The third area is in the management of regulatory risk. This can include the identification, design and implementation of quality procedures to enable good compliance, and the management of those issues which may result from non-compliance.

It should not, the new guidelines say, be assumed that this means the in-house lawyer is therefore the ‘conscience’ of the organisation. It is, after all, the board which has responsibility for ensuring that the organisation has good corporate governance policies, the responsibility of senior management for implementing those policies, the responsibility of other control functions such as internal audit for monitoring their implementation, and of the staff generally for compliance and for reporting any breaches that they observe. Good corporate governance, as the new C&I document emphasises, is a team effort.

In each of these areas, the guidelines comment that, in-house lawyers should agree the scope of their responsibilities with the board and/or senior management, which includes establishing that one has the necessary authority, time, resources and independence to discharge those responsibilities, that one has the relevant skills, training and expertise and that there is in place some mechanism for raising concerns with independent directors (where applicable) if they cannot be resolved through normal reporting lines.

Any advice they give should be clear, and anything material recorded so as to eliminate the potential for distorted understandings of what was discussed, or distorted memories of what was said on a prior occasion. And if any advice given, or work undertaken, subsequently proves to be defective, they should scope the nature of and reasons for the error, its possible impact and the potential for conflicts of interest. 

If it looks as if the organisation could suffer loss as a result of defective in-house advice, it pays to obtain independent external legal advice, and if necessary the in-house lawyer should be prepared to call out the areas where his or her advice on the matter may be conflicted. No lawyer will want to be seen as having hidden a problem or having tried to sort it out in a way which best suits him or herself. English and Welsh practising solicitors working in an in house function, it should not be forgotten, are also Officers of the Court and subject to strict professional rules. 
Risky business

The board is responsible for ensuring that the material risks which an organisation faces – be they credit, market, technological, environmental or legal in nature – are identified and managed effectively. 

The rigour and formality with which this needs to be done will depend upon the particular legal, regulatory and reputational requirements which affect the organisation. However, even if there is no formal requirement, a board should carry out a review at least annually of the material risks that the organisation faces. 

In practice, boards rely heavily on senior management – who in turn rely on middle management – to inform them of the risks which exist in the organisation, and to recommend policies, and systems and controls, to manage those risks. This is especially marked in relation to legal risk, as – in the UK, at least – senior management are unlikely to have had legal training of their own and will rely heavily upon the in-house lawyer.

Following the lead of a Working Party on legal risks in February 2004, the International Bar Association defined legal risk as follows: 

‘the risk of loss to an institution which is primarily caused by (a) a defective transaction, (b) a claim (including a defence to a claim or a counterclaim) being made or some other event occurring which results in a liability for the organisation or other loss (for example, as a result of the termination of the contract), (c) failing to take appropriate measures to protect assets (for example, intellectual property) owned by the institution, or (d) change in law.’

Our committee found it useful to divide legal risk into two sub-categories: ‘enforceability risk’ and ‘regulatory risk’. 

Enforceability risk

Enforceability risk refers to risk to the validity and enforceability of an organisation’s contracts and property rights, and covers a multitude of possibilities. 

There might, for example, be some uncertainty in the law or its interpretation, or even a full change in the law. It might perhaps be the case that negligence in the drafting of a contract has resulted in some inaccuracy or uncertainty as to its terms. It might be that some third party has filed a claim, or that the contracted parties have become locked in what is known as a ‘battle of the forms’. 

In-house lawyers advise routinely on the validity and enforceability of their organisation’s contracts and property rights, and are frequently responsible for ensuring that those rights are managed strategically in order to achieve their organisation’s goals. They also defend those rights if they come under challenge from a third party. Now, this role is often formalised as part of the organisation’s overall risk management process.

The head of legal will normally have a key role to play in identifying the specific enforceability risks faced by the organisation, and assessing the significance and probability of each one. This might be done with reference to previous incidents within the organisation and its competitors, but also by looking forward and anticipating problems which haven’t arisen in the past.

Specific measures which might subsequently be developed to manage those risks might include limiting the number of individuals in the organisation who can commit it financially and legally to transactions – perhaps by means of an authorised signatories list – and requiring staff to consult with the legal function, follow defined processes and/or use standardised documents before making any binding commitment on the business’ behalf.

Other legal options might include maintaining a panel of approved external law firms, capping and controlling contractual liabilities with particular regard to the organisation's insurance arrangements, and purposely limiting the governing law of contracts to English law or, if advantageous and if with suitable advice, that of another jurisdiction. Staff training and education, too, can be critical, as can the provision of guidance on such things as managing relationships with third parties, negotiation, and keeping contracts up-to-date once they’ve been signed.

Broadly speaking, enforceability risk is unlikely to be a contentious area of corporate governance. It should be clear to everyone that an in-house lawyer is ‘on the same side’ as the business. Frequently, however, in-house teams are overstretched and under pressure, and they need to take care to raise this issue with senior management or a serious mistake can occur. 

Regulatory risk

Regulatory risk is probably more familiar in the context of corporate governance, and refers to the risk of legal or regulatory sanctions, material financial loss, or loss to reputation that an organisation may suffer as a result of non-compliance. 

It can refer to a failure to comply with specific laws or regulations – financial, for example – or with internal or external rules, or a failure to conform to self-regulatory standards and codes of conduct. Many organisations operate within what are highly regulated environments, and often choose to appoint a specialist head of compliance charged specifically with identifying and managing regulatory risks, or pass that duty to the company secretary. In other organisations, it may fall to the head of legal.

Of course, one person alone cannot be expected to take primary responsibility for identifying and managing all of the areas of regulatory risk that an organisation faces, which is why responsibilities are best allocated along departmental lines – the head of HR, the head of finance, and so on. The organisation may, though, still want a single person to have oversight over the range of regulatory risks that apply, so that nothing falls between the cracks. 

Identifying the specific regulatory risks which an organisation faces is a major task, and one which may require help not just from senior management and colleagues in other departments, but from outside counsel, too. It may, after all, involve looking at what could be a very broad range of rules in each jurisdiction in which the organisation operates. Discussions of this sort are particularly important in getting a very detailed picture of the risks the business faces – management may, for example, be aware of conflicts of interest to which in-house counsel would not otherwise be privy.

Unfortunately, investigations of this sort by the in house lawyer can sometimes be perceived as unwanted interference with the business. This need not matter, though, if senior management have thrown their full support behind the drive to investigate and manage risks of this sort (and they should normally be doing so).

Providing comfort

Whether dealing with enforceability risk or the regulatory variety, or both, in-house lawyers will increasingly be asked to provide some form of comfort to the board that those key risks are being managed effectively.

The new C&I guidelines recommend that they approach this role in as helpful as possible a manner, albeit without exposing themselves to additional personal liability (that is, beyond any liability which they might already have for negligence) and without detracting from the board’s and senior management’s primary responsibility for corporate governance. Remember, our guidelines note, that personal and corporate pressures can produce distorted understandings of what the in house lawyer is saying, or distorted memories of what they have said on a prior occasion.
It is reasonable, then, the guidelines continue, to provide the board with an explanation of the risks that have been tackled, how that was gone about and what (if any) significant failings were observed, together with any recommendations for addressing those failings. Significantly, the guidelines make explicit that in-house lawyers should resist giving any guarantee that all risks have been identified and managed, as this could well give rise to an actual or perceived conflict of interest  and/or expose them to criticism, or even personal liability, if a breach subsequently comes to light.

In reporting back to the board, finally, in-house lawyers should clearly define those areas for which they were – and were not – responsible (harking back to the allocation of responsibility along departmental lines), and should specifically review the record of regulatory breaches, and how they were subsequently dealt with by senior management.
The Committee would be delighted to hear any views and comments from readers on its guidelines (and on its brief guide on Money Laundering that has been published at the same time).
Further information

A Fine Line: further guidance to in-house lawyers on ensuing good corporate governance in your organisations was published by the Commerce & Industry Group’s Corporate Governance Committee in July 2006. See online at www.cigroup.org.uk.

The views expressed in the report are the collective views of the committee and are not necessarily the views of the organisations for which they work.
The Commerce & Industry Group is a recognised Law Society Group run by in-house solicitors – who give their time freely – to provide services to its members. For more information visit www.cigroup.org.uk/Regions_corp_gov.asp.

Bruce Macmillan is Chair of the Corporate Governance Committee and can be contacted at 01344 373929, or by e-mail at Bruce_Macmillan@Dell.com.

