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Submission to the House of Commons Treasury Committee:

Accountability of The Bank Of England

Personal statement

This submission is entirely personal.  It does not represent the position of KPMG LLP to which I am the Advisor on Board Effectiveness and Corporate Governance; nor of Cass Business School where I am a Visiting Professor in Corporate Governance; nor of the University of Stellenbosch where I am Chairman of their Centre for Corporate Governance in Africa.

Moreover, I was asked to appear before you just as I was leaving for three weeks writing in France and I will return just 24 hours before I sit before you. As I had chosen the villa for total quiet – it has no landline, very bad mobile phone connection, no internet connection and intermittent email connection – I have had to rely on those papers that I could hurriedly take with me.  These are the uncorrected transcript of the oral evidence of your 24 May meeting and HM Treasury’s A new approach to financial regulation: building a stronger system.  Thus my preparation is not of my usual rigour.

I must rely, therefore, on two things.  First, my intelligent naivety – something I develop with the boards to which I consult and of which I have chaired.  Second, on my personal experience of corporate governance rather than national governance.  This covers some 30 years across five continents from multinationals to not-for-profits.  I was on the international expert panel of the IMF’s Independent Office for Evaluation proposing the reform of its corporate governance (sadly now on pause during the Western Economic Credit and Debt Crisis); worked with the Saudi Arabian Monetary Authority on the development of its corporate governance and, especially, the creation of a truly professional regulator through the national development of Banking Supervisors and Inspectors; and am working with the South African Public Investment Corporation on developing a new investment assessment matrix.  I must stress also that I am not a macro-economist and have no wish to be.

Positioning Statement

I have a rant to my students that national governments tend not to want to understand corporate governance. If they did, they would have to work within a carefully-evolved corporate legal framework and this would erode their feeling of absolute power. Having seen the current mess at Network Rail and, especially with the NHS Foundation Trusts, I can only surmise that both ministers and senior civil servants have a vested interest in adopting only those aspects of effective corporate governance which preserve their direct powers, regardless of those accountabilities that the Board of Directors is meant to have.  An extreme example are the NHS Foundation Trusts.  They now have two boards both of which the Chairman chairs thus guaranteeing potential conflicts of interest. Matters are then made worse by the Accounting Officer being the Chief Executive, not the Chairman.  Thus the Chief Executive can short-circuit any board decision by going straight to the Department of Health, the regulator or the minister to argue for negating any decision with which they disagree.  This is corporate governance nonsense and I hope that your committee will ensure that your work on the Accountability of The Bank of England does not fall into this trap.
There are solutions and, when I did some work with the UK’S Shareholder Executive on the corporate governance of State Owned Enterprises, I was delighted that the Financial Services Agency and the Financial Reporting Council were allowed to become Companies Limited By Guarantee thus making themselves legal entities under the Companies Act.  The Bank as a legal entity is a banking company with a single shareholder so I recommend strongly that it follows the basics of the 2006 Companies Act and the 2010 Corporate Governance Code to allow it to have well-defined and legally-tested guidelines that will act as comparators for its own corporate governance structure and processes.  With the Prudent Regulation Authority morphing from the FSA that has limited liability status I trust that the PRA will have the same legal status, albeit a wholly-owned subsidiary of The Bank.

Legally the Financial Conduct Authority is a puzzle to me.  It is said to be an independent body but appears in red in the Treasury Report’s drawing as if were part of The Bank.  I have been assured that it is not.  If so, then the designer of this diagram would be failed if they were a student of mine.  I do hope that the FCA is given also the status of a Company Limited By Guarantee.
What is Corporate Governance?
I have chosen to focus here on the 2006 Companies Act because the UK has now consolidated some four centuries of learning how to run effective and efficient organisations and I see no reason to go against this.  My analysis is based, therefore, on the way I would analyse any corporation.

To quote the doyen of UK corporate governance, Sir Adrian Cadbury,  corporate governance is the process by which a company is directed and controlled.  This deceptively simple statement poses the eternal question for a board of directors - how do we drive this company forward whilst keeping it under prudent control?  Most boards over-concentrate on the safer world of supervising their executives than the more intellectually challenging world of looking ahead –‘horizon-scanning’ – and trying to ascertain emerging trends ahead of the competition in the worlds of politics, physical environment, economics, social change, technology, and global trade movements.  In a dynamic external environment there is no single answer to these questions.  It is the Directors’ Dilemma – which is why we have a board of directors; and in an unstable environment it means that the directors need to meet at least monthly to review these.  After all, they are legally bound as statutory directors 24 hours of the day and seven days of the week and so have to do their horizon-scanning ‘homework’. They are not just directors during board and committee meetings.
We have known the director’s dilemma for at least 3,500 years.  ‘Governance’ derives from the Greek kubernetes which refers to the steersman of a ship (giving direction) and the feedback in real-time of the consequences of that direction.  In modern parlance we use nearly the same word – cybernetics – for this feedback.
The Companies Act is based on a  four-level hierarchy:

· The Owners

· The Board of Directors

· The Executive

· The Staff

The Companies Act, and even more clearly the Insolvency Act, hardly ever mentions the Executive and focuses on the accountabilities of the statutory directors – not people who dream up the job title of ‘director’ for their convenience.  Indeed it is illegal to call yourself ‘director’ of a company if you are not registered personally as a statutory director at Companies House. However, government and civil servants often tend to flout this aspect.

The Owners

I find it hard for me to enter this aspect of your Accountability debate.  I assume that the owners are the UK public and that it is to Parliament that The Bank is accountable.  The Treasury Committee has an oversight role of The Bank’s behaviours and performance whilst the Treasury comments on this performance and in extreme circumstances can intervene as government.  I may be wrong here but I am sitting in the hills of the pre-Alps on the Cote D’Azur without the internet.  However, of one thing I am certain, a board of directors must have a single line of accountability to the owner/s and, without it, it is sunk.
The Analysis of The Bank’s corporate governance

Any analytical process of corporate governance must follow through a sequence of fundamental questions once the question of ownership is resolved.

Status as a legal entity?

As I have said, I believe it is a legal entity with a single share held by government – but I have no access to its constitution.

The Purpose of The Bank of England?

The simplest statement I can find at present is that The Bank is independent in its abilities to set the operating instruments for monetary policy and financial stability.  This is clear but one can see that there will  always be fights with the Treasury about the power to set national macro-economic policy especially in relation to short-term political imperatives.
The Vision and Values of The Bank?
What would The Bank look like and how will its key performances be measured twenty or thirty years down the track?  This question is of national importance and I am unqualified to answer it.  
From these fundamental questions flow the following:

What is the appropriate Culture of The Bank?  How is emotional climate measured and how is this tracked over time to become The Bank’s culture supporting its Purpose?  We know that for some four hundred years the values of Accountability, Probity (honest dealing) and Transparency have been proven as the basis for effective and assessable governance. How will such values and behaviours be assessed on a regular basis from the Court down through its organisation?

What is that appropriate Structure for The Bank?

I shall attempt to answer this  question below.
Beyond that there are other key questions to answer which are beyond the scope of this paper but which I am sure the Treasury Committee is considering:
What is the appropriate Business Model for The Bank?

What is the appropriate Strategy Development process for The Bank?

What is the appropriate Executive oversight and control mechanism for The Bank through the Court?

However, there are some fundamental issues of corporate governance best practice upon which I wish to comment.

The Bank as a Company
Despite the high status, even grandeur, in which The Bank is held nationally and internationally, I am puzzled that, in the papers I have before me, the mindset of The Bank as an organisation seems to be missing.  The papers read more like a fight for national macro-economic power when I feel that the Accountability debate needs to address more that previously mentioned four-level hierarchy which is valid for any organisation.  So I have some more corporate governance-focused questions:

Is The Court a Board of Directors?

If so, then more attention must be given to the centrality of its role and those of its statutory directors.  If not, then does the Governor have absolute power over the Court and the Executive?  I find it difficult to determine in the papers I have before me.  If the Governor does have absolute power through being both Chairman of the Court and effectively Chief Executive, then this breaks one of the founding tenets of effective corporate governance.
I make the assumption that the reason there is a Court is to ensure two separate outcomes that ensure an effective and efficient organisation. First, that The Bank needs an ‘horizon-scanning’ process that has sufficient diversity within it to ensure that the complex factors affecting the setting of operating instruments for monetary policy and financial stability - in the political, physical environmental, economic, social, technological and global trade trends - are clearly focused to enable The Bank to take wise decisions in times of uncertainty.  Second, that the Governor, as Chairman, does not have absolute power that, as under the Companies Act, the Court is collegial with one vote each.
How do the Directors drive The Bank forward whilst ensuring that it is kept under prudent control?  In Company Law there are some useful distinctions. A ‘Chairman’ is Chairman of the Board of Directors, not of the Company.  A ‘Chief Executive’ is head of the day-to-day operations of the company.  Chief Executives do not have to be on the board but, if they are and become, therefore, a registered statutory director, then their correct job title is Managing Director.  Companies and governments tend to be very sloppy over their use of such job titles.

I stress again that Boards of Directors are collegial and have one vote each around the boardroom table.  The Chairman of the Board may have a casting vote depending on the company’s constitution.  The efficient  chairing of the board is the responsibility of all the directors, ensuring that sufficient airtime is given to different and diverse views around the table.  The chairman’s role in the debate leading to the board’s judgement is essentially neutral during this process.  He must not lead the others and should give his opinions last.  But he must bring the board to a decision.  I shall deal with this aspect in detail later when I consider ‘groupthink’.
The best explanation I had for the board’s role came from the late lamented Sir Brian Pitman with whom I worked for 10 years on the Lloyds TSB Director Development programme – the Board’s role is always  to take into account the reasonable demands of the owners, the cost of capital, and to ensure the long-term health of the business (the fiduciary duty).  As someone who doubled Lloyds and then LTSB’s shareholder value every three years for fifteen years no wonder he was so angry with the behaviour of the Banks leading up to the Western Credit and Debt Crisis.  He stressed the importance of the board holding together against the unreasonable demands of shareholders, their independence of thought and that they must be prepared to resign rather than bow to unreasonable demands.
If the Court is to behave as a board under the best practices of the Companies Act 2006, then it is important that they have robust induction, development, annual evaluation and dismissal processes for the board, its committees and individual directors so that they follow the Seven Non-Exhaustive Duties of directors set out in the Act:
· To act within their powers – i.e. the company’s constitution
· To promote the success of the company

· To exercise independent judgement

· To exercise reasonable care, skill and diligence

· To avoid conflicts of interest

· Not to accept benefits from third parties

· To declare interests in third party transactions.

These are based on the judicial experience of corporate governance generally over the last two hundred years.  I believe that the Court does have already grounds for dismissing a director concerning unreasonable absence, bankruptcy and unfitness for the post. But does it have robust induction, development and appraisal processes? 
It should be noted that the Companies Act does not use the nonsensical titles of ‘executive director’ or’ non-executive director’ but only ‘statutory’ directors.  If an executive is promoted to the board and made a statutory director, then they would need both a contract of employment as an executive and, as with all statutory directors, a separate contract for services as a director.  In this way all statutory directors enter the boardroom on equal terms and can exercise better their independent judgement as a statutory director.  And an effective chairman ensures a board culture where, if a Chief Executive tries to bully an executive who is also a statutory director before or after a board meeting (part of enforcing groupthink), then there is swift retribution on that Chief Executive.

If the Court is to be a working board, then it would need a committee structure, and a crucial officer role – that of the Company Secretary.  This is a key role to ensure the board fulfils its legal roles within its constitution but one that reports to and supports the Chairman, not the Chief Executive. The Company Secretary ensures the timely filing of its reports and papers but is also the neutral observer of board process and dynamics, commonly referred to as being ‘the conscience of the board’.
Committees

All properly constituted boards have a delegation process which ensures that some of the board work is given to smaller work groups – ‘committees’ - although the full accountability for these groups is still the board’s. Here we come to the nub of the immediate problem if the Court is to be a proper board.  All committees are subsets of the board.  I am struck by three issues:  
First, that here is a great fight over the accountability of the Financial Policy Committee.  Yet it is spelt out that their accountability is to the Court.  What is the problem?  This is normal practice and I can see no argument for deviating.
Second, all seem happy with the accountability of the Monetary Policy Committee to the Treasury Committee.  I am not, as it seems curiously to be based in The Bank but accountable directly to the Treasury Committee under The Bank of England Act. To me this seems nonsensical, highly undesirable and liable to end in tears just like the NHS Foundation Trusts.  Surely, if it is a Committee of The Bank, then it must report to the Court and the Court reports to Parliament?  
Third, there seems to be a lack of an Audit Committee which is an essential for any company. My simple assumption is that the Court needs one.  I assume also that the National Audit Office has the oversight of the financial probity of The Bank with the Public Accounts Committee as a back stop, but that the usual accountability process for The Bank as a whole lies with Parliament through the oversight of the Treasury Committee.
It should be pointed out that there is a high probability in future of company reporting being on the annual ‘Triple Bottom Line’ – financial, impact on the physical environment, and impact on the communities within which it exists.  As this is in part built into the EU Green Paper of May 2011 will this become part of The Bank’s Vision statement?  
The Accountability of the Executive

I am puzzled by the seeming lack of interest shown in the papers of the need for the Court both to acknowledge and to ensure the prudent control of the day-to-day executive functions of The Bank.  This is a perennial dilemma for any board – how do we ensure a level of certainty over the performance of the executive functions of the business without trying to micro-manage the executive from the boardroom table?

If the Court is to function as a board, then it must address this issue – it is half of the Directors’ Dilemma. There are a number of ways of doing this but the most effective is to have one or two ‘dashboards’ where the key indicators of executive and total performance are flagged up on a regular basis, usually monthly, to enable the board to feel confident that all the varied and linked aspects of the organisation are synchronised.  This is usually done in terms of agreed trend lines and ratios.  In advanced corporations this can be done in real-time and my colleague, Ram Ramakrishnan in Singapore, could help you with this aspect.

The Bank has many other operations rather than the very publicly debated ones and has also a staff, suppliers, other agents and stakeholders whose performance and rewards need to be kept under prudent control through oversight by the Court.
Board Dynamics and Groupthink
Although boards are often referred to as ‘top teams’, they are not  normal teams. They do not work together continually so they have to be able to build sufficient trust in each other’s care, skill,  diligence and probity that they can quickly get up to speed when they do meet.  Technically they are ‘teams apart’ rather than ‘teams together’.  Yet they obey the usual dynamics of any working group.  Behavioural psychology has progressed so much since the 1940s that we have a vast bank of knowledge on which to draw.  Some aspects are basic.  For example, we know that any group of less than four people will not have sufficient diversity within in it to be able to take a broadly-based decision; and that groups over twelve spend so much time managing themselves that they devote too little time to their primary purpose.  My own work shows that most people joining boards have a career in the executive aspects of a business and, unless carefully inducted and developed out of this mindset, tend to try and micro-manage the company from the boardroom table.  My researches into the thinking preferences of UK directors show that they tend to value strongly ‘soft facts’ (sensing of the immediate environment backed by a fierce ability to rationalise their position) and value least ‘hard facts’ and the ingenuity to make the future happen.  This lack of interest in implementing and having rapid feedback on their strategic decisions (the cybernetic loop) is a worrying factor in over 80% of the hundreds of directors I have assessed.
So the ‘tone at the top’, as the current phrase has it, is determined by the quality of the chairman in understanding their role and ensuring the best use of the diversity, independence of thought and intelligent naivety around their boardroom table.  The shadow side of this is the tendency for one or two powerful personalities to dominate the discussions and decisions, to block out different opinions and information and to create an emotional climate where acquiescence and yielding are dominant.

The classic example of this was the youthful John F Kennedy’s administration’s mishandling of the Bay of Pigs fiasco where at all the crisis meetings the President spoke first and gave his views, so members withheld vital information or differing opinions, there was little debate and fatally flawed decisions were nodded through.  Within nine months the same administration was faced with the possibility of global nuclear annihilation with the Cuban Missile Crisis.  This time the crisis team never knew if the President would appear at a meeting so they had to get on with it and argue out positions with much more diverse data.  If the president was present, he usually listened and encouraged others to ask questions before he disclosed his position.  The outcome was more positive and that may be why we all sit in this room today.
There was a young social psychologist present during that twelve- month period, Irving Janis, and he was able to conduct a unique piece of field research which became a book – Groupthink.
The warning signs of groupthink in a group that sees itself as doing well are:

· The illusion of invulnerability (we are on a roll and nothing

                can touch us)

· Collective efforts to rationalise (we’ve seen this sort of thing before and it will sort itself out)
· Unquestioning belief in the group’s inherent morality (people like us would never take an unethical decision)
· Stereotyped views of rivals and enemies (they are just a bunch of no-hopers who could never affect us)
· Direct pressure on dissident group members (listen, we know you have strong views on this but we have debated them before and time is pressing as we have a massive agenda …)
· Self-censorship (gosh!  If they are putting pressure on X, then I had better shut up even though I feel that they are missing crucial information)
· A shared illusion of unanimity (silence is not assent -  the oldest chairman’s trick in the book: in times of disunity do not make eye contact with any member of the board and say “well, I feel that we are all agreed on that” and move straight on to the next agenda item.  You can always sort out the minutes with the Secretary later).
· The emergence of self-appointed ‘mind guards’ (People who are not members of the group but who appear in the corridor just before a meeting and suggest strongly that you drop your line of questioning normally because “the old man is in a filthy mood today and you don’t want to make it worse for yourself”).
Whilst I would never suggest that such mighty players as the Directors of the Court of The Bank of England would ever fall prey to such groupthink, it may be worth the Treasury Committee ensuring that it is built into an aspect of the annual reviews of the Court, its Committees and individual directors.

Epilogue
I hope that this trawl through the legal aspects of corporate governance, and my varied experiences around the globe seeking to develop more effective and efficient boards and organisations, helps the Treasury Committee in its deliberations.  If I have fallen short on my preparation I apologise but do remember the unusual circumstances in which this paper was written.

Bob Garratt
13 June 2011
Tourrettes-sur-Loup
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