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Executive directors wear two hats: that of a company employee, usually
a senior executive, and that of a board member. On top of their full time
executive position, they are appointed to the board. At law they have the
same duties and responsibilities as other directors. In the United States,
executive directors are sometimes known as inside directors and are more

common there relative to Australia.

How do executive directors add value?

Executive directors can add value to boards
through their:

+ deep knowledge of the business, its
strategy and direction;

+ deep knowledge of the industry and the
competitive pressures;

+ technical expertise in their functional area,
for example finance, accounting, law;

+ greater access to company information
than non-executive directors.

Through their deep understanding of the
business, executive directors can make the
board aware of important issues and ensure
a thorough examination of them.

Given the Royal Commission into Misconduct
in the Banking, Superannuation and Financial
Services Industry, and other discussion

on the roles and challenges of boards,

there have been some calls for a two-tiered
board governance model similar to that
found in Germany and some other countries.
These models have a supervisory board and
a management board. The executive board
manages the day-to-day operations of

the company and proposes strategy
changes. The supervisory board made up of
shareholder representatives and, in some
cases, elected employee representatives,
sets the dividend, votes on strategy changes,
appoints and dismisses executives and sets
their remuneration.’

1. See J Thompson, 2019, “How heavy a load can directors take?”, Australian Financial Review, 9 April.
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What challenges do executive
directors face?

The most common challenge raised in the
literature for executive directors is role
confusion. Boards must govern in the best
interest of the corporation and are ultimately
appointed by, and must be aware of the
interests of, shareholders. Boards primarily
set strategy and monitor management.
Management implements strategy and
reports to the board. Therefore, an executive
director is both governor and manager:
employer and employee.

It has been held that executive directors are
a ‘wasted vote’ on a board since:?

+ Management brings proposals for the
board to approve, and it is generally
expected that management will support
its own proposals.

+ Executive directors cannot be present
or vote on any resolution concerning
themselves, such as remuneration.

« Contemporary good practice suggests that
the senior management team should be
involved with the board in the development
of strategy. This applies whether or not
they are directors.

+ Inthe case of CEOs, a key role of the board
is the management of the CEO. This is
a role to which a managing director
cannot contribute.

« There is a natural inherent conflict
between the owners of a company and
the managers of a company. A key role
of the board is to oversee management
in the best interests of the owners.?

« CEOs and other senior executives will be
present at board meetings as the board
may require and can add value to the
discussion without being a director.

The key to success for executive directors is
to be clear on the purpose of each role. While
in board meetings, the executive director
needs to focus on strategic and compliance
issues rather than operational matters.

The CEO is the most likely member of the
management team to be an executive
director. Sometimes another executive such
as the chief financial officer (CFO) may

also be appointed to the board. This can
potentially create challenges if the executive
is too timid to disagree with or question a
strong CEO, knowing that their performance
das a company executive is appraised by the
CEO. To deal with real or perceived conflicts
of interests, executive directors in practice
may absent themselves from parts of board
meetings. Executive directors are not usually
present for board proceedings when the
CEQ'’s performance or remuneration are
being discussed or for board meetings with
the external auditor.

Boards primarily set strategy and monitor
management. Management implements strategy
and reports to the board. Therefore, an executive
director is both governor and manager: employer
and employee.

Subject to certain exceptions, an executive
or non-executive director of a public or
proprietary company who has a material
personal interest in a matter that relates
to the affairs of the company must give
the other directors notice of the interest.
In addition, an executive or non-executive
director of a public company who has a
material personal interest in a matter before
a directors’ meeting must not be present
while the matter is being considered at the
meeting or vote on the matter, subject to
a limited number of exceptions.

There are some roles on a board that are
inappropriate for an executive director,
for example a CFO serving on the audit
committee.

Whether or not a CEO is a director, they will
be an officer under the Corporations Act 2001
(Cth) (the Act) and therefore subject to many

2. GKiel, G Nicholson, J ATunny and J Beck, 2012, Directors at Work: A practical guide for boards, Thomson Reuters Australia.

3. M Jensen and W Meckling, 1976. “Theory of the firm: Managerial behaviour, agency costs and ownership structure”,

Journal of Financial Economics, vol 3, no 4, pp 305-360.
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of the same duties as a director under the
Act, for example the duty to act in good faith,
the duty to act for a proper purpose and the
duty to act with care and diligence. It should
be noted, however, that managers, including
CEOs, who are not directors do not fall within
the scope of s 588G of the Act, which deals
with directors’ personal liabilities in cases of
insolvent trading.

Do listed companies have
executive directors?

Good corporate governance in Australia
heavily favours independent boards,
especially for listed companies, meaning that
non-executive directors are preferred. The ASX
Corporate Governance Council’s Corporate
Governance Principles and Recommendations*
recommends that the majority of the board
be independent.® If the board decides not to
follow this recommendation, it must explain
why. The theory is that directors should

be free of any relationships which “might
influence, or reasonably be perceived to
influence, in a material respect their capacity
to bring an independent judgement to bear
on issues before the board and to act

in the best interests of the entity as a
whole rather than in the interests of an
individual security holder or other party”.®
By definition, executive directors cannot
be independent directors.

Good corporate governance in Australia heavily favours
independent boards, especially for listed companies,
meaning that non-executive directors are preferred.

The most common executive director in listed
companies is the CEO/managing director.
Only a small number of listed companies
have more than one executive director or

an executive chair. There is no conclusive
evidence that boards with only independent
directors perform better than those with a
mix of directors.”

What is usual for unlisted public,
proprietary companies and
not-for-profits?

In unlisted public and proprietary companies,
it is often more difficult to separate the roles
of managing and governing a company. The
owners of a smaller company often manage
it as well, so technically they are executive
directors. It is not uncommon for boards of
smaller unlisted public companies and private
companies to contain solely executive directors.

Executive directors are much rarer in
not-for-profit organisations for the reasons
set out above as to why executive directors
may be a ‘wasted vote'.

Do executive directors have extra
responsibilities?

The Act does not distinguish between the
duties and responsibilities of executive
directors and non-executive directors.
Under that Act, all directors in general
have the same level of responsibility.

Court cases such as Vines®, James Hardie®
and Centro', however, suggest that executive
directors may have a greater level of
responsibility than non-executive directors.

4. ASX Corporate Governance Council, 2019, Corporate Governance Principles and Recommendations, 4th edition, February,
https://www.asx.com.au/documents/asx-compliance/cgc-principles-and-recommendations-fourth-edn.pdf, (accessed 8 May 2019).

5. lbid, Recommendation 2.4, p 15.

6. ASX Corporate Governance Council, 2019, Corporate Governance Principles and Recommendations, 4th edition, February, p 13,
https://www.asx.com.au/documents/asx-compliance/cgc-principles-and-recommendations-fourth-edn.pdf, (accessed 8 May 2019).

7. See, for example, S G Johnson, K Schnatterly and A D Hill, 2013, “Board composition beyond independence: Social capital, human capital,
and demographics”, Journal of Management, vol 39, no 1, pp 232-262; C Volonté, 2015, “Boards: Independent and committed directors?”,
International Review of Law and Economics, vol 41, pp 25-37; R Rutledge, K Karim, and S Lu, 2016, “The Effects of Board Independence
and CEO Duality on Firm Performance: Evidence from the NASDAQ-100 Index with Controls for Endogeneity”, Journal of Applied Business
and Economics, vol 18, no 2, https://articlegateway.com/index.php/JABE/article/view/838/787; A D Upadhyay, R Bhargava, S Faircloth,
and H Zeng, 2017. “Inside Directors, Risk Aversion, and Firm Performance”, Review of Financial Economics, vol 32, pp. 64-74.

8. Geoffrey Vines was the CFO and executive director of GIO Australia Holdings Ltd. See ASIC v Vines [2003] NSWSC 1095; (2003) 48 ACSR 291
for the judgment and Vines v ASIC [2007] NSWCA 75; 73 NSWLR 451 for the April 2007 decision in the NSW Court of Appeal.

9. For the judgments, see ASIC v Macdonald (No 11) (2009) 230 FLR 1; 256 ALR 199; [2009] NSWSC 287; ASIC v Macdonald (No 12) (2009) 259
ALR 116; [2009] NSWSC 714. For the appeals, see Morley v ASIC (2010) 247 FLR 140; 274 ALR 205; [2010] NSWCA 331; Shafron v ASIC (2012)
86 ALJR 584; [2012] HCA18; ASIC v Hellicar (2012) 86 ALJR 522; [2012] HCA17.

10. For the Centro judgment, see ASIC v Healey (2011) 196 FCR 291; [2011] FCA 717. For the penalty decision, see ASIC v Healey (No 2) (2011)

196 FCR 430; [2011] FCA1003.
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In the executive part of their roles, executive
directors have a much more detailed
knowledge of a company and its issues,
greater access to information, plus a range
of measurable technical skills and knowledge,
for example accounting. Therefore, they

may be reasonably expected to raise matters
for discussion with the board. As set out

Ideally, every board should have a policy

for dealing with such matters so that all
directors and senior executives are aware

of the company's position. It might come
down to deciding on a case by case basis if
the benefits to the company outweigh any
potential negative impact of the executive's
additional responsibility.

above, courts have been known to impose
greater penalties on executive directors
than non-executive directors.

As a separate issue, executive directors
must be mindful of any prohibitions on
involvement in other directorships (whether
in competitive companies or not) contained
in their employment agreement as well as
confidentiality provisions.

Should executive directors have
directorships elsewhere?

The chief advantages of an executive director
holding multiple directorships are that it
broadens their knowledge and experience
base as well as making new contacts. This
can benefit both the individual in question
and their main board.

The chief advantages of an executive director
holding multiple directorships are that it broadens
their knowledge and experience base as well as

On the other hand, there are concerns about making new contacts.
time burdens and possible conflicts which

need to be managed. Executive directors

already have a full time position plus

board responsibilities, so additional time

commitments must not result in their primary

work suffering. Any additional directorship(s)

may also involve conflicts of interest or duty,

which have to be managed.
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The Australian Institute of Company Directors (AICD) is committed to strengthening society through world-class governance.
We aim to be the independent and trusted voice of governance, building the capability of a community of leaders for the benefit
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Disclaimer

This document is part of a Director Tools series prepared by the Australian Institute of Company Directors. This series has been designed to provide general
background information and as a starting point for undertaking a board-related activity. It is not designed to replace legal advice or a detailed review of the subject
matter. The material in this document does not constitute legal, accounting or other professional advice. While reasonable care has been taken in its preparation,
the Australian Institute of Company Directors does not make any express or implied representations or warranties as to the completeness, currency, reliability or
accuracy of the material in this document. This document should not be used or relied upon as a substitute for professional advice or as a basis for formulating
business decisions. To the extent permitted by law, the Australian Institute of Company Directors excludes all liability for any loss or damage arising out of the use
of the material in this document. Any links to third-party websites are provided for convenience only and do not represent endorsement, sponsorship or approval of
those third parties, or any products and/or services offered by third parties, or any comment on the accuracy or currency of the information included in third party
websites. The opinions of those quoted do not necessarily represent the view of the Australian Institute of Company Directors.
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