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FOREWORD BY HIS EXCELLENCY SAMI DHAEN AL QAMZI,
Director General,
Dubai Department of Economic Development

Small and Medium-sized Enterprises (SMEs) are the anchors of
any economy as they are primarily responsible for driving job
creation, innovation, exports and new business models. They are
also the potential precursors to tomorrow’s global companies.

In the Emirate of Dubai, SMEs account for 95 per cent of the
enterprise population as well as 42 per cent of the total Dubai
workforce, and also contribute to 40 per cent of the total value
added. This is based on the official definition of Dubai SMEs.

Yet as SMEs grow and develop to new levels, they need to
constantly adjust to the new business environment, restructure
the organisation to be more corporate, professionalise its
management and teams, institutionalise effective management
systems, and display greater transparency in financial
management. These requirements collectively represent the
requirements of executing the right corporate governance.

For SMEs, understanding the fundamentals of corporate
governance, and knowing how and when to execute the key
elements optimally, is critical. To this end, Dubai SME has
developed The Corporate Governance Code - Guide to Execution
which helps SMEs in whichever stage of growth to take practical
steps to implement corporate governance as they evolve and
develop. The Guide follows the successful launch of the Code of
Corporate Governance defined by nine key Pillars.

I hope all SMEs will start to seriously reflect on implementing
corporate governance, for it is a journey of learning, growth

and development. For companies in the midst of implementing
corporate governance, | wish you all the best in the journey. Your
efforts will pay off in due course.
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FOREWORD BY HIS EXCELLENCY ABDUL BASET AL JANAHI
Chief Executive Officer,
Dubai SME

It is acknowledged that the Small and Medium Enterprise

(SME) segment is the bedrock of any economy. It contributes
significantly to new growth of the real economy, and provides
the resilience in any economic downturns as history has shown.
The real economy grows when SMEs grow. Innovation in all its
forms develops mainly within the SME segment. Entrepreneurial
activity also takes place within the SME domain. For an SME to
grow sustainably and properly, it needs to put in place the right
corporate governance at the right time in tandem with its stage
of development.

| am pleased to note that many SMEs have responded to the call
to implement corporate governance for long term quality growth.
The Code of Corporate Governance for Small and Medium
Enterprises launched a year ago attracted wide interest from
SMEs. The launch of the second part on the guide to execution
aims to help SMEs, in any stage of their growth and development,
to take practical steps in their corporate governance journey.
SMEs will find that they will be better off in the long run if they
have good corporate governance in place, for it puts them in
good stead to attract investments, capital, talent and markets.

Dubai SME and its partners stand ready to assist and advice any
SME keen to know more about corporate governance and its
execution.

I wish all SMEs the very best in their corporate governance
journey.
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INTRODUCTION

In 201, Dubai SME issued a Corporate Governance Code
for Small and Medium Sized Enterprises (SMEs), which

was developed by Hawkamah Institute for Corporate
Governance. The Code is a voluntary framework which sets
out the key pillars of corporate governance as applicable
to the SME sector in Dubai. This handbook elaborates on
the principles laid out in the Code, explaining their rationale
and highlighting the issues to be considered by SMEs when
translating the principles and theories into practice.

The principal driver of good governance should be the
company’s self-interest as it allows companies to prepare

for their future expansion and sustainable growth. The
understanding and implementation of a good corporate
governance framework presents SMEs a structured path to
infusing better management practices, effective oversight
and control mechanisms which lead to opportunities for
growth, financing, exit strategies and improved performance.

Corporate governance is an art rather than a science. There is
no one way of organizing a company. A company is a product
of myriad of factors including, among others, its values,
history, culture, ownership structure, scale of operations,
personalities involved and leadership style. A good corporate
governance framework is one

that builds upon the strengths of the company and addresses
its weaknesses.

The Code and this handbook outline the corporate
governance journey for Dubai SMEs focusing on the

steps or on phases of this journey. Corporate governance
improvements do not occur overnight. It is an evolution with
each step matching the growth phase of the company. In
other words, SMEs should identify the steps recommended in
this book that are relevant for their stage of development. For
example, developing an authority matrix (as recommended
by Step 2 of Pillar 1) makes very little sense if the company

is managed by a single owner-manager. Indeed, starting

to delegate responsibility too early in a company’s

growth may result in a loss of momentum. However, the
momentum of large companies is easily compromised

if every operational issue needs to be decided by the
managing director or by the shareholders. Similarly, Step
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3 of Pillar 7 recommends the establishment of an internal
audit, which is not feasible in smaller companies as cost of
an in-house internal audit may easily outweigh its benefits,
but in larger companies the discipline and control brought
about by this additional level of assurance is crucial.

But for corporate governance to be effective, business
owners need to set the “tone at the top” and build a
culture of governance. This will only be possible if the
owners themselves value the principles of corporate
governance, which effectively implies a significant
degree of self-awareness to look critically at the existing
practices and how they can be improved upon.

This handbook is designed to offer SMEs a benchmark
against which they can assess their own practices. Each
pillar has an accompanying self-assessment tool, which

will provide companies an idea where they currently stand
in terms of their governance practices. But it should be
remembered that corporate governance is not a box ticking
exercise. The onus will be on the companies to implement
these pillars in a manner that is practicable for them, taking
into account their own individual circumstances and needs.
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Pillar O1: Adopt a formal corporate governance framework outlining the
roles of the key bodies such as partners, shareholders, board of directors
and management

In the same way that a company needs to have a clear

vision and business plan, there needs to be clarity on how

the company is to be governed. The governance framework
should be closely related to the company’s values and the
expectations of its owners and key stakeholders.

A single proprietorship may not necessarily need a
formalized corporate governance framework. But as the
company grows and seeks external sources of funding,

a corporate governance framework will assist in assuring
investors and creditors that due care is being exerted in
ensuring that their funds are being appropriately managed
for the benefit of the company and its shareholders.

SMEs may not need complicated structures such as those
adopted by large corporations, but they should establish
one that fits their operations and which they can enhance as
they grow. This effectively means that the roles of corporate
actors such as partners, shareholders, board of directors and
management are clearly defined and that companies should
properly document how to regulate the management of

the business and the relationship between the shareholders.
These should be enshrined in the constitutive documents of
the company such as:

An essential part of the development of corporate
governance framework is a common understanding of
the various corporate factors and their responsibilities
towards the enterprise.

Partners are typically the individuals that put in either
actual capital and/or sweat capital for the development
of the enterprise. In the case of the UAE where local
partners are required for those companies registering
on-shore, partners are the various parties registered for
the enterprise.

Shareholders are individuals or institutions that provide
capital to the company.

Creditors are financial institutions that provide credit to
the development of the enterprise.

Board of directors is a group of individuals, typically
appointed by shareholders, tasked with overseeing the
management.

Management is a group of individuals, typically
appointed by the board, tasked with implementing and
operationalizing the strategy approved by the board.

Memorandum and Articles of Association and in any
shareholder or “side” agreements. It is important that there
are no contradictions in any of the documents covering
constitutional issues of the company and it is recommended
that legal advice is sought to ensure that any “side
agreements” are legal and enforceable.

;
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Step 1: Partners’ and shareholders’ rights and
obligations should be clearly set out

From the very outset, shareholders need to be clear about
their rights and those of other shareholders. The company’s
share structure, and ownership, should be disclosed
including voting rights and other rights attached to each
class of shares.

When forming the company, partners should naturally
formulate their vision as how the company is to be managed
and what is the strategy of the business. But sometimes
entrepreneurs in the haze of excitement over the business
idea may not pay sufficient attention to issues relating to the
governance of the company.

The partners should formulate questions to answers such as
who will play what role in the company, what are their exact
responsibilities, who will formulate the strategy, who will
prepare the budgets, what remuneration will they receive,
will there be a board of directors, and if so, how are the
board members to be nominated, how often will the board
meet, will decisions be taken unanimously or by simple
majority and what are its quorum requirements for decision
making.

Shareholders should also agree on profit sharing. What
percentage of profit is to be distributed among the
shareholders or will the dividends be retained and reinvested
back into the company? How often should dividends be
paid out?

It is also useful for partners to address the issue of the
company needing further finance in the future. Will the
shareholders have to put in more equity capital? Will

new shares be issued for external funding? Will any new
shareholders have a say in the governance of the company?
Should the SME seek loans from its individual shareholders
or from banks? It is important that shareholders have an
understanding of the various options and their potential
impact on the shareholding structure.

Another important consideration to be taken into account
is the issue of share transfer - what happens if a partner
wishes to sell their share? Will there be any restrictions?
Must the shares be offered to the remaining shareholders
and if so, at what price? Do the remaining shareholders
have the right of first refusal? What if a shareholder dies - at
what price can his or her stake be bought by the remaining
partners or are the shares transferred to his or her estate?
Will the beneficiaries have the right to assume board seats
in the company? What if a majority shareholder decides to
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sell his or her share - should there be tag along rights for the
minority shareholders allowing them to join the transaction
and sell their stake at the same price? Can a shareholder

be forced to sell his or her stake in the company and under
what conditions?

There are a number of other issues that shareholder
agreements should cover ranging from dispute resolution
mechanism to protection of intellectual property.
Entrepreneurs should take their time to consider

“what-if” situations and formulate mechanisms to address
them.

Such policies are not written in stone and can be
amended as required by the company’s circumstances,
but they provide shareholders a fall back position should
disagreements arise.

Step 2: Delegation of authority should be formalized
in writing defining the role of the management and
specifying matters reserved for shareholders and the
board of directors

In all companies, various parties such as shareholders,
directors and managers need to be clear about their

roles and responsibilities, and this is particularly true in
SMEs where there often are no clear boundaries between
ownership, management and the board of directors or
where the company has reached a stage in its development
where the owner-manager is no longer able to fulfill the
roles of shareholder, director and manager simultaneously.

A formal governance framework will facilitate the
development and growth of a ‘one-man business’ into a
larger institution, and will enable effective monitoring of the
company.

The issue is essentially about decision-making. Firstly,
companies should identify decisions that require approval
from shareholders - the matters reserved for shareholders.
The most important right for most investors is the right to
participate in the profits of the company, but other rights
are also important, especially in the context of SMEs. Unlike
shareholders in publicly listed companies, investors in

SMEs and other unlisted companies have limited options of
“voting with their feet” and selling their holdings if they are
in disagreement with the company’s policies and strategy.
It is therefore crucial that the protection of their rights

is built in the foundations of the company. These rights
include, among others, the right to vote on the composition
of board, approve expenditure beyond pre-defined limits,
departing from the agreed business plan or capital changes,
approve the annual report and financial statements, and
the right to access information about the company and its
activities. Through these rights, shareholders ensure that
the managers or other shareholders of the company do
not misappropriate their investment or treat the company’s
assets as their private property.

;
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Secondly, companies should identify the matters that are reserved for the board and
matters which are delegated to the management. This should be aligned with the
defined role of the board. A delegation of authority matrix should clearly lay out the
decision and sign-off authorities amongst the various corporate actors. Such a matrix
can be cascaded down to lower levels of management as the company expands.

Delegated authorities should be reviewed periodically to ensure that they remain
appropriate given the structure, size, scope, and complexity of the company as the

company grows.
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Pillar 2: Conduct a succession planning process

SMEs are generally heavily reliant upon the experience and drive

of just a few or even one person. Succession planning is essentially
about determining how the business owner-manager(s) can

leave the business without closing it down. Lack of succession
planning represents a risk to the business both in terms of business
continuity and survival. A succession plan allows the company to
develop and facilitate change leadership in a progressive, planned
and non-disruptive manner. This assures shareholders, employees,
customers and other stakeholders on the longevity of the
company, preserving its reputation and brand value.

Succession planning is particularly critical for family businesses as
fewer than 15% of family firms survive under family control after the
third generation.

Step 1: Succession planning is a long-term process, and it should
be aligned with the company’s business objectives, growth and
potential exit strategies of SME owners

Succession planning can be divided into two main sub-categories:
Ownership succession and management succession. These
concepts are essentially inter-linked and it is crucial that they build
on and support each other.

Many SME owner-managers have an ultimate vision or a dream to
pass on their business to family memibers or to sell their company
when they retire, but very few of them have formal succession
plans in place and it is not uncommon for original owners to find it
difficult to let go of control and to step aside at the right time.

The reluctance of owner-managers to address succession often
stems from the fact that they are too focused on the day to

day operations to make the company successful. The prevalent
view is that succession planning is only relevant for successful
companies. But psychological factors can also play a role in the
same way that human beings are often reluctant to draw up a
will. People inherently do not feel comfortable discussing their
own mortality or the future without them in it. In other instances,
such as in family-owned businesses, succession planning may be
too complex or sensitive of an issue to consider as it may lead to
potential family conflicts.

SMEs need to confront these issues early on as succession
planning is a long term process. For succession planning to be
effective, it needs to be embedded in the company’s strategic
planning - addressing both managerial succession and ownership
succession. Succession planning should be aligned with the
company’s business objectives and potential exit strategies of SME
owners.

This is particularly important in owner-managed companies where
the owner-manager needs to define his or her future involvement
in the day to day running of the business. In SMEs where there

are multiple shareholders, the ownership dynamics need to be
considered as all the owners may not share a similar timelines

for stepping down. Is a clean sale with no strings attached the
ultimate aim for the owners? Do the owners wish to stay with the

;
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business in some capacity? Would they consider selling a minority
or a majority interest in the company? Or is the aim to pass the
business on to someone, such as a family member? Who will carry
out the owners’ vision? Pursuing any of these outcomes requires at
least three or four years of preparation.

Where the intention is to pass the business on to a subsequent
generation of family members, the question is firstly whether

the family members have such aspirations and secondly how to
prepare them for their intended management and ownership
roles. This grooming process is likely to take years and may involve
working within different parts of the business to gain exposure and
perhaps working in other companies to gain a frame of reference.

If future employee ownership is the preferred outcome, it must be
remembered that a management buy-out is only an option if there
is @ management that has the ability, desire and financial means

to take over the company. Should the financial means be the
barrier, ownership (majority or minority) could also be transferred
to employees gradually over time through an employee share
ownership plan.

An SME may prefer a trade sale to a strategic acquirer or a
competitor, which usually provides a premium price, but it

may lead to disruptions in terms of the company’s vision and
employees. In such scenarios, the SME needs to understand how
to make the business more attractive to such parties. This usually
entails that the company has a strong middle management
meaning that the company can function with the previous owner-
manager. Another option is a sale of a majority or minority interest
in the company to a private equity firm, which may entail that the
owner-manager himself or herself will need to stay to manage
the company. If a company wishes to opt for an initial public
offering, it needs to prepare for the relevant listing requirements
well in advance, which involves adhering to financial reporting
and corporate governance standards determined by the listing
authority.

In cases where the desire is to keep the business but with little or
no day-to-day involvement by the owner, the challenge is to hire
suitably qualified managers to run the business. Talent is a scarce
resource and appointment of a successor is often a challenging
task for owners as they find it difficult to identify an individual with
the same qualities as theirs.

Transferring ownership can be highly emotional and complicated,
which is why it is often ignored until it becomes a pressing issue,
for example, when the owner becomes ill or too old to run the
business.
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Step 2: Companies should have a rigorous succession planning
methodology in place providing for both planned and
emergency scenarios

It is not unusual for SMEs to be caught off guard and find
themselves in situations where there are no employees that

can step into the shoes of the owner-manager without serious
interruption to the business. The very best succession plans are
those that are phased in as part of a planned process, not those
that are pulled off the shelf when tragedy strikes. This is basic risk
management. One of the most important steps owner-managers
should take is to identify and develop middle-management talent
within their companies with the goal that one of these individuals
will be groomed to replace the owner-manager.

But management succession goes beyond mere “replacement
planning” and it should be viewed as an opportunity to make the
business more effective while simultaneously improving employee
engagement, commitment and productivity. Succession planning
is about identifying those individuals with the potential to assume
greater responsibility in the company. The owner-manager needs
to groom these individuals by allowing them to have a greater
hand in the decision making process. To retain employees and to
keep them engaged, they will need to see a clear career path and
opportunities for advancement. This requires that the company’s
overall vision is clearly articulated and that the employees
understand their current and future role and involvement in the
attainment of the company vision. Communicating the ownership
succession plans to key employees will also support management
succession.

Succession planning is not only about retention, but also about
recruitment. In many companies, growth often stalls due to the lack
of strong talent to take the company to the next level. SMEs need
identify the areas in which to expand their talent pools to sustain
organizational growth.

Essentially the focus of succession planning should not be on

the individuals, but on the creation of a governance framework
which boosts the confidence of employees as well as other
stakeholders about the continuity of the business. There needs to
be a clear structure of accountability and decision making within
the company, overseen by an effective board of directors, who
formulate the company’s strategy and delegate responsibility

to the management within a formal level of authority matrix. An
effective corporate governance structure helps ensure a successful
transition of ownership, whether it is to the next family generation,
the management team or to an external buyer.
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Pillar 3: Establish a timely, open and transparent flow of information
with shareholders

Good corporate governance requires reliable and sufficient
communication and information provided by the company. On

the basis of such information the shareholders are in a position to
evaluate the company’s business and to make decisions in respect
of their holdings. Theories of corporate governance have essentially
evolved to tackle conflicts of interests. There are two main types of
conflict of interest in corporate governance, one between majority
and minority shareholders and the other between management
and shareholders. Generally, when ownership is spread among
many shareholders, the conflict of interest between management
and shareholders is more prominent. When the ownership is
relatively more concentrated, the conflict of interest between
majority and minority shareholders becomes comparatively more
prominent.

The equitable treatment of shareholders is one of the key
cornerstones of corporate governance. From the regulatory

and legal perspective, this implies that all shareholders should
have the opportunity to obtain effective redress for violation of
their rights, but it also means that companies should respect

the rights of shareholders and assist them in their exercise of
those rights. Companies can help shareholders exercise their
rights by effectively coommunicating relevant information that is
understandable and accessible and by encouraging shareholders
to participate in general meetings.

Step 1: All shareholders should be treated equitably and
companies should establish clear lines of communication with
their shareholders

Companies should establish clear lines of communication with
their shareholders ensuring timely and accurate disclosure of
information on the company’s activities, including the financial
situation, performance, ownership and governance of the
company.

Communication with shareholders should ensure that shareholders
understand the company’s strategy and business model including
its value proposition, revenue-generation mechanisms and

cost structure. But it should not be limited to financial matters.

It is important that SMEs clarify and disclose the roles and
responsibilities of the board and management

in order to provide shareholders with a basis to ascribe
accountability.

The shareholders should also have an understanding of the
company’s risk profile.

An SME'’s transparency and disclosure framework should be
structured to suit the particular circumstances and ownership
structure of each company. The need for an effective company-
shareholder engagement and dialogue is more pronounced in
companies that have shareholders who are not involved in the day-
to-day running of the company.

Companies with larger shareholding bases should consider

;
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publishing an annual report which sets out its financials, objectives,
and principal organs. A clear presentation of matters concerning
the company'’s corporate governance system enables the
shareholders to form a comprehensive picture of the company’s
operations.

Step 2: An effective engagement mechanism to gauge the views
of shareholders should be established

Shareholders of unlisted companies may particularly value a close
dialogue with boards due to the illiquidity of their shareholdings.
In contrast to listed companies, they are less able to express their
views on a company’s strategy and risk profile through the buying
and selling of their shares.

The company should keep in touch with shareholder opinion

in whatever ways are most practical and efficient. An annual
general meeting (AGM) provides a well-established mechanism
to structure a dialogue with shareholders that are not involved
in the management of the company. However, in certain cases,
shareholders may require a much more frequent and ongoing
dialogue with the board.

The AGM provides the forum for the board to meet with the
shareholders to discuss the performance of the company and
allow investors a chance to participate in key governance decisions
of the company:. It is meaningful to seek the engagement of these
partners in areas such as business strategy. Particularly in smaller
companies, the AGM should be seen as an opportunity

for strategic thinking.

Preparation is the key for successful AGMs. From the company
side, the board should be clear on what their shareholders need
to know and what it wants the meeting to achieve. Equally
shareholders should be given the opportunity to be well-prepared
for the AGM. The company should provide shareholders with
the agenda of the AGM in sufficient time in advance. Advance
information enables the shareholders to assess their need of
attending the meeting, to decide how to vote and the need to
make questions at the meeting. Also shareholders not attending
the meeting get information about the company and can thus
make decisions concerning their holdings.

Discussions during the AGM should represent a balanced account
of the company’s performance and not gloss over problems. It
may be beneficial that the external auditors attend the meeting
to respond to any questions raised by shareholders regarding the
conduct of the audit.

Minutes of the meeting should be taken and ensure that they are
an appropriate and comprehensive reflection of the content of

any discussion. The minutes should set out the results of voting on
resolutions.




PILLAR 04 DUBAI SME 15

Pillar 4: Endeavor to set up a formal board of directors to accompany
the growth of the company

The board is the cornerstone of good corporate governance.
Although many Dubai SMEs recognize the benefits of a board and
choose to set up boards from the very outset, the need for setting
up a board becomes more pronounced for companies when they
reach a certain point in their growth path. A board formalizes

the decision making process within companies, adding a layer of
checks and balances, facilitating better strategic thinking, while
also providing support and guidance to management.

Step 1: Smaller companies may wish to set up an “advisory”
board with no formal decision making powers but which offers
its expertise and networks to guide and support the business

In the initial stages of the development of the company, business
owner-managers may feel uncomfortable with a formal board that
has the power to direct the business. In such cases, entrepreneurs
should consider forming an advisory board with no formal
decision-making powers.

As it has no decision-making powers, it has no legal or fiduciary
responsibilities either. An advisory board’s role is to advise, to
provide the business owner-manager with a fresh, independent
perspective and to act as a sounding board. It can fill gaps in the
knowledge and experience of the owner-manager. Entrepreneurs
should view advisory boards as a valuable resource that they can
tap into. When making tough decisions, entrepreneurs will not be
standing completely alone; they will have a group of advisors in
their corner.

Entrepreneurs often consult trusted friends, family members

and their peers for guidance on business matters, but the
establishment of an advisory board formalizes such ad hoc
discussions and provides a framework in which the advisors
receive ongoing information about the company enabling them to
gain a better understanding of the company.

Clear purpose

The onus is on the entrepreneur to make the most out of advisory
boards. He or she will have to have a clear vision for the role of
the advisory board. An advisory board can primarily add value

in strategy setting, providing practical guidance and know-how
or acting as a sounding board to the owner-manager. Advisory
boards can also be used to strengthen relationships with key
stakeholders such as major suppliers and customers. Having the
right board members can also add credibility ahead of a major
deal or prospective investment round. They may also be a channel
through which the owner-manager can tap into the business
networks of the members of the advisory board and perhaps
develop new business. Additionally, they may be used as training
for establishing a fully-mandated board of directors.

But it should be remembered that the role of advisory boards

;
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should not be to run daily operations. It would be more beneficial
to bring in a new partner or a new employee to fill operational
gaps.

Composition of advisory boards

Who should sit on advisory boards depends on the purpose of the
board. The owner-manager should identify the skill sets that are
required to carry out the defined task of the advisory board. But

in general, one should look to tap into a base of experience and
expertise that are not available to the entrepreneur. The skill sets
of the advisory board members should be complementary both
to the management as well as the other members. Particularly
desirable would be individuals who have experienced the growth
of an SME from the early stages and who have attained the level
of business success to which the owner-manager aspires. Similarly,
the importance of choosing someone with financial experience
cannot be overstated.

The essential ingredient is to have advisory board members who
the owner-manager respects and whose contribution she or he
values. The board members should also be of character that is

not overly sensitive if his or her advice is not being acted upon by
the owner-manager. The members of an advisory board should

be mindful of the fact that the ultimate responsibility lies with the
owner-manager. Thirdly, it is important that the board member has
sufficient time to devote to the company.

An advisory board, as is the case with a fully-mandated board,
should grow with the company, which means that the skill sets on
the board may have to be refreshed from time to time. It may be
awkward for the owner-manager to fire advisory board members,
particularly those that he or she respects. To help remedy this, it is
advisable that board members are appointed for defined terms,
such as one year or three year terms, and that there should be
staggered terms for the members.

There is a limit how much one can expect from an advisory board
as the members are acting as mere “advisors”, whose advice is not
binding on the company:. If the advisory board is working well, it
would be recommended for the company to consider ‘upgrading”
the advisory board to a fully mandated board of directors.

Step 2: A formal board of directors should be established with
formal procedures

A board formalizes the decision making process within companies.
It is a discipline for decision-making that forces a degree of
formality and rigor that may be less developed in companies
without a board.
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The board should adopt formal procedures for board meetings
including working through a formal agenda, addressing strategic
as opposed to operational issues, and ensuring that minutes taken
include all items discussed and resolutions adopted, indicating
voting results.

Schedule of meetings

It is important to establish a degree of formality from the outset.
There should be a formal schedule of meetings. The number of
meetings required per year depends on many factors such as the
size and complexity of the business as well as its growth rate, but a
good practice would recommmend at least quarterly meetings.

Meetings

Meetings should be run in a professional manner. Careful thought
should be given to developing the agenda, soliciting input from
the board members and the agenda with supporting documents
should be circulated in advance. Full disclosure of information

is a hallmark of a well-functioning board and the supporting
documents should include recent financials and other relevant
metrics specific to the topics to be discussed. Failure to share
essential information to the board’s function will result in advice
that is, at best, based on a superficial understanding of the
business and, at worst, will put the business at risk.

The meetings should be results-oriented and followed up with an
action plan. The minutes of the meetings should be written up and
circulated not only among the board members, but also to top
management. The notes should include recommendations on key
issues.

Board composition

The appropriate number of members is determined by the size of
the company, but a good practice for SMEs would be between five
and ten members. Many businesses keep the number odd so they
can hold votes without ties.

When creating a board, the owner(s) must decide whether to
appoint “inside” or “outside” directors. Although SMEs would
benefit from having “outside” directors on their boards from the
outset, many SME owners initially choose “inside” directors such as
members of the management team, shareholders or shareholder
representatives, family members, and friends.

Types of directors:

An executive director holds an operational position in the
company.

;
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A non-executive director (NED) is a member of the board of
directors of a company who does not form part of the executive
management team. NEDs can bring objectivity and an external
awareness to the board. NEDs usually also have a role in
monitoring executive management.

Step 3: Companies should consider appointing independent
board members

SME owner-managers, even those that choose to set up a board,
may view the board as a threat to their control and therefore
decide to appoint family members or friends, who are unlikely to
ask hard guestions, as non-executive directors. Such a board will
provide little value to the company.

As companies evolve, it is important for companies to appoint
“outside” or independent non-executive directors to their

boards. The presence of independent directors forces SME
owner-managers to be more accountable by presenting regular
progress reports at meetings. Providing such information helps
build discipline within the company as entrepreneurs who force
themselves to explain and account for key business data and issues
to independent third parties, force themselves to take the time

to consider the past, present and future performance, needs and
goals of their business.

Two types of NEDs:

A non-independent NED is typically a director who does not

form part of the management but is somehow linked to the
company or its shareholders. A shareholder representative, relative
of an executive director, or a former employee are typical non-
independent NEDs.

An independent NED is an “outside” director whose objectivity is
not deemed to be compromised by a close relationship with the
company or its key stakeholders.

Independent directors give minority investors assurance that the
interests of all shareholders, rather than the interests of a particular
group, are being protected and represented at the board level.
They also bring fresh views and more objective thinking into

the board room. Independent non-executive directors use their
experience and expertise to provide advice

and objectivity, and they are usually appointed for their expertise in
specific activities.
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What to look for when appointing independent non-executive
directors?

Independent directors can help build an effective working board,
which should probe, challenge, and offer recommendations in

an atmosphere that is supportive rather than adversarial. This
balancing act can exist only among mature people who are willing
to be respectful and considerate, and who subordinate their
sensitivities to the good of the company.

Behaviorally, good non-executive directors are inquisitive, asking
the right questions, while supporting and mentoring the executives.
They should have the ability to look at the company as a whole,

to view problems from multiple viewpoints and not get entangled
in the day-to-day operations. They should have good personal
interpersonal skills, sound judgment, and, above all, integrity.

The desired professional background of non-executive directors
depends on the company and on its circumstance. As with
advisory boards, when searching for appropriate candidates, the
company should start by charting its existing skill sets and look for
complementary skills. The appointment of a non-executive director
represents a unique opportunity for the company to gain specific
insights.

Step 4: New directors should undergo a tailored induction
program

To better utilize the expertise of the independent non-executive
directors, the company should provide a tailored induction process
for the “outside” directors. A well-designed program strengthens
the quality of the contribution that non-executives can make to the
company.

The induction process should include meeting major shareholders,
senior and middle management and visiting sites.

A crucial part of the induction program is to make clear to any
new director what is expected of the board as a whole and of each
member individually. This is the topic of Pillar 5.
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Pillar 5: Develop a clear mandate for its board of directors to oversee
the operational performance of the business as well as evaluating and
improving business strategies

It should be the board’s responsibility to foster the long-

term success of the company, overseeing the operations and
performance of the business; evaluating and approving sound
business strategies; and ensuring that management maintains an
effective system of internal control.

The focus of SMEs, particularly in the initial years, is too often on
the short term. Many SMEs find themselves being preoccupied
with urgent issues rather than important issues. Board meetings
should be viewed as an opportunity to take the time to step back
from operational matters and look at the longer term, strategic
issues. It is crucial that the board’s role is structured to support the
long-term growth of the company.

Step 1: The role of the board should be defined in clear terms.
It should be ensured that it has the resources and receives the
information it needs to fulfill that role

Building an effective board takes time and patience and requires
the entrepreneur/founder to have a clear vision of what to expect
from the board and how it can add value.

Board charter

Board members need a mission and a mandate. They need clearly
defined boundaries to set off their responsibilities from those of
the shareholders and management. Companies should have a
proper board charter and a statement of reserved matters and
powers for the board.

Sometimes, business owners are reluctant to leave matters to be
decided by boards with “outside” directors. If the shareholders
would like to limit the power of the board, the board charter should
contain be explicit limits in the directors’ authority, specifying the
types of decisions that require shareholder approval.

The board mandate and objectives should be aligned with the
business goals, and the various individual roles (chairman, chief
executive, executive and non-executive directors) should be clearly
identified and understood.

The board charter should be reviewed regularly to ensure that it
remains effective for the business. The role of the board is likely

to vary with the life cycle of the company. For example, the role

of a board will be different in a mature company from what it was
when it was in its start-up stage. The role therefore needs to evolve
along with the company’s changing circumstances, and the board
charter should reflect this.

;
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Provision of information

The board should be supplied in a timely manner with information
in a form and of a quality appropriate to enable it to discharge

its duties. Too often, board reports have retrospective orientation
focusing on the past and ongoing operations. The critical element
that is often lacking is the future. Board reports should outline

the company’s future intentions and specify what the risks are.
Alternative courses of action should be proposed

where relevant.

Step 2: A professional board with independent non-executive
directors, meeting on a regular basis, should be responsible for
monitoring and evaluating management’s performance

SMEs, particular with a single owner-manager, often choose to
appoint independent non-executive directors for their qualities as
sounding boards or mentors, but boards with independent non-
executive directors serve another important function: to oversee
the management and holding

them accountable.

In other words, the board should not only evaluate the company’s
strategic plans but review and approve management accounts,
budgets and audited accounts. Effectively, this implies that the
board should hold the management accountable for setting up
systems and controls to ensure that the company is managed
with integrity and that agreed standards are followed. The board
should provide entrepreneurial leadership to the company within a
framework of prudent and effective controls which enables risk to
be assessed and managed.

Step 3: Boards should undergo regular performance evaluation
process and regularly review the composition of the board

To ensure its effectiveness, the board itself should undergo a
regular performance evaluation process. This may take the form

of a self-assessment or an assessment carried out by a third party.
The structure, size and composition (including the skills, knowledge
and experience) of the board should be kept under regular review.
As the company’s business evolves, so should boards. Effective
boards ensure that they have the right people at the right time.

The evaluation should not only focus on the value of individual
contribution of its members, but on how the board works as a
team - on the quality of discussions (are difficult questions being
asked, for example) and on the quality of its decisions. The board
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should assess what it does against its mandate and analyze its
failures and successes. Evaluations highlight the weaknesses and
strengths of the board, and action can be taken to improve the
board’s effectiveness.

Step 4: Large companies should consider separating the roles of
the chairman and the chief executive

For the board oversight over management to be truly effective,
the roles of the chairman and the chief executive should be
separate.

In smaller companies, such a separation may not always

be possible or even feasible.

Larger SMEs, particularly those planning for an IPO, should
consider separating the roles as this is called for by most leading
corporate governance codes due to the need for effective board
oversight over management, which is next-to-impossible due to
the inherent conflict when combining the two positions. The main
argument for separating these two functions is that the roles of
the chairman and the CEO are fundamentally different, requiring
different skills and characteristics: while the CEO runs the business,
the chairman runs the board. A non-executive chairman is also
likely to be more inquisitive in guiding the board in fulfilling its main
functions, in particular strategic oversight, and is ideally placed

to counter the (potential) short-term focus of the CEO with an
outside and long-term perspective.
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Pillar 6: Maintain credible books of accounts, which are annually audited
by an external auditor

The quality, timeliness, comprehensiveness and integrity of
corporate financial statements - the assurance that they provide

a complete and accurate picture of company operations - are
critical to financial stability. Without accurate and timely accounts,
it is almost impossible for business owners and managers to carry
out their responsibilities effectively and efficiently. Good financial
management comprises budgeting and cash management,
management accounts, and audited accounts.

Step 1: Companies should follow credible accounting practices
from

day one and utilize a reputable independent accounting firm
to prepare a complete set of financial statements including a
statement of financial position, comprehensive income, cash
flows and changes in equity statement

Appropriate accounting information is important for the
successful management of a business whether it is large or small.
A company’s credit or investment worthiness is often based on

its books of accounts. The company should utilize international
accounting standards (IAS)/international financial reporting
standards (IFRS) and credible independent accounting firms. Any
changes in accounting policies should be disclosed and justified in
the financial statements.

Entrepreneurs should ensure that financial information their
companies produce should have:

Relevance

Information in the annual accounts is relevant to investors only if
it assists them in making economic decisions by helping them to
evaluate past, present and future events. The information must be
provided in sufficient time so that various stakeholders can use it
for effective decisions.

Reliability

Information in financial statements should be free from material
error, verifiable (e.g. when independent auditors use the same
methods, they should get similar results), neutral (free from bias),
and demonstrate representational faithfulness (e.g. describe events
or transactions as they really happened or existed).

Faithful Representation

Financial statements must present fairly an entity’s financial
position, financial performance and cash flows. The statements
must be faithful representations of a company’s transactions and
events, apply appropriate accounting policies and standards, and
present financial information with certain qualities (understandable,
relevant, reliable, complete and comparable information). Fair
representation is assumed to be achieved through the correct, full
and appropriate application of IFRS/IAS.

;
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Completeness

Financial information in financial statements is expected to be
complete within the bounds of materiality and cost. If, by omitting
an item, the resulting information will be misleading, then it should
be included.

Materiality

The significance of all accounting items in the published accounts
should be considered. An item should be considered to be
significant or ‘material’ if it is likely to affect the decision-making of
a reasonable individual.

Understandability

The financial corporate reports should be generally understood by
people other than accounting specialists who have a reasonable
knowledge of business and economic activities and accounting.

Comparability

The financial information must be measured and reported in

a similar manner over time to allow financial statements to be
compared for trends within the company, and for comparisons
between different companies and different sectors. IFRS requires
that a financial statement be prepared using uniform accounting
policies for similar transactions. In the same token, if there are any
changes in the reporting measures and these changes are agreed
by the auditors, these changes should be clearly reported.

Consistency

The same accounting methods should be applied from period
to period. Any changes in accounting methods should be well
explained and justified. Frequent and unnecessary changes to
accounting policies will weaken their comparability.

What should be in the financial statements?

Income Statement

As a minimum, income statements should include line items with
accompanying notes should clarification is necessary that present
the following for the stated period:

a. Revenue
b. Expenditure(including a breakdown of these costs)

c. Share of the profit or loss of associates and joint ventures
accounted for using the equity method

Zakat/Tax expense (if applicable)

Profit or loss
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Balance Sheet

Investment property

Intangible assets

Physical assets

Financial assets (excluding amounts show under f, i, and )
Investments accounted for using the equity method
Biological assets

Inventories

Trade and other receivables (including intercompany dealings
for receivables and payables)

Cash and cash equivalents
Trade and other payables
k. Provisions

JSQ ™o o0 0 T o

Contingent liabilities (including loans, etc.)
Minority interest presented within equity, and

Issued capital and reserves attributable to equity holders of the
parent

0. Employee share options (if any)

2 3

Cash Flow Statement

The financial statements should show how the company has
generated and disposed of cash and liquid funds (cash and cash
equivalents), usually through the bank account, during the period
under review.

The cash flow statement shows the cash flows arising under three
headings:

- Operating activities (net cash provided through the main
revenue earning activities). These may include the sale of
goods and/or services; royalties, fees, commmissions and
other revenue; payments to suppliers and to and on behalf
of employees; receipts and payments related to insurance,
government fees, etc.

- Investing activities (cash flows to and from acquisition and
disposal of long-term assets and other investments). Excluding
cash flows classified to or from operating or financing activities,
these may include flows related to purchase and or sales of
property, plant, and equipment, tangibles, and other long term
assets; purchase and or sale of equity or debt instruments
of other entities and interests in joint ventures; advances and
loans made to or from other parties; and flows for and from
financial instruments considered to be investments not held for
dealing or trading purposes or if such financial instruments are
classified as financing activities.

- Financing activities (cash supplied through financing, either
through equity contributions or borrowings). Excluding
cash flows to or from operating and investing activities, and
may include proceeds from issuing shares or other equity
instruments and cash payments to shareowners to acquire

;
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or redeem shares; flows from raising short or long-term debt
and arising from repayment of borrowings; and payments by a
lessee to reduce the outstanding liability on a finance lease.

The cash flow statement shows how the net balance of cash
and cash equivalents has changed over the period, usually a
year. A cash flow statement differs from a cash flow forecast,
which predicts the expected rises and falls in cash flow over a
forthcoming period.

Step 2: Companies should formally evaluate the effectiveness
of the external audit and formulate policies on preserving the
independence of the audit function

The overall duty of an external audit is to serve the shareholders
by investigating company processes and systems. They provide
an independent check of information supplied by the board
and management to shareholders, but an external audit is very
important for the companies themselves as it is often their only
source of external advice. An audit can add considerable value
in identifying controls, management and system issues as well
providing regulatory oversight.

An SME, therefore, should focus on ensuring that it receives the
maximum value of their annual audit. Companies should adopt
a formal review of the effectiveness of the audit process. Firstly,
the audits should be conducted in accordance with International
Standards on Auditing. Secondly, the auditors should be able
to show that they are thinking about key issues and that they
can interact effectively with the management team while
challenging them, if required, on contentious issues. And thirdly,
companies or audit committees, in particular, should ensure
that the recormmendations by the auditors for improvements to
internal controls and other areas have been acted upon by the
management.

Integrity of the audit process is crucial for investors and creditors.
Independence, in addition to competence, underlies the credibility
of the audit. The auditors should not audit its own firm'’s work
(which could mean that the external auditor should not be the
one preparing the company’s financials) and companies should
formulate policies excluding external auditors from undertaking
work on behalf of the company which may compromise their
independence.
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Pillar 7: Set up an internal control framework in place and conduct a
regular review of risk

Internal control is defined as the process designed to ensure
reliable financial reporting, effective and efficient operations,
and compliance with applicable laws and regulations. Good
internal control structures are a prerequisite for good business,
safeguarding the shareholders’ investment and the company’s
assets.

When SME owner-managers start their companies, they

usually control all the vital processes within the company and

all expenditures have to be approved by them. However, SMEs
typically grow to a point where the owners can no longer make
all the operational decisions and it is crucial at this stage that
controls are put in place. Appropriate internal controls enable the
delegation of authority to employees.

Controls take many forms covering areas such as authorization of
transactions and activities, documentation and keeping records
as well as physical control over assets. Internal controls ultimately
create a sense of accountability and help ensure the company
assets are being efficiently employed. Internal controls are also
about checks and balances within a company, which means that
no one employee can control an entire process and that authorities
for making decisions in various functions are clearly defined (e.g.
approval of financial coommitments or purchases).The objective

is to prevent fraud, limit financial losses and reduce errors and
omissions on the part of key employees.

Companies should draft clear policies, guidelines and procedures
for the company’s various business functions. The company’s
management should identify, select and adopt an appropriate
control framework taking into account the size and complexity of
the business and apply that framework appropriately, consistently
and effectively.

Step 1: Companies should establish a formal process for
identifying significant business risks and the management
should adopt formal control mechanisms

Running a business has always been a matter of risk taking and few
businesses are likely to grow and prosper if they are completely
risk-averse. However, to be successful SME-owners cannot just
assume risk, they must actively manage risk.

Business people tend to have an instinctive understanding of

the more common risks they face, and will have taken mitigating
action, sometimes without even realizing it. However, it is useful to
formally and systematically review the risks facing the company,
particularly when evaluating new projects or investments. Growth
companies should carry out this exercise frequently as they are
likely to be facing a new set of risks as they expand.

Effective risk management focuses on three key areas: identifying
what could go wrong, evaluating which risks should be dealt

with and implementing strategies to deal with those risks. Risk
management is not about putting the brakes on the business, but

;
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about understanding the risks and determining how much risk to
accept as the company strives to grow and create value.

Risk is often defined in negative terms, but risk management
should be used to create value. By systematically considering a full
range of potential events, the company becomes positioned to
identify and proactively realize opportunities.

It should also be remembered that heightened sensitivity to risk
may stifle innovation and creativity, and that risk taking is an
essential element in entrepreneurship. It should also be borne in
mind that while risk assessment or risk management should be
used as a basis for decision making, it should not make decisions.
Identifying risks

The fundamental difficulty of risk management is to find out which
risk factors there are. Some risks are commmon to almost all SMEs
and companies operating in the same industry are likely to share
similar risks, but there is no one theory that lays out the current
and future risks that a company should focus on.

Therefore, critical and open-minded attitude is a good starting
point for risk identification. A company should use a wide set
risk categories as the basis for risk identification. Risk should be
viewed in the broadest terms, encompassing not just cash flow,
credit and other financial matters, but also operational, strategic
and regulatory matters, covering areas such as health and safety,
human resources, operations, the environment, IT security, and
corporate reputation.

However, it should be remembered that risks are not neat, isolated
cause-event-effect strings, but are interrelated and often form
complex networks.

Prioritizing risk - defining risk appetite

Mathematically speaking, risk is defined as Risk = Probability x
Consequence. Although any quantitative assessment of probability
and impact is largely subjective, companies should be able to
assign basic scores of probability to most events (unlikely, likely,
or certain). Similarly, companies should categorize the severity

of potential impacts (negligible, moderate or critical). Other
companies may wish to use more detailed ratings, perhaps using
a scale from one to 10, for example. The company should consider
rating the controls it has in place for each risk using a similar scale.

Such mapping of risk will allow the company to identify its top 10
risks and to visualize the risks in relation to each other. But the very
act of attempting the quantification gives others an opportunity to
challenge the assessments, perhaps leading to the development
of programs which might otherwise have never been envisaged.
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Indeed, a checklist of risks is just a starting point for an ongoing
debate on risk.

Managing risk

The purpose of risk mapping is action, and there are really four
choices of risk management strategy:

- Avoiding risk - by choosing not to undertake a certain activity;

- Transferring risk to a third party - which is typically done with
insurance hedging, outsourcing, etc;

- Reducing risk - by introducing new mitigating measures and
controls; and

- Accepting risk - in cases, the cost of mitigating a potential risk
may be so high that doing nothing makes more business sense.

Step 2: More developed companies should set up a specialized
board-level committee to monitor the overall control
environment

of the company

A company’s organizational culture and its values will underpin its
risk culture. It is therefore important that the company’s top level
are involved in overseeing the overall control environment. It is
crucial that the tone is set at the top.

It is not the job of boards to manage risks, but it should oversee the
overall control environment and ensure its effectiveness. Setting up
a specialized board-level committee such as an audit committee or
a risk committee helps ensure that risk management gets the right
attention and resources within a company. Board level attention
will also enable risk considerations to be integrated into strategy
and objective setting.

Step 3: Companies should consider establishing an internal audit
function

An effective internal audit function can help provide assurance that
there are appropriate corporate governance processes in place.
Internal audit’s primary responsibility should be to ensure that

the risk management approach is being followed throughout the
company, and that appropriate internal controls are in place and
are operating effectively. It can also be a useful catalyst for change
and improvement within the organization.

An effective internal audit function needs to cover the systematic
review, appraisal and reporting of the adequacy of the systems of
managerial, financial, operational and budgetary control and their
effectiveness in practice. It should adhere to a well-defined audit
schedule with specific reporting guidelines and ensure effective
follow-up to ensure closure of external or internal audit findings.
The frequency of the audit should depend on risk factors, and the
riskier parts of the company’s operations may have to be audited
more frequently than others.

Internal audit needs to be objective, and, as far as possible,

;
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operationally independent of the company’s management,

and ideally it should report to a board-level audit committee
comprising independent directors. The internal auditors should be
able to report their findings without fear.

For the internal audit function to be effective it should be
adequately resourced and the individuals should be appropriately
qualified and sufficiently skilled. Small companies that wish to
establish an internal audit function, but that have concerns whether
they will be able to attract and attain sufficiently skilled internal
auditors may wish to consider the option of outsourcing or co-
sourcing the function. However, it should be remembered that due
to independence concerns, the internal audit should not be out- or
co-sourced to the firm that conducts the external audit.
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Pillar 8: Recognize the needs of stakeholders

For a company to prosper it needs effective engagement with its
key stakeholders. Stakeholders are usually understood to mean
customers, employees, suppliers, creditors, public authorities, the
community, the environment, and generally any party enjoying
relations with the enterprise.

The obvious focus of SMEs is on customers and on customer
satisfaction. It is they who the keep the business alive. But given
that it is the employees that deliver customer satisfaction, SMEs
must also pay heed to employee motivation and satisfaction. This
is particularly the case as SME are typically very reliant to a handful
of key employees whose departure from the company could
result in significant disruption in customer service. Furthermore,
companies which have a poor standing within the community,
due to unethical business practices or environmental damage, are
unlikely to attract customers, or indeed employees of sufficient
caliber. Understanding the needs of wider stakeholders, in other
words, makes good business sense.

Stakeholder engagement is often understood in terms of corporate
social responsibility (CSR), which is based on the idea that all
businesses can and, perhaps should, do more to put something
back into society. SMEs in Dubai are socially responsible due to
their very nature. They contribute, as a sector, greatly to the wider
community in terms of employment (42 percent of the workforce
in Dubai) and economic growth (40 percent of value add to the
Dubai economy). Many SMEs are also managed by their owner
which usually implies that the personal ethics of the owner-
manager are integrated and embodied by the company’s activities.
In addition, many individual SMEs exhibit great commitment to the
Emirate of Dubai and are involved in many philanthropic initiatives.

Dubai SMEs, in other words, often view themselves as integral part
of the community in which they operate and are committed to a
sound relationship built on respect, trust, honesty and fairness. But
SMEs could do more in terms of thinking strategically about their
stakeholder engagement. CSR, after all, is not about charitable
donations, but about fundamental business practices. This does
not necessarily mean overhauling an entire CSR process, but
companies should make the link between CSR and the company’s
core business activity. It is about seeing the benefits of these
activities and making them a core part of the company’s business
strategy.

Step 1: Policies should be formulated governing the company’s
relationship with its stakeholders

Companies should formulate policies outlining their values and
objectives in relation to areas such as customer satisfaction,
product safety, employee relations, health and safety, the
environment and the community in which the company operates.

SMEs should start this process by identifying their stakeholders
and their respective importance to the company. This hierarchy of
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stakeholders should be based on the risks, the impact they have,
and expectations involved. It is useful to carry out stakeholder
mapping on regular intervals as the stakeholders or the capacity of
the stakeholders may change.

The company should then formulate a policy covering the most
important relationships. A policy is a statement that sets out the
company’s values, commitment and objectives. It should also spell
out who is accountable, how these are going to be achieved and
by whom.

This is usually the first step before developing specific procedures
or practices that will realize the expectations of the policy.

Writing a formal policy should be seen as an opportunity by
companies to get their message across and bolster what their
brand and business methods are founded upon. It will also
form the basis upon which the company can interact with its
stakeholders.

The policies should then be commmunicated internally to all staff
and it should be ensured, through training sessions or otherwise,
that the employees understand the policies and the reasoning
behind them.

Below are some basic examples of the objectives, initiatives and
benefits of policies:
Customer policy

Objective: Provide customers with the highest quality products
and services consistent with their requirements and expectations.

Commitment: Conduct a customer satisfaction survey
Potential Benefits:

- Gain valuable insights into the priorities and concerns of
customers

- Can make customers feel valued
- Helps retain customers

Employee policy

Objective: Provide employees with a safe working environment
Commitment:

- Conduct health and safety related training and workshops

- Engage and consult with employees on day-to-day health and
safety conditions

- Provide advice and supervision on occupational health

Potential benefits: A poor safety record may make it difficult
to retain and recruit staff
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Community policy

Objective: To be a good “corporate citizen”
Commitment:

- Offer work placements to local students

- Draft a code of ethics

- Sponsor community initiatives/events

- Donate old equipment such as computers to schools
Potential benefits:

- Improved community standing may lead to business
opportunities

- Attract talent

Environmental policy
Objective: Minimize environmental impact
Commitment:

- Recycling

- Efficient use of resources

Potential benefits:

- More efficient use of materials reduces the cost of inputs

- Reduction in utility costs through resource efficiency such as
water and energy

- The company is prepared for legislative environmental
requirements

In other words, managing stakeholder relations and issues can have
business benefits. A company’s greater understanding of employee
attitudes, customer perspectives and impacts on communities

can not only reduce risks but also be a way of identifying value-
enhancing opportunities for the future.

A progressive engagement brings a number of potential benefits:
- Serves as a radar for emerging issues
- Provides market intelligence

- Enhances corporate reputation within the market and local
community

- Increases employee motivation

- Increases attractiveness to potential recruits and clients

- Leads to cost savings and increased efficiencies within the
company

Step 2: Targets relating to the management of stakeholder
relations should be set and progress against the targets
monitored and measured

Companies that wish to demonstrate their coommitment, beyond
mere words, to CSR issues should identify appropriate key
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performance indicators relating to their key policies, set targets and
monitor the progress made against these targets.

Target setting may pose a problem for the smaller SMEs in that it
presupposes the existence of a monitoring system. Implementing
a sophisticated monitoring system (such as monitoring carbon
dioxide emissions, for example) could divert value resources away
from the business end of engagement, however, even smaller
companies easily monitor more basic KPIs such as those relating
to health and safety. But it should be remembered that it is more
cost-efficient to set up monitoring systems while the company

is still relatively small than it is when the company has reached a
certain size. In other words, growth companies should consider
setting up basic frameworks early on, as they would then expand
and evolve naturally as the company grows.

The logical step for companies that have adopted formal
frameworks for measuring progress against targets is to publish
these figures to the wider stakeholders. Companies may consider
doing so on their websites, but they should also consider issuing
stand-alone sustainability reports.
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Pillar 9: Formulate a framework setting out the family’s relationship with
the business

Family businesses constitute the world’s oldest and most dominant
form of business organizations. They often enjoy many advantages
over their non-family counterparts. Because of the family element,
trust is likely to be more prevalent within the organization and
there is often a shared understanding of the commmon values. Many
family businesses exhibit higher levels of commitment and loyalty
to the business, which often also translates into decreased costs as
family members may be more willing to make financial sacrifices
for the sake of the business and accept lower salaries. A family
business is more likely to work harder to maintain its reputation
and build good relations with its customers simply as a matter of
pride, as the family name is associated with the company.

But on a more fundamental level, the emotional bond that

helps the family business strive, may also become the source of
interference. Family-owned businesses are often more complex in
terms of governance than non-family businesses because of the
family element. The concern, particularly in later generations, is that
the business of the family may interfere with the family business.
The challenge for family businesses is how to preserve their
inherent strengths, while minimizing their inherent weaknesses.

Family businesses in the first generation are typically owned and
managed by one individual. This stage is usually characterized

by a strong commitment of the founder to the success of their
company and a relatively simple or informal governance structure.
The governance challenges in the first stage are mostly relate to
the availability of a competent successor and on the founder’s
ability to let go of control (Pillar 2).

As the second generation starts to take over the business, the
governance issues tend to become more complex and the level

of complexity depends on the number of family members. Is the
ownership divided equally between the children? What happens if
one of them wants to leave the business? Perhaps only one or two
children of the founder assume managerial duties in the business,
but the ownership is divided between all the founder’s children.
How to maintain harmony among the siblings? It is often at this
stage that the need for family governance becomes real. However,
many family businesses omit to address such issues early on, which
may lead to feuds in the family down the line.

Step 1: A family constitution should be formulated setting
out the family’s vision and policies regulating the family’s
relationship with the company

A family business should draft a mission statement, or a family
constitution. Transferring the values and business knowledge of
the founders to future generations becomes more difficult as the
family grows. To maintain continuity across the generations, the
family must develop and communicate the central values and
purposes that empower the family legacy. A family constitution
should contain the values that regulate the family’s relationship
with the business.

;
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If family members are engaged in the business, clear lines of
authority and decision-making, policies on employing family
members, and clarifying the separation of the family business and
the business of the family should be developed. The policy should
cover the treatment of family member employees in comparison
with non-family employees, and address issues such as should a
family member lead the company. The family employment policy
should clear rules on terms and conditions of family employment
within the firm. For some families, these rules stipulate conditions
of entry, retention and exit from the business. The danger for many
family businesses is that without clear employment policies, the
companies end up with more employees from the family than is
sustainable for the businesses.

These rules have to be clear and fair, but with an element

of flexibility. Flexibility should not, however, compromise
accountability. Family businesses should involve the future
generations in planning of the constitution to achieve their buy-in
as they are less likely to follow the rules if they were formulated
without their input. It is also important to involve them in the
process to ensure that they understand the rationale behind the
rules.

Step 2: A family governance institution with written procedures
should be established to facilitate effective communication and
coordination between family members and the company

In later generations as the family and business get more complex,
families should consider establishing a family governance
institution such as a “family council”, which institutionalizes
cooperation in large families and serves as the link between the
family and the business.

When families reach the third and fourth generations, their
members may barely know each other. The challenge is to keep
the generations and all family members united and their interests
aligned over the years. By allowing family members to get together
under one or more organized structures, family institutions
increase the communication links between the family and its
business as well as provide opportunities for family memlbers to
network and discuss aspects that can be related to the business or
the family. It is very important to make sure that family members
distinguish between the role of these institutions and the governing
bodies of the business such as the board of directors and senior
management.

It should have clear written procedures reflecting its role as a forum
for keeping all family members informed of developments in the
business and allowing them to voice their opinions.

Establishing a family council is essentially about providing a
structure for family cohesion and stability, and where disputes do
arise, providing a mechanism for discussion and resolution.
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Step 1: Partners’ and
shareholders’ rights and
obligations should be
clearly set out

Step 1: Succession
planning is a long-term
process, and it should
be aligned with the
company’s business
objectives, growth and
potential exit strategies
of SME owners

Step 1: All shareholders
should be treated
equitably and
companies should
establish clear lines of
communication with
their shareholders

Step 1: Smaller
companies may wish
to set up an “advisory”
board with no formal
decision making
powers but which
offers its expertise and
networks to guide and
support the business

Step 2: Delegation of
authority should be
formalized in writing
defining the role of
the management
and specifying
matters reserved for
shareholders and the
board of directors

Step 2: Companies
should have a rigorous
succession planning
methodology in

place providing for
both planned and
emergency scenarios

Step 2: An effective
engagement
mechanism to

gauge the views of
shareholders should be
established

Step 2: A formal board
of directors should be
established with formal
procedures

Step 3: Companies
should consider
appointing independent
board members

DUBAI SME

Step 4: New directors
should undergo a
tailored induction
program
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Step 1: The role of

the board should

be defined in clear
terms. It should be
ensured that it has the
resources and receives
the information it needs
to fulfill that role

Step 1: Companies
should follow

credible accounting
practices from day

one and utilize a
reputable independent
accounting firm to
prepare a complete set
of financial statements
including a statement
of financial position,
comprehensive income,
cash flows and changes
in equity statement

Step 1: Companies
should establish a
formal process for
identifying significant
business risks and the
management should
adopt formal control
mechanisms

Step 1: Policies

should be formulated
governing the
company’s relationship
with its stakeholders

Step 1: A family
constitution should be
formulated setting out
the family’s vision and
policies regulating the
family’s relationship
with the company

Step 2: A professional
board with independent
non-executive
directors, meeting

on a regular basis,
should be responsible
for monitoring

and evaluating
management’s
performance

Step 2: Companies
should formally
evaluate the
effectiveness of the
external audit and
formulate policies
on preserving the
independence of the
audit function

Step 2: More developed
companies should

set up a specialized
board-level committee
to monitor the overall
control environment of
the company

Step 2: Targets relating
to the management of
stakeholder relations

Step 2: A family
governance institution
with written procedures
should be established
to facilitate effective
communication and
coordination between
family members and
the company

Step 3: Boards should
undergo regular
performance evaluation
process and regularly
review the composition
of the board

Step 3: Companies
should consider
establishing an internal
audit function

Step 4: Large
companies should
consider separating
the roles of the
chairman and the
chief executive
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