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212 Chapter 6 Corporate governance

 Anything you can do I can do better 

 O
n Mar. 12, victims of Bernard Madoff’s Ponzi schem

e 

fi nally had one of th
eir wishes come true. After a 

judge denied bail, Madoff is going directly
 to jail, and he 

isn’t passing ‘go’. But
 Madoff’s victims still want answers. 

 They want to know wh
ere the money went. They want

 to 

know who else was in
volved. And they wan

t to know how 

they got scammed. 

 At the courthouse, m
any victims said there were no

 

warning signs and Madoff himself, in his courtroom state-

ment, backed them up on at least one co
unt. ‘The clients 

receiving trade confi r
mations and account sta

tements had 

no way of knowing b
y reviewing these doc

uments that I 

had never engaged in 
the transactions’, Madoff said during 

his guilty plea. 

 Maybe not. But to Har
ry Markopolos, the risk m

an-

ager who alerted the S
EC to Madoff’s fraud in 1999 

to no 

avail, the foul play se
emed obvious. Madoff was suppos-

edly using a complex trading system to generate returns, 

a strategy he dubbed t
he ‘split-strike conver

sion strategy’. 

He would buy stocks
 in the Standard & Poor’s 100 and 

sell options to reduce 
volatility. But Markopolos’ fi rm was 

running a similar strategy and could
n’t match the returns. A 

look at the returns wa
s all it took for Markopolos to know 

something was up. 

  Preying on a Community 

 Markopolos had plenty 
of incentive to doubt 

Madoff; he 

was a competitor irked by Madoff’s claims of too-good-to-

be-true returns. For m
ost of Madoff’s clients, the m

ath that 

Markopolos employed would have bee
n out of their league. 

Some Madoff investors were so
phisticated enough tha

t they 

might have dug deeper i
nto their statements and trade con-

fi rmations. A quick comparison of their return
s with those 

of the actual markets might have been enough
 to tip them 

off that at least some of the trades were p
hony. Some of 

them might have realized that
 the average returns w

ere too 

high and too constan
t, based on the mathematical prob-

abilities. ‘If the s
tandard deviation

 is too low and th
e mean 

too high, something is wrong’, says
 Utpal Bhattacharya, fi

 -

nance professor at the
 Indiana University Ke

lley School of 

Business. Still, ‘the re
tail investor would nee

d some help.’ 

 Experts say investors c
an avoid Ponzi scheme

s and other 

scams without relying
 on math. The fi rst ste

p: Take a look 

around; who are your fe
llow investors? Often in

 a scam, a pat-

tern emerges. There’s a
 reason why many Madoff-like scams 

are called ‘affi nity crim
es’. Charles Ponzi, for w

hom the scam 

is named, targeted Italia
ns. Joseph Forte ripped

 off his friends. 

And before Madoff branched out into
 Europe in recent years

, 

his clients were primari
ly Jews and Jewish fou

ndations. 

 ‘Ponzis involve preyin
g on people who hav

e some as-

sociation. The same clubs, religion, geog
raphic location’, 

says Tim Kochis, chief executiv
e of fi nancial advisory

 fi rm 

Aspiriant. ‘Madoff’s investors all tr
usted each other. They

 

assumed that was good eno
ugh.’ If investors get 

a sense 

that their adviser cater
s to a very narrow grou

p, they should 

probably dig a little de
eper.  

  Do Your Own Due Di
ligence 

 That starts with doing
 your own due diligen

ce. Scamsters 

often make claims to bolster the c
onfi dence of inve

stors 

that they’re dealing w
ith a heavyweight. A

llen Stanford 

built an image of a successful b
usinessman whose fam-

ily’s fi nancial-services
 roots went back to 19

32. In fact, his 

banking empire consisted of a M
ontserrat bank founde

d 

in 1986 that had its l
icense revoked by the

 local govern-

ment. Go back further
, and Stanford fi led fo

r bankruptcy 

not once, but twice. 

 Victims of Tom Petters, the mastermind behind  another 

recent Ponzi sch
eme in Minnesota that co

st investors 

$2 billion, didn’t che
ck out basic claims, such as Petters’ 

assertion that he was 
a major supplier to Sam’s Club. He 

wasn’t, which the inve
stors could have fi gure

d out if they’d 

picked up the phone a
nd made a call. 

 Madoff’s investors might have been able to
 determine 

if their trades were l
egitimate if they’d checked

 how a 

stock or option trade
d on any given day.

 Even some-

thing as trivial as the
 accounting fi rm can be a tip-off. 

Both Madoff and Stanford us
ed tiny accounting fi rm

s that 

would have been hard
-pressed to handle th

e job. ‘Inves-

tors have to do their
 own due diligence’,

 says Gregory 

Hays, managing principal of 
Atlanta-based Hays F

inan-

cial Consulting. ‘The
y need to make sure what they’r

e 

investing in is accurat
e.’ 

 Investors also should
 dig into the fi rm and the back-

ground of its managers. A quick che
ck on the Financial 

Industry Regulatory A
uthority, or FINRA, W

eb site could 

alert investors to
 a black mark on an advise

r’s record. Its 

Broker Check functio
n alerts investors to a

ny regulatory 

proceedings against a
n adviser, from bad record-keeping 

to misuse of client fun
ds for fi rms and advisers. If

 the fi rm 

doesn’t have a solid e
xplanation, it could b

e time to look 

elsewhere.  

  The Defense of Skept
icism 

 Even a quick search o
f Google can be revea

ling, yet it’s a 

step few victims take. It would have 
revealed accusations 

from the 1990s that Madoff was front-runnin
g his custom-

ers, that is, buying or 
selling shares before fi

 lling their or-

ders. The charges may amount to nothing. ‘But’,
 says Billy 

Procida, founder of
 William Procida Inc., a tur

naround 

management fi rm for middle-market real estate companies, 

‘do I really want to tak
e that chance?’ 

 Still, the best defense
 may be a healthy dose o

f skepti-

cism. Most people with money to invest with pe
ople like 

Madoff worked very har
d for it. In business, th

ey wouldn’t 

have taken anybody’s
 word for something. They’d have 

checked it out. But t
hey didn’t do the sa

me with their 

 advisers. 

 Richard Friedland, a
 CPA and Madoff investor, said o

n 

Mar. 12 that he could ha
ve recognized the sca

m if he had 

been looking for it. B
ut he saw no reason 

to look for it. 

‘Madoff was the chairman of Nasdaq’, Friedla
nd said. 

 And that’s what the M
adoffs of the world d

epend on 

to build their webs of
 deception. They have

 fancy offi ces, 

fancy cars, and travel 
in private jets. They h

ave pictures of 

governors, mayors, movie stars, and athletes
. 

 ‘People love that’, Pro
cida says. ‘They want

 to be with 

a star.’ 

 Source:  Madoff: Lessons fro
m a Disaster,  by Ben

 Levisohn 

©  BusinessWeek 
Online , 16 March 2009  

https://www.pearson.de/9780273723165
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  ■   Health and Safety (Off ences) Act 2008  

  ■   Financial Services Act 1986  

  ■   Corporate Manslaughter and Corporate Homicide Act 2007.   

 In addition, it should be noted that further statutory provisions giving rise to vicarious liability of 

directors for corporate off ences are included in Acts of Parliament, which currently number well over 

200! Directors can be: 

   ■   forced to pay a company’s losses  

  ■   fi ned  

  ■   prevented from running businesses  

  ■   imprisoned.   

 The Directors’ Remuneration Report Regulations 2002 (Statutory Instrument 2002 No. 1986) are 

now in force and require the directors of a company to prepare a remuneration report that is clear, 

transparent and understandable to shareholders. Many smaller companies without continuous legal 

advice are unaware about how much the rules have tightened. It is usually not until there is wide pub-

licity surrounding high-profi le business problems that boards of directors are alerted to the demands 

and penalties to which they may be subjected if things go wrong. 

 It was not only the 1980s and early 1990s that saw corporate scandals and irregularities (for ex-

ample, Polly Peck and the Maxwell companies). At the end of 1999, accounting irregularities caused 

trading in engineering company TransTec shares to be suspended, with Arthur Andersen called in 

as administrative receiver. The case was fuelled by the revelation by former TransTec chief accoun-

tant Max Ayris that nearly £500,000 of a total of £1.3m in grants from the Department of Trade and 

Industry was obtained fraudulently. TransTec, founded by former Government minister Geoff rey 

Robinson, collapsed in December 1999, after the accounting irregularities were discovered, with 

debts of more than £70m. Following the collapse of the company the role of the auditors to the 

company, PricewaterhouseCoopers, was also to be examined by the Joint Disciplinary Scheme, the 

 accountancy profession’s senior watchdog. 

 Also during 1999, the trade fi nance group Versailles discovered that there had been some double 

counting of transactions, which prompted the Department of Trade and Industry to take a close inter-

est in its aff airs. Actual and apparent corporate misdemeanours continued, on an even larger scale, 

through the late 1990s and on into the twenty-fi rst century (note the Barings debacle, Enron, World-

Com and Tyco). 

 Non-executive directors are legally expected to know as much as executive directors about what 

is going on in the company. Ignorance is not a defence. Directors must be aware of what is going on 

and have knowledge of the law relating to their duties and responsibilities. Fundamentally, directors 

must: 

   ■   use their common sense  

  ■   be careful in what they do  

  ■   look after shareholders  

  ■   look after creditors  

  ■   look after employees.      

 Progress check 6.5 

 What are the main responsibilities of directors with regard to the accounting and fi nancial 

 reporting of their companies? 
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214 Chapter 6 Corporate governance

  Duty of care 

 It is the duty of a director to exercise his or her powers in the best interests of the company, which 

 includes not acting for his or her personal benefi t, nor for an improper use. In the year 2000, Greg 

Hutchings, the chairman of a major plc, Tomkins, was criticised for alleged excessive perks, unau-

thorised donations, and inclusion of members of his family and household staff  on the company payroll, 

without proper disclosure. Investors’ concern over corporate governance practices at the group had 

been triggered by a fall in the share price of over 50% in two years. The resignation of the chairman 

followed an initial investigation. The new chairman very quickly launched a full inquiry into execu-

tive perks within the group, overseen by him personally. 

 Duty of care means doing the job with the skill and care that somebody with the necessary knowl-

edge and experience would exercise if they were acting on their own behalf. Delegation of directors’ 

power must be ‘properly and sensibly done’. If a director of a company does not choose the right 

people or supervise them properly, all the directors may be liable for the misdeeds and mistakes of 

the people they have appointed. 

 When a company fails and is found to be insolvent, the  receiver  appointed will leave no stone un-

turned to identify whether any money may be recovered in order to pay off  creditors. This will include 

checking for any oversights by directors for items they should have spotted ‘if they had exercised their 

proper level of skill’.  

  Fiduciary duty 

 Directors must act in the best interests of the company. Courts will support directors who act honestly 

and in good faith. Acting in the best interests of the company includes not making personal profi t at 

the company’s expense, not letting personal interest interfere with the proper running of the busi-

ness, or doing business which favours directors or their close associates. In the late 1990s and early 

2000s there were several business failures within the dot.com sector, where directors did act in the 

best interests of the company although their business plans may not have been commercially success-

ful (for example,  www.breathe.com ).  

  Corporate manslaughter 

 There is an off ence of corporate manslaughter, which a company may be guilty of if a failure by its man-

agement is the cause of a person’s death, and their failure is because their conduct is well  below what 

can be reasonably expected. Before 1999 there were only fi ve prosecutions in the UK for  corporate 

manslaughter, resulting in two convictions. The risk for companies and their directors is remote but 

very real, and should therefore be managed in terms of awareness, training, preventative measures 

and liability insurance. 

 In earlier years companies were outside the criminal law. As one judge put it, ‘a company had a soul 

to damn and no body to kick’ – meaning that because a company did not have an actual existence it 

could not be guilty of a crime because it could not have a guilty will. In 1965 a case established the 

validity of the indictment of a company for manslaughter. Since then over 19,000 people have been 

killed as a result of corporate activity, but no company stood trial for manslaughter, apart from P&O 

European Ferries (Dover) Ltd after the capsize and sinking of the  Herald of Free Enterprise  off  Zee-

brugge in 1987. The directors of P&O Ferries did stand trial, but were acquitted because the trial col-

lapsed halfway through. Currently, to succeed in a case of corporate manslaughter against a company 

there is a need to prove gross negligence and to prove that at least one suffi  ciently senior offi  cial was 

guilty of that same gross negligence. 

➠
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 Although each year hundreds of people are killed at work or in commercially related activity, if 

companies have been prosecuted at all they have been charged under the Health and Safety at Work 

Act (1974) and other regulatory legislation. Many of the companies implicated in work fatalities and 

public transport disasters operate with diff use management systems and much delegated power. 

Such systems that appear to have no ‘controlling mind’ make it diffi  cult to meet the requirement of 

the law because of the diffi  culty in identifying the individual(s) who may possess the mental element 

for the crime. 

 A case that was successfully prosecuted involved a small company, OLL Ltd, which organised a 

canoe expedition at Lyme Bay in 1993, in which four teenage schoolchildren died. In 1994 the jury in 

the case found OLL Ltd guilty of manslaughter – a historic decision. Peter Kite, the managing director 

of the activity centre responsible for the canoeing disaster, was jailed for three years for manslaugh-

ter, and OLL Ltd was fi ned £60,000. OLL Ltd was the fi rst company in the UK ever to be found guilty 

of manslaughter, in a decision that swept away 400 years of legal history. 

 The Lyme Bay case was atypical of corporate homicide incidents. The company was small, so it was 

relatively easy to discover the ‘controlling mind’; the risks to which pupils were exposed were serious 

and obvious and, critically, they were not technical or esoteric in any way. However, in the case of a 

large corporation with many levels of management it is virtually impossible to identify a controlling 

mind. The Corporate Manslaughter and Corporate Homicide Act (2007) replaces the concept of the 

controlling mind with a consideration of the way in which an organisation’s activities were managed 

or organised. The Act puts emphasis on examining management systems and practices across the or-

ganisation to establish whether an adequate standard of care was applied to the fatal situation. At the 

time of writing this book the fi rst attempted prosecution under the rules of the new Act was being tried 

in the courts, following several adjournments (the importance of this landmark case is illustrated in 

the press extract on the next page). The defendant was found guilty on 15 February 2011.  
 Great Western Trains was fi ned £1.5m over the Southall (1997) rail crash in which seven people 

were killed, following a Health and Safety Executive (HSE) prosecution. But no individual within the 

company was charged with manslaughter. 

 The Paddington (1999) rail crash case, again brought by the HSE, resulted in 31 people killed and 

over 400 injured. The company, Thames Trains, was fi ned £2m in April 2004, but even though the 

HSE said its enquiries had revealed ‘serious failing in management’, there was no prosecution for 

corporate manslaughter. 

 A few years ago the legal profession considered that the promised review of the Law Commission’s 

recommendation for an involuntary homicide Act ‘could result in company directors being made 

personally responsible for safety and therefore potentially liable in cases of avoidable accidents’. 

The  Corporate Manslaughter and Corporate Homicide Act 2007 is now expected to dramatically in-

crease the level of directors’ accountability to ensure the provision of safe work environments for their 

employees.  

  Other responsibilities 

 Directors do not owe a direct duty to shareholders, but to the company itself. Directors have no con-

tractual or fi duciary duty to outsiders and are generally not liable unless they have acted in breach 

of their authority. Directors must have regard to the interests of employees but this is enforceable 

against directors only by the company and not by the employees.      

 Progress check 6.6 

 What is meant by a duty of care and fi duciary duty with regard to company directors? 
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216 Chapter 6 Corporate governance

 A new chapter in English law on corporate manslaughter? 

 I
n law, small cases o

ften mark major mil
e-

stones. When the prosecution 
of Cotswold 

Geotechnical Holdings begins next week at 

Stroud Magistrates’ Court, a 
new chapter in 

English law will begi
n. It will be the fi rst 

case 

brought under the Co
rporate Manslaughter and 

Corporate Homicide 
Act 2007 and it sig

nifi es 

a new approach to p
rosecuting companies 

for 

alleged crimes. 

 The case conce
rns the death o

f Alexander 

Wright, 27, a geologis
t, who was taking s

oil 

samples from a pit that had been 
excavated as 

part of a site survey 
when the sides collap

sed, 

crushing him. 

 The fi rst chapter of 
corporate manslaughter 

law began on Februar
y 2, 1965, but it was r

ather 

an empty one. The Times reported what was t
hen 

an innovation in Eng
lish law: a company had 

stood trial for manslaughter. Glanville
 Evans, 

a 27-year-old welder,
 had been killed whe

n the 

bridge at Boughrood
 that he was demolishing 

collapsed and he fell
 into the River Wye. The 

company had evidently be
en reckless in instruct

-

ing him to work in a perilous 
way but an attempt 

to convict it for manslaughter at Glam
organ 

 Assizes failed on
 the evidence. 

 Nonetheless, the cou
rt accepted that a co

m-

pany could be pros
ecuted for manslaughter. 

A new crime was recognised. Sin
ce then more 

than 40,000 people h
ave been killed at wo

rk or 

in commercial disasters, such a
s those involving 

ferries and trains, wh
ile prosecutions for 

cor-

porate manslaughter have total
led just 38. 

 The old common law made it very diffi cult 

to prosecute companies because the 
doctrine 

of identifi cation requi
red the prosecution to

 pin 

all the blame on at least one 
director whose w

ill 

was identifi ed as the
 “mind” of the company. 

As companies commonly had responsibilit
y for 

safety matters distributed
 across more than one 

directorial portfolio, p
inning all the blame on one 

person was diffi cult. V
arious directors claimed to 

know only a fragment of the lethal dang
er that 

materialised. It was no
t permissible to incrimi-

nate the company by aggregating th
e fragmented 

faults of several d
irectors. 

 The new law aims to criminalise corporate kill-

ing without the need t
o fi nd all the blame in one 

individual. The of
fence is committed where an or-

ganisation owes a duty
 to take reasonable car

e for 

a person’s safety but th
e way in which its  busi

ness 

has been ‘managed or organised’ 
amounts to a 

gross breach of that du
ty and causes death. 

 The law says that, for 
a conviction, a ‘substa

n-

tial element’ of the gross negli
gence must come 

from ‘senior management’ (as opposed to a m
av-

erick worker) but any
 company trying to evade 

the law by not making safety the respo
nsibility 

of a senior manager would, by virtu
e of that very 

stratagem, be open to legal attac
k. 

 Companies convicted 
of manslaughter can 

be 

made to publicise their
 wrongdoing in the  nat

ional 

press and are subject to
 an unlimited fi ne. The 

Sen-

tencing Advisory Pane
l has suggested a leve

l of 

fi ne of between 2.5 and
 10 per cent of a convi

cted 

company’s average ann
ual turnover during the 

three 

years before the offence
. This is a dramatic cha

nge. 

Most large companies c
onvicted of fatal safe

ty 

crimes are now fi n
ed at a level that i

s less than one 

700th of annual tu
rnover. 

 Directors can be prose
cuted for safety offenc

es 

alongside a corporate
 manslaughter prosecutio

n 

and the Health and S
afety (Offences) Act 

2008 

has widened the ran
ge of offences for w

hich 

 prison is a possible pu
nishment. 

 The new corporate man
slaughter law obliges th

e 

jury to consider wheth
er a company is guilty

 by 

looking at what happen
ed in the context of gen

eral 

safety law. Jurors are a
lso invited to consider 

how 

far the evidence show
s that there were ‘att

itudes, 

policies, systems or ac
cepted practices within

 the 

organisation’ that were
 likely to have encoura

ged 

the safety failures that 
resulted in death. 

 Historically, the law 
was chiselled to gove

rn 

individuals accus
ed of homicide and it could

 not 

properly be adapted 
to prosecute corporat

ions. 

That became more problematic once companies 

became so powerful – of the
 world’s 100 largest 

economic entities today, 49 ar
e countries and 51 

are companies. Having corpor
ate citizens that are 

more powerful than gov
ernments is a challenge 

for good social govern
ance. 

 Globally, more people are killed 
each year at 

work or through com
mercial enterprise – more 

than two million – than die 
in wars. If the A

ct 

works well in the Un
ited Kingdom it will be a 

good template to be adopted in
 other countries, 

and that would co
nfer a substantial

 social benefi t. 

 Source:  The small cases that will hav
e a big infl uence on 

the way we work; G
ary Slapper refl ects 

on the deaths 

that have led to chan
ges in corporate manslaughter law  

©  The Times , 11 July 
2009 
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  Insolvency 

  Insolvency , or when a company becomes insolvent, is when the company is unable to pay creditors’ 

debts in full after realisation of all the assets of the business. The penalties imposed on directors of 

companies continuing to trade while insolvent may be disqualifi cation and personal liability. Many 

directors have lost their houses (as well as their businesses) as a result of being successfully pursued 

by the receivers appointed to their insolvent companies. 

 The Insolvency Act 1986 (as amended by the Enterprise Act 2002) provides guidance on matters 

to be considered by liquidators and receivers in the reports that they are required to prepare on the 

conduct of directors. These matters include: 

   ■   breaches of fi duciary and other duties to the company  

  ■   misapplication or retention of monies or other property of the company  

  ■   causing the company to enter into transactions which defrauded the creditors  

  ■   failure to keep proper accounting and statutory records  

  ■   failure to make annual returns to the Registrar of Companies and prepare and fi le annual accounts.   

 If a company is insolvent, the courts assess the directors’ responsibility for: 

   ■   the cause of the company becoming insolvent  

  ■   the company’s failure to supply goods or services which had been paid for  

  ■   the company entering into fraudulent transactions or giving preference to particular creditors  

  ■   failure of the company to adhere to the rules regarding creditors’ meetings in a creditors’  

voluntary winding-up   

  ■   failure to provide a  statement of affairs  or to deliver up any proper books or information regard-

ing the company.       

➠

➠
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 Progress check 6.7 

 How does insolvency impact on directors and what are their responsibilities in this regard? 

  Wrongful trading 

 A major innovation of the Insolvency Act 1986 was to create the statutory tort (civil wrong) of 

  wrongful trading . It occurs where a director knows or ought to have known before the commence-

ment of winding up that there was no reasonable prospect of the company avoiding insolvency and 

he or she does not take every step to minimise loss to creditors. If the court is satisfi ed of this it may: 

   ■   order the director to contribute to the assets of the business, and  

  ■   disqualify him or her from further involvement in corporate management for a specifi ed period.   

 A director will not be liable for wrongful trading if he or she can show that from the relevant time 

he or she ‘took every step with a view to minimising the potential loss to the company’s creditors as 

( assuming him or her to have known that there was no reasonable prospect that the company would 

avoid going into insolvent liquidation) he or she ought to have taken’. A company goes into insolvent 

liquidation, for this purpose, if it does so at a time when its assets are insuffi  cient for the payment of 

its debts and other liabilities and the expenses of winding-up. 

 Both subjective tests and objective tests are made with regard to directors. A director who is 

responsible, for example, for manufacturing, quality, purchasing, or human resources, is likely 

➠
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