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ABSTRACT 

Starting from the interpretation of corporate governance as the outcome of the fragmentation of entrepreneurial power 
and the related agency problem, the paper stresses the strict relationship between management control and risk man- 
agement. This issue implies the need of effective internal and external controls, i.e. board implementation and supervi- 
sion of a consistent control function and auditing, but the market and public regulatory authorities give the most im- 
portant external control system. The paper focuses next on the role of the Codes of Conduct, the critical aspects of their 
effectiveness and other key issues in the governance of corporations highlighted by the last financial and economic cri- 
sis. 
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1. Introduction 

The entrepreneurial function consists of the necessary 
decisions for the firm to carry out production, organisa- 
tion and financial processes, in order to achieve a well- 
balanced economic development. These activities consist 
in the transformation of information and objectives - 
which are the constraints of the decision-making process 
- in decisions, plans and programs put into explicit man- 
agement operations by means of the work of organiza- 
tional function. Therefore the core entrepreneurial activi- 
ity consists of a set of calculations carried out by the en- 
trepreneur in order to take rational decisions and to ac- 
complish the profitability opportunities that arise in 
various ways [1-5]. So we define “entrepreneurial com- 
puting activity” the set of quantitative determinations 
required to assess, in terms of efficiency, the possible 
alternative courses of action for achieving the objectives. 
These calculations, depending on the nature of the trans- 
formation involved in the decision, may be technical, 
economic and financial. The information, which consti- 
tutes the input of the entrepreneurial computing activity, 
relates to the internal variables of the firm, the conditions 
that characterize the supply and market and the institu- 
tional constraints that affect the economic operations of 
the unit. The production is developed in an environment  

characterized by constant technical, economic and social 
changes that must be kept constantly under control. The 
company achieves its goals in an efficient way when it 
gets the information necessary to operate in two direc- 
tions: one is to adapt production processes to the evolu- 
tion of technology and markets, the other to act posi- 
tively on the market, changing the needs of consumers to 
its advantage and making the most of the action of com- 
petitors. 

The large firm fails to achieve the coincidence be- 
tween the “economic” subject/entity, which gives the 
company the capital, and the “operating” one that takes 
the decisions; there is a fragmentation of the entrepre- 
neurial power and, in part, this moves from the economic 
subject to other people who are tied to the company 
through an employment relationship. The organization is 
thus divided into three levels: the entrepreneurial, deci- 
sion-making and, finally, the executive one. The eco- 
nomic subject that is the set of natural and legal persons 
in the interest of which the company was put in place 
occupies the entrepreneurial level. The decision making 
level is made by those whose power of decision is 
bounded by the scope assigned to them by the directives 
of the economic subject. Since the interests of those who 
constitute the economic subject dominate the choice of 
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subjects, that have to direct and control the enterprise, we 
say that these interests govern the company. The execu- 
tive level is made up of those who have to translate into 
action the decisions of the other two levels. 

The functions to be performed by those involved in 
business activity can be divided into decision-making 
and execution-only, leading to the distinction between 
the centres of decision and execution centres. 

With the formation of centres of decision making the 
entrepreneurial function is no longer exercised only by 
the economic entity, but also from such centres. Under 
certain conditions, which depend on the size or public 
property or private enterprise, professional managers, 
who possess the necessary skills, exercise the power of 
address management. This involves the status of “deci- 
sion-making operating” subject for managers, who exer- 
cise part of the functions that refer to the economic sub- 
ject. The characteristics of the last one have an influence 
on the management process, more or less evident de- 
pending on the size of the company. This influence is 
direct if there is coincidence between the economic sub- 
ject and the decision-making operating one, otherwise it 
is indirect and depends on the degree of control that can 
be exercised by the former on the latter.  

The size of the enterprise is the variable that is signi- 
ficantly correlated to the degree of fragmentation of the 
entrepreneurial power. The entrepreneurial and manage- 
ment power can be exercised by a single entity only in 
smaller firms, thus, when the company enlarges, the 
number of the subjects, to which is delegated the exercise 
of entrepreneurial activity, increases. Therefore there is a 
progressive fragmentation of power and a delegation 
process by which management spreads activities between 
the organs that form the organizational structure [6]. The 
components of the organization, on the other hand, must 
act as a unit to achieve the same purpose. Where it does 
not occurs the consonance of the objectives and there is a 
conflict, there can be no entrepreneurship and the enter- 
prise cannot arise independently and last for long. 

2. The Role of Management in the  
Fragmentation of Entrepreneurial  
Function and the Agency Problem 

When various centres of decision-making carry out the 
entrepreneurial function we have a managerial organiza- 
tion of the firm. Business decisions are developed and 
implemented by people who, having a working knowl- 
edge of business and management techniques, may direct 
and coordinate the use of human resources, tangible and 
intangible assets available to the company—or to the part 
of the company they are responsible for—with rationality, 
thus trying to maximize the efficiency and the effective- 

ness in the implementation of business decisions to en- 
sure the achievement of results consistent with corporate 
goals and stakeholder expectations. This situation creates 
an asymmetry of information between those who pro- 
vided the venture capital (economic subject) and man- 
agement (decision-making operating subject) that has the 
mandate to administer the capital, manages the processes 
of economic transformation and risk control, and usually 
knows the business better than the economic subject. In 
the case of managerial firm is therefore appropriate that 
in the company, whether publicly or privately owned, 
operates an internal control, that is a system of incen- 
tives that can keep control of the operating entity [7,8], 
aligning the motivations of centres of decision and the 
motivations of the economic subject, so that the effi- 
ciency of management and the profitability of the in- 
vested capital are pursued.  

The agency theory [9,10] effectively described the re-
lation between the economic entity and the operating 
decision one—in case of separation of the two—and the 
problem of the control of the former on the latter and, 
today, it continues to offer effective key to understanding 
the issues related to corporate governance [11-13]. This 
theory defines the nature of the business based on con- 
tractual relationships that form between principal and 
agents. The principal contractually delegates one or more 
persons, agents, to accomplish a task that brings benefits, 
but he cannot personally do so equally efficiently. The 
power of the agents actually extends beyond the limits 
set by the contract, so the relationship is characterized by 
discretion. There is an information asymmetry because 
the agent’s behaviour cannot be fully known by the prin- 
cipal and there is an imbalance in the distribution of re- 
sults, as the principal bears the risk of the business and 
he perceives a residual remuneration. When the princi- 
pal interest and the agent one and, as a result, the mo- 
tivations do not match the inability of the principal to 
monitor the agent gets the latter to behave opportunisti- 
cally, creating inefficiencies in the organization and, in 
particular, in the productive system of the firm. Accord- 
ing to agency theory and the one of property rights 
[14,15] Jensen and Meckling [10] define economic legal 
entity the one who, having the ownership of the assets 
employed, is entitled to make decisions on the use of 
them. If the company operates in a competitive market, 
characterized by uncertain results, the economic entity on 
the one hand is risk bearer, on the other assumes the role 
of residual claimant. He has the right duty to retain the 
result residual remaining after having fulfilled all the 
obligations of the business management; the residual 
claim has the function to optimise the incentives of the 
owner to conduct monitoring [15] so the economic entity 
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is the one who is suitable to perform the control of the 
other factors of production.  

The problem of control of management is particularly 
evident in a public company where the ownership struc-
ture is characterized by a large number of shareholders, 
and the one who has control is the owner of a limited 
capital—or he is not a owner of capital—and there is the 
possibility that others purchase on the market dispersed 
shares, taking over the control. There is a separation of 
property rights in two parts: the power to manage the 
means of production and the right to enjoy the results of 
productive transformation. The separation between the 
operating entity and the economic subject, as we defined 
it, creates a situation where those who control does not 
have the residual results and they have no incentive to 
maintain an efficient behaviour. So with the disappear- 
ance of the unitary concept of ownership and the frag- 
mentation of entrepreneurial function the figure of the 
manager assumes greater importance and there is the risk 
that it pursues objectives other than maximizing the 
value of the company and the shareholders’ value. In the 
case of a public company, especially when the manage- 
ment through proxies and allies are able to control the 
bodies representative of shareholders, the wide disper- 
sion of shareholders may not bring out the person who 
has the function of protecting the interests of sharehold- 
ers. If the company, the type of activity or due to cash 
flows, is in the condition of not having to go to the mar- 
ket to obtain monetary resources increase the likelihood 
that management does not pursue the interests of share- 
holders so far as to deprive them of rights to remunera- 
tion and reimbursement of capital. In this situation, in 
fact, the operating entity—not being bound by market 
monitoring on the distribution of dividends and earnings 
produced—could expand enormously the part of value 
added destined to their remuneration or to other inputs. 

3. Corporate Control and Risk Management 

All firms, whatever their specific fields of operations, 
face a wide variety of risks, either external or internal. 
On the base of their peculiarities (sector, size, interna- 
tional activities, complexity, shareholders) they should 
develop an adequate risk culture and arrangements to 
manage them effectively. Some companies may face 
risks that significantly affect society as a whole: risks 
related to climate change, to the environment (e.g. the 
numerous dramatic oil spills or the Fukushima melt- 
downs), health, safety, human rights, etc. Some other 
operate critical infrastructure, the disruption or destruct- 
tion of which could have major cross-border impacts. 
Financial firms are so interconnected with the major 
players in every financial market around the world that 

problems with a single name (e.g. AIG) could create 
dramatic spillover effects transforming almost immedi- 
ately what would seem a specific risk in a very system- 
atic turmoil. 

3.1. Risk Management and Corporate  
Governance 

The risks that the company is facing in carrying out its 
activities, whether financial, pure, operational or business 
can be managed using a variety of strategies, techniques 
and tools. In order, however, that the risk management 
choices conform to the overall company strategy, it is 
imperative that management, stakeholders and the market 
have the tools to verify the adequacy of the choices made. 
The issue is very complex because of the multiplicity of 
subjects involved or interested in the management of the 
company: board of directors, managers, stakeholders and 
more generally, markets, and regulatory bodies. The con- 
trol and risk management choices are subject to public 
scrutiny with the intent to protect all subjects who have 
dealings with the company, but they are equally impor- 
tant within the company, given the top management need 
for a clear and up to date check of the situation. In all 
cases we are faced with complex agency problems that 
are clearly endemic in corporations and widely present in 
contexts in which corporate ownership and control are 
separated, but also where there is a close connection be- 
tween management and ownership. It is therefore not by 
chance that disastrous events that have severely affected 
businesses, shareholders and creditors in the last decades 
sometimes associated with risk management choices and 
sometimes derived from other choices have occurred in 
countries with different corporate governance systems as 
United States, Japan, Germany or Italy and resulted in 
the disruption or serious difficulties for firms like Bar- 
ings, Enron, Metallgesellshaft, Parmalat, Worldcom, 
Lehman Brothers, AIG. 

The economic crisis that has affected the world econ- 
omy, the instability of financial markets, the complexity 
of business processes and the continuous evolution of 
regulations require successful companies to possess a 
renewed ability to protect and maximize the sources of 
value, both tangible and intangible, that characterize their 
business models.  

The resolution of agency problems is approached dif-
ferently depending on the corporate governance system 
in place. The governance models adopted in different 
countries is profoundly different from the formal point of 
view, but the ends they seek to achieve are similar. The 
system failures that the cases mentioned above testify, 
cannot be interpreted as evidence of the superiority or 
inferiority of one model of governance over another and, 
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strictly speaking, does not by itself indicate either the 
inadequacy of the system of rules respect to the object- 
tives of governance, they are quite generally borderline 
cases in which the existing rules have been distorted or 
twisted, or wrongly applied to achieve goals that do not 
fit with the best interests of stakeholders, business and 
society. We can introduce special rules, enforce the ex- 
isting ones or change the governance model to try to 
prevent the occurrence of such events, but we believe 
that the main way to limit these casualties is to monitor 
that the existing rules are applied in an effective and sub- 
stantial way not formally. Of course we should find 
hardly surprising the occurrence of a small number of 
physiological events in which companies go bankrupt for 
these problems, the model of governance, every model, 
works well if we make sure that this number remains 
physiological. Two key pillars to approach and solve this 
issue are necessarily based on internal and external con- 
trols, i.e. board implementation and supervision of a con- 
sistent control function and auditing, but the most im- 
portant external control system is given by public regu- 
latory authorities. 

3.2. Internal and External Control Systems 

It is crucial that the board ensures a proper oversight of 
the risk management processes. To be effective and con- 
sistent any risk policy needs to be clearly stated by the 
board of directors for the whole organization. It is gener- 
ally recognized that the board of directors bears primary 
responsibility for defining the risk profile of a given or-
ganization according to the strategy followed and moni-
toring it adequately to ensure it works effectively. Some 
aspects may differ due to the variety of legal frameworks 
in place. In Italy for instance the corporate law reform 
introduced the monistic model, based on the An-
glo-Saxon governance system, and the dualistic model, 
based on the German corporate system, alongside the 
traditional model based on administrative controls by the 
“collegio sindacale” and accounting controls exercised 
by an external independent subject. In all cases, it is in- 
dispensable to define clearly the roles and responsibilities 
of all parties involved in the risk management process: 
the board, the executive management and all operational 
staff working in the risk function. The job descriptions 
must be known internally and externally. We have ex- 
perimented in recent years the diffusion of codes of self- 

regulation, in Italy the “Preda Code”, issued in 1999 and 
reviewed several times from then, which defines the 
governance system for listed companies and their sub- 
sidiaries. The Codes of Conduct and the sequel of rec- 
ommendations issued by several international bodies 
refer to the same fundamental principles of corporate 
governance, independent from specific country charac- 
teristics and their evolution. Generally speaking all codes 
give attention to such themes as:  
1) Board structure and responsibility 
2) Board and top management remuneration 
3) Shareholder’s rights  
4) Disclosure and transparency 
5) Internal control systems and risk management 

The issues settled in the codes of self-regulation are 
part of the ongoing debate about the reform of the cor- 
porate governance system which produced in the last 
decade the “Sarbanes-Oxley” (2002) in USA and the 
“Loi de Sécurité Financière” (2003) in France with the 
aim to strengthen the corporate governance and control 
system of the corporations introducing and expanding the 
power of regulatory bodies, increasing the independence 
of the internal control system, and limiting the conflict of 
interest between board/management and shareholders, or 
between analysts, auditors and consultants and share- 
holders/markets on the other side. 

The increasing diffusion of codes of ethics, codes of 
behavior, etc. reinforces the inclination toward the achieve- 
ment of standards of high reputation. Codes should ex- 
press the ethical responsibility of the organization to- 
wards stakeholders and promote an internal system of 
shared values. But this complex set of rules, that at dif- 
ferent levels impose various layers of restrictions on 
what the firms can or cannot do, needs to be necessarily 
connected to the ethical behavior of individuals both at 
the personal and professional level1. Otherwise the impo- 
sition of new set of rules, one more stringent than the 
former, cannot per se produce the desired results on peo- 
ple’s behavior, as acutely expressed by Jennings [16] that 
says: “We suffer from a dependency on laws and regula- 
tions and from myopia when it comes to ethics. Until the 
law tells us a practice is wrong, we continue what we’re 
doing, taking comfort in dotting the i’s and crossing the 
t’s to comply with detailed reforms. In focusing on the 
details of the reforms, we miss the big picture of industry 
practices that clearly cross ethical lines but continue 
because current regulations have not yet found them to 
be legally problematic”. 

1With accountants the adagio says: “It takes the FASB four years to 
come up with a rule and the finance guys about four hours to find a way 
around it”, we stress that the best solution to prevent problems to arise
or spread is based on a renewed code of ethical behavior by individuals
and firms and a commitment to comply with the substance of the rules
more than with a never ending pursuit between rules and dubious con-
ducts. 

3.3. Shareholder Engagement, Risk  
Management and Corporate Governance 

The EU Green Paper on corporate governance in finan- 
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cial institutions, published in June 2010 found that a lack 
of appropriate shareholder interest in holding financial 
institutions' management accountable contributed to poor 
management accountability and may have facilitated 
excessive risk taking in financial institutions. The results 
in the Green Paper suggest that, in many cases, share- 
holders deemed the expected profits from taking these 
risks worthwhile and so implicitly supported excessive 
risk taking, especially though high leverage. The main 
reason is that shareholders would fully benefit from the 
upside of such a strategy, while they participate in losses 
only until the value of shareholder equity reaches zero, 
after which further losses would be borne by the creditors 
thanks to the limited liability rule. The recent trend of 
growing importance of alternative investment institutions 
such as private equity, hedge funds, sovereign wealth 
funds, infrastructure funds, have implications for the 
management and governance of every firm. 

The behavior of shareholders in financial institutions, 
in relation to excessive risk taking, is not a peculiar or 
isolated case related to the complexity and difficulty to 
understand the operations implemented by management. 
The evidence gathered during the preparation of the 
Green Paper “The EU corporate governance framework” 
(2011) suggests that the findings of the 2010 Green Paper 
regarding the lack of shareholder engagement and the 
reasons for this are also relevant to shareholder behavior 
in listed companies with dispersed ownership (“public 
companies”). On the other side in companies with a 
dominant or controlling shareholder, which still represent 
the predominant governance model in European coun- 
tries, it seems that the major challenge is to ensure that 
the interests of minority shareholders are adequately 
protected against the spoiling actions of controlling 
shareholders (e.g. Parmalat case) and/or the management. 
Controlling shareholders and the management can extract 
the control benefits damaging minority shareholders’ 
interests in many ways. The main way is through ‘related 
party’ transactions. EU Countries actually have rules 
about accounting and disclosure of related party transact- 
tions but these rules are in our opinion, and in the opin- 
ion of a large stake of the investment community, by far 
insufficient to prevent detrimental actions against minor- 
ity shareholders and to give timely and accurate disclo- 
sure of necessary information about related party trans- 
actions. One possibility to prevent this sort of conflict of 
interest is that, above a certain threshold, the board 
should appoint an independent expert or a panel of inde- 
pendent administrators to provide an impartial opinion on 
the terms and conditions of related party transactions to 
the minority shareholders and that significant related 
party transactions would need approval by the general 
meeting. The publicity associated with general meetings 

might dissuade controlling shareholders from some 
transactions and give minority shareholders the chance to 
oppose the resolution approving the transaction. In these 
cases we can also introduce rules with the aim to pre- 
clude to the controlling shareholders the right to vote the 
resolution. Anyway it is unlikely that such changes will 
modify dramatically the risk appetite of shareholders, to 
limit excessive risk taking by financial firms we need a 
radical change in the required capital ratios or some other 
form of control.  

The regulators, aware of the byproducts of the global- 
ization process for the financial sector attempted from 
Basel I to regulate the activities that might potentially 
generate such risks subordinating them to specific sector 
legislation and the monitoring of regulatory bodies. Un- 
fortunately the same process of regulation created in the 
last 25 years several undesired effects on the evolution 
and risk management of the banking sector leading from 
one side to substantial regulatory arbitrage and from the 
other to excessive risk creation and distribution that 
caused the last financial crisis. Given the outcome of the 
recent turmoil becomes crucial for industrial and finan- 
cial firms but also for regulatory bodies to support any 
action that can further strengthen the system of corporate 
governance by introducing a “proactive” risk manage- 
ment model. This model allows, in a systematic and 
structured way, the identification, analysis and evaluation 
of the risk areas that could jeopardize the achievement of 
strategic goals and, at the same time, provides the board 
of directors and top management the tools necessary for 
making decisions aimed at anticipating and managing the 
effects of these risks. 

Some problems, unfortunately, as the financial crisis 
of 2007-8 makes clear, are the result of the existence of 
several supervisory bodies, the confusion of the roles and 
rules governing the respective areas of intervention, the 
limited exchange of data, information and support be- 
tween them. And this in not all, because a key factor in 
the last crisis and perhaps in the next one, is given by the 
difference in rules applied to different actors (commer- 
cial banks, investment banks, insurance co., hedge funds, 
sovereign wealth funds, infrastructure funds, private eq- 
uity), and the existence of gray areas within the broad 
definition of “domestic financial sector” and in the inter- 
national financial markets where nobody is in charge, we 
should maybe contemplate the hypothesis to restrict cer- 
tain kinds of transactions only to subjects with similar 
regulatory status to prevent any sort of regulatory arbi- 
trage. 

4. Conclusions 

This work interprets corporate governance as an outcome 
of the fragmentation of the entrepreneurial function. This 
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phenomenon takes place when the firm dimension in-
creases and the entrepreneurial function shifts from the 
owner of equity to the organizational structure. Accord-
ing to the agency theory and the property rights theory 
this paper frames the problem of management control 
and risk management as a result of an agency conflict 
caused by separation of decision and risk-bearing func-
tions and by the conflict between controlling and minor-
ity shareholders. An effective corporate governance sys-
tem is one that helps solve these conflicts limiting the 
business failures dues to excessive risk taking and other 
causes of mismanagement to physiological levels. A key 
component of every sound model of governance is the 
control system in both the internal and external facets. 
We stresses the need of effective internal (systems of 
incentives) and external controls (market and public 
regulatory authorities), and an effective code of ethics for 
individuals and firms alike. The engagement of share-
holders poses issues related to the risk taking choices and 
the control of related party transactions, that can be ad-
dressed in several ways. Last but not least, the existence 
of several supervisory bodies, the confusion of the roles 
and rules governing the respective areas of intervention, 
the limited exchange of data, information and support 
between them, creates firms with different regulatory 
status engaged in activities of regulatory arbitrage that 
should be addressed. 
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