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Introduction

Family-owned firms are one of the foundations of the world’s business
community. Their creation, growth and longevity are critical to the
success of the global economy. Although facing many of the same day-
to-day management issues as publicly-owned companies, they must
also manage many issues specific to their status.

Sir Adrian Cadbury’s long and distinguished business career was built
on his dual expertise in both corporate governance and family firms.
A recognised authority on the former, he led the committee which laid
the foundations for corporate governance in the UK. Thereafter, he
played a crucial role in developing corporate governance standards in
many other countries.

Sir Adrian also has a first-hand understanding of family firms. His
career began with his own family’s firm, the Cadbury company.
Joining its board when it was still privately owned, he subsequently
became its chairman. During his tenure, Cadbury was transformed into
a public company and subsequently merged with Schweppes. His
unique perspective of family firms and their governance is at the heart
of this report.

To lend a global dimension to the topic, we have also studied five
other family firms from around the world, focusing on the
development and evolution of their corporate governance structures.
These are presented in five short case studies.

This report seeks to highlight the very particular advantages and
challenges of family firms in a highly competitive global economy.
We hope it also helps family Boards everywhere to “create tomorrow’s
firm out of today’s.”

A. Daniel Meiland
Chairman
Egon Zehnder International
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Executive Summary

Family firms have to strive to be as well-managed as the best of their
competitors. The need for a professional business approach is in fact
greater in a family than in a non-family firm. By building on their innate
strengths, family firms should prepare for the future and continued
growth by establishing logical organisational and governance structures.

The Distinctiveness of Family Firms

Family firms have distinctive characteristics from which they can
derive significant competitive advantage. A long-term perspective
comes from building a business for future generations while the
strength of most family firms’ founding values give them a clear identity
in an increasingly faceless corporate world.

But there are also risks associated with this type of firm, most notably
the dissension that may arise within families, particularly between
family members who are actively working in the business vs. those who
are solely shareholders.

As family firms grow, the owner/manager equation shifts and complexity
grows. More generations of an increasingly extended family and growing
numbers of non-family managers require more formal systems.

Organisational Imperatives
Three issues take on growing significance:

The recruitment and career management of both family and non-family
managers is a major issue in getting the talent needed to ensure a firm’s
long-term success. Establishing a clear open door policy that allows
willing family members to be employed should be balanced with a
performance-based promotion that is resolutely the same for both
family and non-family managers.

Fairness and transparency in financial and non-financial perks and
reward systems, particularly within the family, is an essential tool in
avoiding tensions over perceived injustices.

Most importantly, more formal organisational structures become
necessary to clarify roles and to separate the day-to-day management
from the strategic direction of the business.
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Corporate Governance Structures

Successful family firms need to establish a board devoted to strategic
business issues. The family needs to be involved and informed,
preferably through dedicated channels, such as a family council.

A board allows a family firm to establish clear lines of authority for
different areas of the business. It ensures the stability and continuity of
the policies and values that distinguish the firm. It also makes a
necessary distinction between matters of day-to-day management and
issues of strategy — enabling strategic issues to be properly and
objectively addressed.

Boards allow the infusion of new ideas and a broader range of
experience from having outside directors included. These members help
on several fronts, simultaneously assisting with contentious internal
issues, ensuring equal treatment between family and non-family
executives and contributing external perspectives to strategic reflection.

In conclusion, an effective board, a logical organisational structure
and fair and transparent recruiting and promotion policies are the key
drivers to ensuring the longevity and success of family firms.

The Distinctiveness of Family Firms

Family firms form the basic building block for businesses throughout
the world. The economic and social importance of family enterprises
has now become more widely recognised. Internationally they are the
dominant form of business organisation. One measure of their
dominance is the proportion of family enterprises to registered
companies; this is estimated to range from 75% in the UK to more
than 95% in India, Latin America and the Far and Middle East.
The manner in which family firms are governed (the way in which
they are directed and controlled) is therefore crucial to the
contribution which they can make to their national economies as
well as to their owners.

For simplicity, I take family firms to include all enterprises that are
owned, managed or significantly influenced by a family or families.
This is the case when the family has the final say in whoever is
responsible for managing it. In the same way, it makes sense to treat
family firms as an international business form, on the basis that they
face similar opportunities and problems and that those similarities
outweigh the national and cultural differences between them.

The Distinctiveness of Family Firms

It is essential at the outset to recognise that the governance of a family
firm is in many ways more complex than the governance of a firm with
no family involvement. Family relationships have to be managed in
addition to business relationships.
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Strengths - Visions and Values

It is the ‘kith-and-kin involvement’ in family firms which marks them
out from other types of business organisation and is a potential source
of strength. It is the family commitment to building up a profitable
enterprise that gives the family firm its competitive edge. When the
enterprise starts, the family has a single goal to which all its members
can subscribe. Since the family both owns and manages the firm,
decision-making is straightforward, because the interests of the owners
and the managers do not have to be considered separately. For the
same reason, the firm can be run with minimum overheads drawing on
the family’s own resources. It is natural for the authority of the founder
to be accepted at the outset and, provided the founder is competent,
the firm has every chance of flourishing.

Family firms do not only offer opportunities for commercial success,
essential though that is for their survival. They usually see the family
interest as a continuing one and so they tend to take the long-term
view in coming to decisions. It is the best guarantee to those who work
in them that the future will not be mortgaged for the present. It is this
sense of building a business for future generations which underlies the
policies of successful family firms.

Building for the future leads to a concern for the firm’s reputation
and to a regard for the interests of employees and the community. If a
firm sees itself as retaining its home base and remaining in business
over the years, it is sensible for it to take trouble over its relationships
with employees, suppliers, customers and neighbours, because it

expects these relationships to be continuing ones. Thus this is why
family firms have, on the whole, good reputations as employers and
have often pioneered advances in conditions of employment.

Family firms also have a clear identity in an increasingly faceless world.
Family firms are built on a human scale and the people who work in
them know for whom they are working. It is not, therefore, surprising
that family firms generally win the loyalty of entire families of employees
and that there is often a continuing family tradition of working in them.

Risks — Family Tensions

Family firms have much to offer to the community, but they can also face
particular problems that may strain the relationships between members of
the family and so affect the firm’s ability to compete in the market-place.

The problems arise from two sources. The first is the reverse side of the
coin of family commitment. Commitment derives from the family
seeing the business and their family life as one, as a unity. There is no
separation between family relationships and business relationships and
no relief from the one in the other. Those who work for someone else
can leave business frustrations behind them when they return home, or
seek refuge from home problems in the office. If the family is the firm,
its members are denied that safety-valve. One potential area of
difficulty, therefore, is that personal relationships are unrelievedly
important in a family firm and those involved cannot stand back and
look at business issues separately from family issues.

Other sources of difficulty are the growth of the firm and the passage
of time. The founders of firms and their immediate family may well be
able to manage their relationships successfully, because the business
hierarchy will probably match that of the family. This straightforward
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pattern of relationships may not hold when it becomes a question of
bringing in the second generation of what by then will be an extended
family. The continued existence of a firm as a family firm depends on
maintaining relationships within a widening family circle.

Equally important, if a family firm is growing it will have to draw in
managers from outside the family. This will require management of the
relationships between family and non-family members of the firm. The
sharing of power, which the acceptance of non-family managers requires,
is one of the hardest issues for family firms to come to terms with.

Growth - Patterns and Consequences

Family firms come in all shapes and sizes and experience every kind of
success and failure. Those which never make the grade or expire with
their founders will not reach the stage of forming a board and
appointing directors. There will also be those which deliberately decide
not to grow in order to retain their original pattern of organisation.
I intend to focus on the issues faced by those family firms which need
to formalise their structures in order to grow, but which aim to do so
in ways which will both retain the family commitment and promote the
business success of the firm.

The relationships between the members of a family who depend on
the family firm for employment, for income, or for both, are put to the
test as time passes and the firm grows. One change which growth
brings is that ownership is spread more widely among the family and
the proportion of non-family to family managers increases. As a result
there is no longer such a close identity between the family and the
business. Family members still involved in managing the firm have
more room to breathe and more outsiders with whom to discuss the
firm’s affairs. continues page 11

The Cadbury
Case
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Growth also leads to tensions within the family, because the interests
of members of the family will tend to diverge: this is particularly so
between those members of the family actively involved in the
management of the business and the rest.

Those managing the firm may well feel that they are keeping the
remainder of the family in the state to which they have become
accustomed. They see themselves as doing the work and carrying the
responsibility, while their relations enjoy the results and are free to
criticise their efforts into the bargain. Equally, the members of the
family who are owners but not managers may consider on their side
that their interests as shareholders are being subordinated to the
interests of those managing the firm.

One of the most difficult transitions for a family firm is the move
from the owner/manager stage to the stage when ownership is to a
greater or lesser extent separate from management. For shareholders
that are not managers this requires an acceptance of the owner’s role
which may not come easily. Owners have their say in the election of
directors but once those directors are elected, whether or not they are
from the family, they have to be left to run the firm. It is often hard for
family shareholders to accept that they have no say in the day-to-day
management of what they still regard as ‘their’ firm.

In effect, the relationships within a family firm change through time
from being essentially family relationships to becoming essentially
business relationships. If the only business enterprise which the family
knows is its own, it is hard for its members to judge what an arms-
length business relationship means, let alone know when it has
become necessary to establish such a relationship.
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As a firm grows, what was once a single family management group
splits into three:

— family owners
— family owner/managers and
- non-family managers

To complicate matters still further, some of the owner/managers may
see themselves as having responsibilities of a trustee kind for their
shareholding relations, in addition to their direct responsibilities as
owners and as managers. Managing these new relationships depends
on all of those involved being clear about their own roles and
responsibilities and those of everyone else.

2

Organisational Imperatives

There are three organisational requirements which need to be
addressed if family firms are to manage successfully the consequences
of growth. They need to be able to recruit and retain the very best
people for the business, they need to be able to develop a culture of
trust and transparency, and they need to define logical and efficient
organisational structures.

Recruitment and Promotion

The family firm’s policy on recruitment and promotion is crucial to its
continued success. For a firm with no family links, there should be no
difference of view between the shareholders and the managers on
management succession. Both groups want the best people for senior
posts. The family firm will have the same primary aim, but it may, in
addition, have such secondary aims as maintaining a family interest in
the management of the firm and holding a balance between different
branches of the family. A particularly critical issue for a family firm is
how to ensure that capable non-family managers are both recruited
and retained.

There are two general points which are relevant to recruitment and
training in family firms. The first is that family firms tend to value
hands-on experience more than formal training. Members of the family
are often well-trained in a practical sense, being brought up in a
business atmosphere and working their way through all the activities
undertaken by the family firm. But the very thoroughness of the
practical grounding which the family members have received may
make them sceptical of the capabilities of those who have not shared
that experience and of the benefits to be derived from education and
training of a less specialised kind.

The second point is that the recruitment and training needs of
managers are ongoing, but recruitment from the family will be by
generations, until there is a reasonable family spread to choose from. This
may lead to the appointment of family managers and directors at a much
younger age than would have occurred in a non-family firm. It is,



Organisational Imperatives

however, difficult to combine a promotional pattern for non-family
managers based on increases in responsibility every three to five years
with a cycle for family managers based on the twenty-five year gap
between generations. One of the strengths of the family firm is that its
strategic planning horizon is measured in generations, but the same time-
horizon does not fit easily into the planning of management careers.

The future of a family firm depends on its ability to pick and promote
the right members of the family and, equally, to provide attractive
opportunities to managers from outside the family. The problem with
family appointments is quite straightforward: it is more difficult for the
family to agree on their assessment of insiders (in the sense of members
of the family) than of outsiders. It requires the family to come to terms
with a business hierarchy which may be quite different from the family
hierarchy. The first will be based, in a sense narrowly, on business
competence, while the other takes account of seniority and all manner
of other attributes. A consequence of the family overlay is that the
insiders find it difficult to separate their knowledge of their relations as
members of the family from their experience of them as managers.

The problem of assessing the abilities of family entrants is compounded
when it involves an older generation judging a younger one. To some
extent, the younger generation will be judged by their parentage, a test
which could not be applied to outside recruits. In addition, all the
usual tensions between the generations can be expected to surface —
modern methods versus accepted practice, qualifications against
experience, new ventures as opposed to sticking to the core business,
and so on. It is never easy to promote juniors over their seniors, and
this is especially so within a family. Making the most of what two
different generations of a family have to offer to a business is an issue
that is peculiar to the family firm.
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In practice, there are two distinct policies that apply when bringing
family members into a family firm.

- - Some firms take the view that they will only recruit those
members of the family whom they regard as likely to reach senior
positions.

- - Others will take on any recruits from the family who
are prepared to work hard, provided that they accept they will have
to find their own level with no guarantee of promotion.

Either way, there are advantages in encouraging prospective family
entrants to qualify themselves for executive posts, before joining the
firm, both through study and through experience in other businesses.

In my view, the open-door policy has merit from both a business and a
family point of view. In the first place it is hazardous to judge whether
someone at the start of their career is likely to have the qualities required
for a top job in, say, twenty-five years time in what will no doubt be a
quite different business environment. Firms following this approach are
likely to turn down some good family entrants and appoint some who do
not make the grade or should not have been allowed to do so. From the
family angle, turning down a member of the family who is keen to join
the firm is bound to put a considerable strain on family relationships.

While the open-door policy may leave some family members in not
particularly senior positions, lack of promotion is not as drastic as non-
employment. It is also easier to justify why certain individuals have not
progressed as far as they, or their relations, think they should have
done than to explain why they were refused entry in the first place.
Progress can be related to track record which provides a more objective
basis for argument than recruitment tests and interviews. There is also
a real advantage in having some family members not occupying top
jobs. It counters the myth that the family name is a passport to
promotion regardless of competence.
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The family firm, however, needs not only to make the right family
appointments but to attract non-family managers of the required
calibre as well. The objective of the family firm, as it grows, is to ensure
equal opportunities for all, family and non-family alike. To establish
this objective, family firms may well demand more of their family
entrants than they do of outsiders.

Unless the family interest in the management of a firm can be
maintained, it ceases to be a family firm. But family firms need to
succeed commercially as well as to maintain the family connection. To
do so, they will have to recruit from outside the family. The
introduction of capable non-family managers into the organisation is
an essential step in the development of a family business.

The fact that the family managers think of the firm as theirs is a
powerful source of motivation for them, but can, equally, be a deterrent
to able outsiders wondering whether to join a family firm. What kind
of reservations will career managers have about taking a post in a
family firm and how can they be overcome?

— The first is that a number of the top jobs will be held by family
members, limiting the prospects for promotion.

— Another is that they are unlikely to be able to become shareholders
as well as managers, unlike their family counterparts, so long as the
firm remains in family ownership.

Both are real limitations, but they are ones that can be assessed
reasonably objectively and taken into account by those contemplating
a career in a family-owned business.

More difficult to assess could be their feeling that their standing in
the firm will never be the same as that of the family managers, however
competent they may prove to be. In effect, that power will ultimately lie
with the family and power can be abused or used arbitrarily. If this
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sense of where power lies is generally held in a firm, then it is bound to
limit to some extent the authority of the non-family manager.

Such reservations have to be recognised and dealt with if the family
firm is to recruit outsiders of the calibre it needs. The essential first step
is for the family firm to appreciate that it is going to have to try harder
than competing firms, if it is to attract able non-family entrants. It will
only succeed in doing so if it can offset what outsiders may see as the
inherent disadvantages of joining a family firm.

The next step is for the family firm to be demonstrably even-handed in
the way it trains and promotes family and non-family managers. In
practice this may mean that family contenders for top jobs have to prove
themselves even more thoroughly than their non-family rivals. After all,
it is easier for the outsider who is passed over for promotion to find
another job than it is for the member of the family. Even-handedness in
everything — in giving equal weight to the views of non-family managers
and in ensuring that the family network is not used to bypass the
professional management approach to making decisions — requires
considerable self-discipline. Provided that self-discipline is exercised,
the career opportunities for outsiders should be little different from
those they would have found in a non-family business.

The question of the power of the family remains. That is not something
which the family can set aside of its own volition, because it is a question of
perception as well as of substance. What the family has to demonstrate is
that its influence will be used to the benefit of the enterprise and not to
frustrate the efforts of non-family managers. The family’s concern for the
future of the firm gives an assurance of continuity of purpose. This, in turn,
enables managers to pursue their long-term goals within a stable framework.

What outsiders will be looking for is evidence that a family firm will prove
a rewarding place in which to work. They will want to assess the firm’s
record in innovation, in encouraging everyone in it to make the most of their
abilities and in discouraging office politics — all of which are features of
successful family firms. The advantages which family firms have to offer lie
mainly in the character of their companies and their ability to provide a
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good working environment. Family firms have to make the most of their
strengths, which derive from their standards and values, if they are to be
successful in attracting and retaining able outsiders.

Perceptions of Fairness

For both family and non-family members, it is essential that rewards,
whether financial or non-financial, are distributed fairly and
transparently and accounted for in a clear and precise way.

For members of the family, there is the question of how they are to be
rewarded for their contribution to the business. When a firm is still run
by the original family group, the income of the firm is the income of the
family. There is no call to separate return on capital from pay for work
done. Family members will receive whatever reward the founder
regards as appropriate and payment may be in kind, as well as in cash.

Once there are members of the family who have a share in the
ownership of the firm but are not involved in its management, it
becomes essential to differentiate clearly between

— return from ownership and
- reward for management

Unless this is done, relationships within the family will come under
strain. The family owners are likely to be concerned that the family
managers are taking too much out of the business, while the family
managers may well feel that their contribution is being under-rewarded.

Even if the members of the family directly involved understand and
accept the split between pay and dividends, their spouses may be less
convinced. As the family circle expands, the links between the centre
and the circumference become weaker and the fairness of the way in
which the financial returns from the firm are divided becomes more
likely to be called into question.
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Family
Produce
The Cadbury
Case
continued

When the family and the firm are one, it is not essential to cost out and
control whatever benefits the family receives in kind, such as
discounts on purchases, access to transport, use of the firm’s facilities,
and so on. Such benefits can, however, become major matters of
contention, when some members of the family have access to them
and others do not.

At the heart of the management of relationships in a family firm lies
the concept of fairness. Divisions and ructions within the family can be
caused only too easily through suspicion that some family members are
benefiting at the expense of others, or that the contribution which
some are making to the firm is not being properly recognised. The
problem is to separate family judgements from business judgements
and to be seen to be so doing. This is where independent, outside
counsel is invaluable.
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Governance Structures

Formalising Structure

If family firms are to manage their growth successfully, they have to
adapt their structure to cope with it. At the outset, major decisions are
probably arrived at by the family as a unit, taking their lead from the
founder. Tasks are allocated as they arise. When the firm becomes
larger, a more formal pattern of organisation is required if there is not
to be confusion, overlap and the danger of matters requiring attention
falling through cracks in the structure.

It becomes particularly important to define jobs and the responsibilities
which go with them more clearly when non-family managers are
appointed. Referring back also to the previous section, unless jobs are
reasonably defined there will be no objective basis for determining how
they should be rewarded. It is not, however, simply a question of being
clear about who does what, although that is the essential first step. It
is equally important to divide responsibilities on a logical basis from
the point of view of the business.

The absence of a clear organisational structure and of a board that
can stand back from the day-to-day management of the firm and think
about strategy is likely to cause problems within the family. Family
owners, who are not involved in the running of the firm, are in a
position to view the business from the outside, in a fairly detached way.
They may question whether the firm is being run as efficiently as it
would be if it were organised more formally. Or whether the
fundamental issues concerning its future are being properly addressed
by the directors — such issues as whether the firm should diversify,
merge, seek alliances or even put itself up for sale.

An effective board, in the sense of a board which concentrates on
policy rather than on management, and a logical management
structure are necessary conditions for retaining broad family loyalty in
a growing family firm and for the continued success of the firm itself.

Management
vs. Strategy
The Cadbury
Case
continued
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Corporate Governance Structures

Once a family firm has grown beyond the point where there is a close
identity between the members of the family managing it and those who
share in its ownership, there is every merit in providing a clear and
accepted structural division between the governance of the firm and
the deliberations of the family.

Family Councils = Promoting Dialogue

It makes sense to encourage all the family members with an interest in
the firm to arrange to meet at regular intervals to discuss family and
business issues. Such gatherings may start by being informal, but there
are advantages both to the family and to the firm in moving to some
kind of properly constituted family council or assembly. This involves
deciding who is entitled to membership - for example, should members
by marriage who may not own shares be included? — and it is also
useful to elect someone who can speak for the family, probably the
assembly’s chairman.

Arguably, family shareholders can be treated like any other
shareholders with the opportunity to ask questions and express their
views at an annual meeting. This, however, weakens the link between the
family and the firm, which is what distinguishes the family enterprise from
other forms of business and should be a source of its strength. It also fails
to make the most of the advantages which a family forum has to offer.
A family forum provides a recognised means of communication between
the family and the firm. Family members can debate issues between
themselves and express agreed views through their chairman. In return,
family executives can explain the firm’s plans, policies and progress at
forum meetings. This enables members of the family not in the business
to understand the thinking of the executives and it is an opportunity to
gain their support for the firm’s strategy. At the same time, the existence
of a family forum makes it clear that the forum is the accepted link
between the family and the firm, rather than approaches by individual
family members. If whoever speaks for the forum is not involved in the
management of the firm, the separation between responsibility for the
affairs of the family and those of the firm is complete.
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An example of the advantage to a firm of having a dialogue with family
owners not in the business concerns the character and values of the
enterprise. Family firms have their own individual character, usually
reflecting the beliefs of its founder. A useful role for family shareholders
not involved in the running of the business is to act as guardians of
those values. The executives of a family business have inevitably to
make changes in the operations of the enterprise to maintain its
competitive position. The family members outside the business can
help them to do so in ways which are in line with the firm’s original
philosophy. The obligation on family members, who wish their views
to carry weight, is for them to take the trouble to understand the
reasoning behind executive decisions and to make good use of the
information which the executives pass on to them. Again the views of
the family are relevant when making key appointments, in order to
retain the support of the wider family for those actually engaged in
managing the firm.

The essential point is that there should be no doubt where the power
to make decisions lies. It is solely with the executives in charge of
running the business. The wider family can, however, through its
own forum, provide sound counsel which will assist the executives
in their task. This relationship depends on the executives keeping
the family informed (within the limits of confidentiality) and being
prepared to listen to their views, as well as on the family taking its
advisory role conscientiously.

The Value of a Board

My recommendation to family firms once they have grown beyond the
point where the founder or a family partnership can effectively manage
the firm is to establish a board of directors. This is a means of
progressing from an organisation based on family relationships to one
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that is based primarily on business relationships. The structure of a
family firm in its formative years is likely to be informal and to owe
more to past history than to present needs. Once the firm has moved
beyond the stage where authority is vested in the founders, it becomes
necessary to clarify responsibilities and the process for taking
decisions. It is no longer enough to allocate duties to whoever is
thought to have the time to take them on.

The formation of a board provides the basis not only for a logical
organisational structure, but also for establishing clear lines of
authority and responsibility. This starts with the board, because the
board has to determine which decisions are reserved to it. The board
then determines how the powers which it delegates to executives shall
be exercised. Introducing order into a firm’s structure should not be
seen as an attempt to impose bureaucratic rules, thereby weakening
informal family arrangements which had worked well in the past and
stifling creativity. A decision-making structure which is accepted and
understood by everyone in the firm will avoid confusion, lobbying and
the wasting of time.

A board also offers a means of safeguarding the stability and continuity
of the firm. An organisation based on informal family relationships is at
risk from unexpected rows or losses in the family. A board is better
placed to deal with such shocks to the system and to adapt to inevitable
changes in the business environment than a more hierarchical structure.
It can provide for continuity by bringing members of the next generation
into the board’s council at an appropriate stage and by setting down the
firm’s beliefs and policies for their guidance.

An important advantage of having a working board in a family firm is
that issues of difficulty because of their family implications are more likely
to be dealt with, rather than put off, as they may well be in a looser form
of organisation. Examples of such issues are the retirement of senior
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A Formal
Board
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Case
continued

Corporate Governance Structures

family executives, especially the head of the firm, succession within the
family, the appointment of non-family members to the board and whether
to become a publicly-quoted company. These are incidentally all issues
where the counsel of experienced non-family outside directors could
prove invaluable — a matter which deserves a section to itself.

Two final points to make regarding the value of boards to family
firms relate to strategy and to chairmanship.
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Moving

to Monthly
Meetings
The Cadbury
Case
continued

Family executives in charge of growing businesses are likely to be fully
occupied dealing with the day-to-day manag