
HERE IN THE LIFE CYCLES of business devel-
opment, family leadership, ownership and
continuity across the generations is your
family business? Knowing the answer can

greatly improve both the role and the value of governance
for your family and its enterprise.

Achieving continuity across the generations is a strate-
gic governance challenge that involves a balance between
legacy and renewal of a family's culture, values and busi-
ness practices. The dual governance structures of aboard
and a family council can help foster the right balance as
the family and the business grow.

An evolutionary perspective
on business governance
Virtually all businesses come from modest beginnings.
At the entrepreneurial stage, governance of the business
—and the family, for that matter—is accomplished at the
kitchen table by the founder and his or her spouse. A family
business's first advisory group often consists of longtime
friends whose loyalty and deference can be counted on.
Later, a founder may add independent
advisers with specialized experience.

With each new level of formalized
business governance, a founder's will-
ingness to share information, to be
held accountable and to be evaluated
on the basis of financial performance
and leadership is challenged. In a fam-
ily business, this is a significant test.
At some point in the evolution of a
family company, the value of estab-
lishing a board of independent direc-
tors overrides the advantages of less
formal governance. The timing of this shift depends on the
growth in size and complexity of the business, the owner-
ship configuration and progression from founder to second
generation and beyond.

One of the board's critical roles, for example, is to manage

risk. Outside stakeholders—bankers, vendors and strategic
partners—view a family business with a qualified indepen-
dent board as a more desirable corporate partner. Thus, as
a family firm grows, skilled outside advisers or directors
become ever more important for creating better business
relationships. And as the number of owners increases in
succeeding generations, the board's fiduciary obligation
grows. It is no longer sufficient to have advisers solely
in support of the CEO. Instead, the board should have a
majority of truly independent directors who represent the
interests of all the owners. A well-structured board can
also assist in selection, evaluation and mentoring of next-
generation and non-family leaders.

An independent board's responsibility is to ensure that
the "business will follow the strategic direction set by the
owners and articulated in management's strategic plan.
To do this, the board applies its business acumen to a con-
structive annual review of the strategic plan. Its second re-
sponsibility is to select, guide, evaluate, compensate and (if
necessary) replace the CEO, who is the management leader
responsible for accomplishing the strategic plan. Related to

this, the board assesses annual plans
and results (including management
initiatives, budgets and capital expen-
ditures). An independent board is re-
sponsible for ensuring that accounting
practices are appropriate and financial
reporting is truthful and transparent.
And a board must be vigilant in ensur-
ing that the company follows ethical
business practices and complies with
statutory regulations.

When a family company has reached
the mature stage of development, its

board should have a majority of independent directors,
selected based on the skills and experience needed to help
the business achieve its strategic direction. To ensure strong
links among the board, family and management, the CEO
and another family member should also serve on the board.
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We recommend that the board be chaired either by a fam-
ily member, if one is fully qualified, or by an independent
chairperson who can lead board deliberations and ensure
the board functions successfully as a strategic asset for the
business. For a further discussion of the deveiopmental
stages of family business boards, see The Board of Direc-
tors in a Family-Owned Business by Ronald Zall (National
Association of Corporate Directors, 2004).

Governance responsibilities
of the family owners
Just as the board oversees the business, the family mem-
bers who share ownership oversee the board. This begins
with the family communicating to the board a strategic di-
rection for the company, as well as determining an accept-
able level of risk and setting financial goals for revenue,
profits and dividends. Initially, the board may deem these
"requirements" as unreasonable, and a responsible board
will "push back." Best results are obtained when there is

effective dialogue between the family and the board.
When a board of directors is formed, family owners

should empower it by drafting a charter and recruiting
the directors. Once it has gotten under way, the board has
the responsibility of nominating directors, who then are
elected by the owners at their annual meeting. The family,
of course, may continue to recommend director candidates
to the board's nominating committee.

In addition to defining parameters for the board, own-
ers should create clear policies for company ownership.
They should clarify, in writing, the terms for ownership
succession through shareholder agreements, providing
the means for family members to liquidate their shares
through buy-back provisions, both voluntary and compul-
sory. Other provisions may include stock (or stock-based)
incentives for non-family executives, differentiated voting
and non-voting classes of stock, and a dividend policy. The
shareholder agreement should also deal with emotionally
laden subjects such as prenuptial agreements, divorce,
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retirement and estate planning needs, asset protection,
gifting, charitable trusts and foundations and, potentially,
guardianships and conservatorships.

While ownership succession policies may be relatively
simple to establish in the early generations, they can be-
come far more difficult later on. Indeed, some multigen-
erational families find themselves with hundreds of owners
(some with miniscule amounts of stock) and actually pass
the Securities and Exchange Commission threshold of 500
shareholders of record, at which point the company may
be subject to the SEC's registration and reporting require-
ments. More commonly, ownership policies for a family
business will affect the potential for unwanted outside in-
vestors to buy up the company. Large buy-back transfers to
create liquidity for paying inheritance taxes may, in turn,
affect the capital structure of the company and create havoc
with financing the company's long-term strategy.

Employment policies are another key family governance
responsibility. Setting policy regarding the terms under

which family members may work in the business will af-
fect the motivation and performance of not only the family
members, but also the rest of the workforce. Families also
must establish the terms under which the CEO position is
to go (or not go) to a family member and the role of the
board in determining leadership succession.

As family-owned businesses transition from the second
•to the third generation and beyond, shareholder educa-
tion becomes paramount to retaining family ownership.
Shareholders are at increasing geographic and emotional
distances from the founding family. Their interest in the
business may wane. Becoming passive owners is often a
precursor to selling the business.

There are several other governance policies and practices
that the family should create. As outlined by Glenn Ayres
("Meeting ownership responsibilities through a working
family council," Directors Monthly, August 2006), these
include such items as a code of conduct, human capital
investments in the next generation, and philanthropy. Fi-
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nally, the family must decide whether it should create or
outsource a family office or family investment company.

The family council as a governance solution
When and where are all of these family decisions made?

Just as the business and the board progress from, informal
to formal practices, family governance undergoes a simi-
lar progression. What begins as informal discussions over
meals progresses to more formal communications at family
meetings and shareholder assemblies. As the number of
family owners grows, some families form a family council.
Council members are elected to represent the interests of
their respective family branches; the council's responsibili-
ties and operating practices are codified in writing. Family
councils, much like boards of directors, often form com-
mittees to carry out specific tasks, such as planning annual
meetings and managing other family assets.

In the governance framework outlined above, the most
important responsibility of a family council is to achieve
family consensus and to serve as the channel for family
communication to the board. How well the board repre-
sents the family's interest depends on the family council's
effectiveness in accomplishing this responsibility.

Family councils and continuity
Family businesses have much to teach the rest of the Amer-
ican business community. Signature attributes of success-
ful, substantial family businesses are their patient capital,
long-term leadership and planning ho-
rizons, ethical business conduct, pride
in product quality and commitment to
the workforce and the community.

While there are exceptions, few will
dispute that commitment to owner-
ship and the identification of own
ers with their business is strongest
in family firms. Unlike their counter-
parts elsewhere, family leaders do not
negotiate "golden parachutes" prior to
joining the firm. Many owners do not
even permit discussion of the possibil-
ity of selling the company.

An essential component of this
commitment is the maintenance of
a strong corporate culture and values
system, established by the founder and nurtured by gen-
erations to follow. As described by Richard Narva in a 2001
essay (see www.roseview.com), the family's culture is the
"well-spring" of the corporate culture, and "it is critical that
each generation not only comprehend and remain passion-
ate about the legacy of prior generations, but that they also
write it down." While successors may be able to sustain
the founder's legacy through personal knowledge of the
founder, their successors do not have that same advantage.
And with each new generation, the ties that bind family
and business together attenuate. Indeed, successful family
businesses make it possible for later generations to pursue
their life journeys far afield from their family origins.

In the third generation

and beyond,

shareholders are at

increasing geographic

and emotional

distances from the

founding family.

But simply maintaining a documented set of values is not
enough. In his 1981 book-length essay, Self-Renewal The
Individual and the Innovative Society (W.W. Norton), John
Gardner offers a paradigm that is applicable to individuals,
organizations and society. To paraphrase:

Every fresh idea is rendered moldy within one
generation ... [as] each generation is presented with
victories that it did not win for itself.... Each gene ra-
tion refights the crucial battles and either brings new
vitality to the ideals or allows them to decay.

As if the tension between maintaining and redefining
a family's values is not challenging enough, multigenera-
tional continuity often requires that the "business model be
redefined by the next generation. Even to maintain a niche
business, the next generation at minimum must redefine
its business processes to stay competitive. Growth srategies
call for even more dramatic innovations.

Typically, succession is fraught with resistance by the
older generation, unwilling to relinquish the reins, and
sometimes the next generation, who may be unprepared
to assume leadership responsibilities. The solution, as Er-
nesto Poza writes in Family Business, 2nd ed, (Thomson
Financial, 2006), is for the two generations to act in con-
cert: The senior generation preserves the core values and
practices, while the next generation searches for the ad-
aptation needed to succeed in an ever-changing business

environment. By keeping the business
healthy, the senior generation gives
the next generation freedom to focus
on the future.

The family council is the mecha-
nism by which the family exercises its
ownership responsibilities. Achieving
continuity of family ownership is the
family council's ultimate responsibil-
ity. An effective family council is the
means by which family identity and
values are maintained (and renewed);
business innovation is fostered; and
the family's human capital, financial
investments and philanthropy are
managed.
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