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Abstract: According to agency theory the main role of the board of directors (BoD) is to recognize
and monitor the conflict of interest (Col) between managers and shareholders or between the
majority shareholder and minority shareholders. This monitoring role requires that board members
are able to identify Col situations. In this the code of ethics and code of conduct are regarded guides
for directors, since these codes often contain the Col policy of the firm. The objective of this study is
to understand if a Col definition is sufficient to identify Col situations. The results of a questionnaire
administrated to 18 directors who sit in the boards of several subsidiaries of an Italian listed group
show that directors sometimes fail in recognising Col situations. Thus in order to increase the
effectiveness of the board, companies should provide examples to facilitate its identification and
resolution.
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1 Introduction

In terms of agency theory the main role of the board of directors is to monitor the conflict of interest
(Col) between managers and shareholders (Berle and Means 1932; Eisenhardt 1989; Fama 1980; Fama
and Jensen 1983; Fields and Keys 2003; Jensen and Meckling 1976) and between majority shareholder
and minority shareholders in a firm (Claessens et al. 2000; Morck and Yeung 2003; Shleifer and Vishny
1997). Indeed, the board of directors is considered as one of the internal governance mechanisms
together with concentrated ownership and executive compensation packages (Demsetz and Lehn, 1985;
Fama and Jensen, 1983).

This monitoring role requires that directors are able to recognise Col situations, even their own Col.
In this the code of ethics and code of conduct are regarded guides for directors (Felo, 2001), since these
codes often contain the Col policy of the firm. Previous researches document the presence of a Col
statement within codes of ethics (Brooks 1989; Carasco and Singh 2003; Cressey and Moore 1983; Di
Carlo and Testarmata 2011 and 2012; Hite et al. 1988; Lefebvre and Singh 1992; Gaumnitz and Lere
2002; Kaptein 2004; Singh 2006; White and Montgomery 1980). For example, Cressey and Moore (1983)
examine the contents of 119 codes of American corporations with three dimensions, including policy
(specific issues addressed in the code), authority (what makes the codes policies ethical, morally
necessary or legitimate) and compliance procedures. The conflict of interest was the most emphasized
item in the policy area. Hite et al. (1988) content analyse 67 codes of Fortune 500 corporations,
founding that the conflict of interest is one of the most frequently covered issues. Similar results exist in
the study of Lefebvre and Singh (1992) which use content analysis for the codes of 75 of Canadian top
500 companies. Di Carlo and Testarmata (2011) focus on Col section of codes of ethics issued by 57
Italian listed companies and find that 52 % of those codes ask to resolve the Col (e.g. through recusal
and disclosure) without defining what Col is.

Scholars who have dealt with the Col definition (Carson 1994; Davis 1982, 1993; Davis & Stark, 2001;
Resnik 1998; Thompson 2009) highlight the difficulties encountered for the identification of the
phenomenon, despite the presence of this definition. For this reason, they often support their Col
definition providing various examples in order to facilitate the Col identification (Carson 1994; Davis
1993). In this respect, the code of ethics is fundamental, since it could provide both a Col definition as
well as concrete examples that facilitate its recognition (Di Carlo and Testarmata 2011).
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Even if the code of ethics is adopted by the firm it does not mean that the addresses know or
completely understand its contents, so it was stressed the need to find appropriate means of code
implementation (Schwartz 2004).

A study conducted by Di Carlo (2013) on the knowledge of Col by the Ttalian civil servants showed
that despite the presence of a code of ethics, where asked to deal with the Col, the way in which they
identify the Col is not homogeneous. These differences could be caused by the following factors: 1)
respondents do not know the contents of the codes of ethics so they use their own knowledge to identify
the phenomenon; 2) even knowing the contents they appear inadequate for the Col identification.

The objective of this study is to understand if a Col definition is sufficient to identify Col situations,
assuming that individuals are fully aware of that definition. In order to achieve this objective, a
questionnaire was administrated as part of a training course on ‘Conflict of interest and corruption’ to
the subsidiary boards of a multinational group with a holding company listed on the Italian Stock
Exchange. In answering the questionnaire they have a possibility to learn the Col definition contained in
their code.

Our findings indicate that: (1) the Col recognition is not an easy task; (2) directors sometimes fail in
recognising their own Col, thus they do not activate remedies provided to deal with it; (3) the Col is
often confused with other forms of conflicts (e.g. conflict of commitment); (4) some directors give to the
Col an extremely negative connotation considering it as a form of corruption (i.e., an opportunistic
behaviour); (5) some form of corruption (e.g., cronyism and nepotism) are not considered as corruption,
while some others (e.g. the capture) are not known.

The reminder of this paper is organised as follows. The next section presents the theoretical
framework. Section 3 focuses on the concept of Col, differentiating the actual Col from the potential and
apparent ones. Section 4 distinguishes the Col from the opportunistic behaviour, while Section 5
discusses Col from conflict of commitment and the competing interests. The methods are presented in
the Section 6. The results from the questionnaire and the main findings are subsequently discussed in
Section 7. The last section summarises the basic results, addresses the potential implications for
researchers, practitioners and regulators, and discusses the limitations of the study.

2 Theoretical Framework

Agency theory was established on an essential argument on the conflict of interest. Indeed that theory
focuses on the agency problem type I and II. The former is connected to the Col that characterizes the
relationship between managers and shareholders (Berle and Means 1932; Eisenhardt 1989; Fama 1980;
Fama and Jensen 1983; Jensen and Meckling 1976) while the latter on the Col between majority
shareholder and minority shareholders (Claessens et al. 2000; Morck and Yeung 2003; Shan 2013;
Shleifer and Vishny 1997; Young et al. 2008).

However, scholars seem to underestimate the need to deeply define what Col is, for example, what
kind of private interests may cause Col situations, as well as in which way they may conflict or interfere
with the interest of the shareholders, stakeholders or firm.

It may depend on three main reasons: (1) Col does not need to be defined, because of the assumption
that the meaning is already well known, indeed often codes of ethics do not define the Col even if these
codes ask to deal with it (Di Carlo 2013); (2) the idea that is more useful to characterise something by
explaining the range of meanings ascribed either explicitly or implicitly, but with the risk that two
directors of the same company interpret the same situation in different way (Friedman 1992), for
instance, one sees the conflict while the other does not; (3) the wrong assumption that the concept of
Col is just the other side of the coin of independence, and the concept of directors’ independence has
received much attention from corporate governance scholars (Kaplan and Reishus 1990; Mace 1971;
Morck 2008).

Moreover, corporate governance studies as well as the codes of best practice seem not to resolve many
important issues, such as the differences between potential, apparent, and actual Col, even if the terms
potential and apparent are often recalled by these codes (Di Carlo and Testarmata 2011).

Thus, in recognizing and managing directors’ Col it is extremely important to distinguish and clearly
define the three different types of directors’ Col: actual, potential and apparent Col (Davis, 1993;
Resnik, 1998). Indeed each type of conflict requires specific remedies to deal with it.
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The discussion will follow the framework presented in Figure 1 that contains the elements that
characterise the Col as well as those that allow distinguishing the Col from corruption, conflict of
commitment and competing interests. That distinction is important considering that the term Col can
be confused with these other terms (Resnik 1998; Werhane and Doering 1997).

Conflict of
interest definition
Primary interest Secondary The secondary interest
of the principal interest of the actually,
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Figure 1. Conceptual framework (Source: author elaboration)
3 Defining Actual, Apparent and Potential Conflict of Interest

3.1 Actual Conflict of Interest

The actual (or real) conflict of interest is the situation where a director has a secondary interest tending
to interfere with the interest of the principal. The Col is regarded as ‘actual” when it occurs during the
decision-making process of the director. Thus, when the director is required to act independently,
without interference, the secondary interest tends to interfere.
The definition contains the following three key elements (Figure 1):

— primary interest of the principal;

— secondary interest of the director;

— the secondary interest of the director tends to interfere with the primary interest of the

principal.

3.1.1 The Primary Interest

The ‘primary interest’ of the director is referred to the duty that he/she has in reaching the interest
of the principal. The term for the principal is normally referred to the shareholders, stakeholders or firm
(Di Carlo and Testarmata 2011).

The shareholder approach derives from the shareholder theory, for which the agents (managers) have
a moral obligation to maximise the value of the principals (the shareholders) (Friedman, 1970). The firm
is seen as a legal fiction, an instrument owned by the shareholders to maximise their profit. In this
theory, the interest of the firm coincides with that of shareholders. Thus, when codes of ethics and
scholars refer to the conflict of interest with the firm (Carasco and Singh 2003; Orts 2001; Schwartz et
al. 2005) it may coincide with the conflict of interest with the shareholders or the firm.

The most recent stakeholder theory draws attention to the need to balance the value creation for
sharcholder with the protection of the interests of the stakeholders (Freeman, 1984). This theory
recognises that there is an ethical dimension, in addition to economic and legal ones, as well as a moral
duty for those who govern the company to consider the rights of all those involved (Donaldson and
Preston, 1995). The stakeholder theory is born with the idea of overcoming a personal finalism and
proposes a wider finalism, which must be translated into ethical principles of managerial behaviour.
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Some scholars, mainly in the field of company law (Keay 2008; Ireland 1999; Stout 2013), consider the
firm as a separate institution from all its stakeholders. This approach is followed by the organic theory
and social entity theory (Lan and Heracleous, 2010). According to that idea a situation can be in Col
with the firm but in line with the interest of the shareholders. It could be the case when the
management has an interest in manipulating the financial statements to increase the market value of the
company and thus his/her compensation. The manipulation could satisfy both the interest of the
management and that of the short-term shareholders, causing damage to the firm and the other
stakeholders in the long-term (e.g. Enron).

3.1.2 The Secondary Interest

The ‘secondary interest’ is typically a financial gain and could be seen as an extrinsic motivation.
Individuals are ‘extrinsically motivated if they are able to satisfy their needs indirectly, especially
through monetary compensation’ (Osterloh and Frey 2000, p. 539). Financial conflicts are may be the
easiest to identify, but they may not be the most influential. The agent can also have non-financial
(personal) interests (Thompson 2009). Indeed, secondary interest may also include desire for professional
advancement, recognition for personal achievement, and favour to friends and family (Foster 2003).
Referring to the board members, Orts (2001, p. 129) points out that the private interest can conflict
with firm interests in two related ways: financial and personal. The Col that arises from divergent
financial interests includes three common situations: (1) salary and compensation, (2) taking corporate
business opportunities, and (3) mergers, acquisitions, and the sale of corporate control.

Furthermore, while for some scholars the private interest must have a tangible value for the agent
(Boatright 1992) for others the private interest can also include a desire without tangible value (Carson
1994; Davis 1982). For example, for the former if the director is tempted to hire the candidate who
supports his/her football team, this desire to promote the interest of that party does not generate a Col,
due to the lack of tangible private interest for the former. In this regard, Borden and Pritchard (2001)
point out that ‘not every factor that might interfere with one’s judgment creates a conflict of interest |..]
What is necessary for a conflict of interest is another interest, the presence of which inherently threatens
to interfere with the independent exercise of judgment’ (p. 80).

It does not mean that the desires without tangible private interests are not able to influence the agent
behaviour. However, this potential distortion should be controlled through the compliance with the duty
of impartiality (or non-discrimination), not through the Col policy. In code of ethics impartiality is
considered as core moral value (Schwartz 2005).

3.1.3 The Tendency to Interfere

There are different terms used by scholars and code of ethics to describe what happens to the primary
interest when the agent has a secondary interest (Di Carlo and Testarmata 2012) (i.e. the secondary
interest: interfere; influence; conflict; undermine; contrast, etc.).

In the proposed definition (third element of the Col definition) the author uses the term ‘tends to
interfere’ (Figure 1) suggested by Resnik (1998) and Davis (1982) in order to emphasize that the
interference of the secondary interest occurs with varying intensity depending, among the other things,
on the value of the director’s secondary interest and the importance assumed by that interest. Resnik
(1998) argues ‘tendencies admit of degrees [..] When it comes to conflicts of interest, some situations
tend to undermine our judgment or will more than others’ (p. 392). It is not adequately considered that
the Col may have different degrees of severity (Thompson, 2009), depending on the likelihood of undue
influence and of the seriousness of harm or wrong.

According to Resnik (1998) definition of Col, focusing on director’s decision-making, the secondary
interest tends to interfere in two ways: 1) with the proper exercise of judgment (impairment of the
judgment); 2) with the director’s ability to fulfill his/her fiduciary duty (corruption of the will). Both of
these cases can have adverse impact on directors’ objectivity and trustworthiness.

According to Davis (1982), judgment is a form of cognitive activity, such as decision-making,
observation and evaluation. The judgment requires more than mechanical rule-following or common
sense. The Col tends to impair the judgment, and can lead to make unsound decisions, observations and
evaluations.

The judgment could be impaired in two ways by the Col (Davis 1982; Resnik 1998). First, the Col
may bias a judgment. A director who is asked to assess a manager who is also his/her relative is likely
to make a biased assessment. People who know this bias can compensate for it. Using the Resnik’s
example, it can be said that this situation is likely when one has a thermometer consistently
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underestimates air temperature by two degrees centigrade then he/she can correct this bias by making
adjustments in the temperature recorded (Resnik 1998). Second, a Col may render a director’s judgment
unreliable. A director with biased judgment makes errors that are slanted or skewed in a particular way.
In this case, the director’s judgment is like a broken thermometer that in some situations overestimates
temperature, in others underestimates it. For example, in the previous situation one might expect the
director will give a positive evaluation on the manager since the familiar link (biased judgement). But
the director might try to compensate for his impairment and make too many critical observations
against his relative, and these observations are likely to be unreliable.

Moving to corruption of the will, Resnik (1998) observes that ‘the will is that part of the person that
transforms cognitive states into actions’ (p. 389). Many situations of director’s Col involve corruption of
the will instead of impairment of the judgment. Differently from bias of the judgment, in corruption of
the will director may know how to carry out his/her duties, but he/she tends to fail to do so because
he/she ignores these duties in order to satisfy his/her private interest. For example, a director may fail
to comply with the procedure provided by the firm to approve a transaction with a party that is related
to the director.

3.2 Apparent Conflict of Interest

The apparent (or perceived) conflict of interest is the situation where a director has a secondary interest
that appears to outside observer(s) to interfere with the interest of the firm (Figure 1).

Indeed, an apparent Col exists when a reasonably well-informed outside observer could have a
reasonable apprehension that the secondary interest interferes with the primary interest of the principal
(Davis, 1993; OECD, 2005; Resnik, 1998). Outside observers may include, for example, other board
members, shareholders, the press, and members of the public.

All Cols involve perceptions or appearances because they are specified from the perspective of people
who do not have sufficient information for assessing the actual motives of a decision maker and the
effects of those motives on the decisions themselves (Lo and Field 2009).

Simply the presence of a secondary interest is enough to say that an apparent Col exists, since the
outside observers cannot evaluate the interference of the secondary interest on the primary one.

Thus, the need to deal with Col of the agents is based on two propositions: 1) they must avoid
situations in which private interests can affect their duties; 2) situations where there is the appearance
of a Col must also be avoided, if only because protestations of innocence and integrity may be
impossible to judge.

In U.S., the apparent association between corporate fraud (e.g. Enron and WorldCom) and related-
party transactions (RPTs) leads the Sarbanes-Oxley Act of 2002 (Section 402) to prohibit listed
companies from extending, arranging or renewing personal loans to or for their directors and executive
officers (Gordon et al., 2004). The tendency of firms might be to prohibit or to hide RPTs, reporting
them as transactions with unrelated parties (Gordon et al. 2004, 2007; Kohlbeck and Mayhew, 2010),
when the benefit deriving from their conclusion or disclosure could be outweighed by costs associated
with the decrease of share market value, even if the RPTs are not engaged for expropriation purposes,
instead they are concluded in the interest of the firm and their outsiders. RPTs can generate an
apparent Col and at the same time they can be beneficial to the firm.

Agency theorists have proposed internal and external governance mechanism (e.g. board of directors,
ownership structure, market for corporate control, legal environment) a long time ago to prevent or
resolve the apparent and actual Col (Gillan, 2006).

3.3 Potential Conflict of Interest

The potential Col is the situation where a director has a secondary interest that could interfere in the
future with the interest of the principal. For example, directors who have family and/or professional
relationships with the management or the main shareholder are in potential Col, as well as directors
who have financial interest in customers (i.e., director has a partial ownership in a company that buys
goods from the firm) or supplier of the firm, since these ties could bring an actual Col in the future.
These parties are all related to the directors.
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A way to manage such potential Col is to ask directors and managers to disclose these related parties,
in order to choose, for example in case of future transactions with them, the best instruments to deal
with (e.g. prohibition and/or recusal). In this regards, in Italy the Italian Security Exchange
Commission (Consob) has introduced a Regulation (No. 17221/2010) containing important innovations
in this area, which requires a disclosure of any potential conflict of interest.

The difference between apparent and potential Col is that in the former the self-interest (second
element of the Col definition shown in Figure 1) may be just apparent, whereas in the latter the self-
interest exists, consequently the potential conflict could turn into a real conflict in the future.

3.2.1 Potential Conflict of Interest in Agency Theory

In agency theory the potential conflict of interest stems from the fact that the holders of the residual
claims on the firm, the owners (principals), are different from managers (agents) that exercise the rights
of control of the company (Berle and Means 1932; Eisenhardt 1989; Fama 1980; Fama and Jensen 1983;
Jensen and Meckling 1976). Therefore, the interests of managers are not naturally aligned with that of
the shareholders, since the former are considered as opportunistic and self-serving. However, the concept
of the private interest of the agent is not perfectly comparable to the concept of secondary interest used
in the proposed Col definition (Section 3.1).

The difference mainly lies on the fact that the private interest of the agency theory is potential and
derives from the separation between the ownership and control and from the homo economicus
assumption (self-interested), while the secondary interest of the proposed definition is specific and
clearly identifiable, since it refers to actual private interests.

Regarding this issue, Baysinger and Hoskisson (1990) state that ‘agency theory suggests that this so-
called separation of ownership and control is economically efficient, despite the noted potential for
conflicts of interest’ (p. 75).

As theorized by the agency theory, the private interest of the manager would be to take advantage of
future situations with the company putting him/her in concrete situations of potential and actual Col.
However, it is the specific situation that puts the manager in a potential, actual or apparent Col as
previously specified. Therefore, the CEO of a company is seen by the agency theory as a person who will
try to put himself/herself in situations that can allow the extraction of private benefits. In that sense
according to the agency theory the CEO is in potential Col. To solve this potential Col agency theory
suggests implementing corporate governance mechanisms including both internal (board of directors,
managerial incentives, capital structure) and external governance (market for corporate control,
regulation) mechanisms (Denis and McConnell, 2003; Gillan, 2006).
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Figure 2. Potential Col in accordance with agency theory and with the proposed definition

However, according to the proposed definition (Section 3.2) the CEO will be in a concrete situation of
potential Col if, for instance, his wife, as related party, sets up a business that becomes a potential
supplier of the company (Figure 2). Thus it is important that the CEO discloses the situation of risk (i.e.
the related-party) even if the company does not have yet relationships with his wife’s company. This
potential Col will become an actual Col when the CEO has the discretion to decide from whom to
purchase goods for the company. Also this situation must be disclosed giving the possibility to the
directors to exercise their monitoring role activating the Col policies (e.g. recusal of the CEO from the
decision-making process, prohibition of the transaction). If the transaction is detrimental to the firm it
means that the actual Col has been transformed into an opportunistic behaviour. Even if the
transaction is beneficial for the company (as well as for the CEO), the Col, at least the apparent one,
persist for the outside observers. The full disclosure of the way the firm managed that conflict may
reduce the perceived Col. The related party transaction policies and procedures are fundamental in this
contest, since they ensure the fairness and transparency of transactions. For instance, the firm can
mitigate the appearance of Col having a procedure that forbid the CEO to decide a transaction that
involve his/her related party.

Moreover, differently from our definition of potential Col, it seems that for agency theory the term
‘potential Col’ is used as a synonymous of ‘potential opportunistic behaviour’. This element is not
trivial, given that managing the behaviour of a potential harm is different from managing a situation of
potential risk of harm (McMunigal 1998, 2001).

In that sense, all the executive directors are in a position of potential Col. Actually, they are unlikely
to aggressively monitor and evaluate the CEO, by virtue of their employment with the firm (Jensen and
Meckling 1976; Rosenstein 1987).

For this reason, codes of best practice of corporate governance distinguish executive from non-
executive directors. The latter may have or not have the attribute of independence. The non-
independent directors (or affiliated or ‘grey’ directors) have potential Col (Weisbach 1988), since they
have a family and/or professional relationships with the firm or firm management, so they maintain
special relationships with the firm (Felo 2001). Although they are not employees, they may have been
co-opted by management or the major shareholder through family and/or business ties. Independent
directors are those with no current business ties to the firm on whose board they serve, nor employed in
an occupation that might cause them to seek to ingratiate themselves to firm management.
Consequently they may protect the interests of the principals more effectively than do other directors.

Sometimes the conflict with the primary interest of the firm is not evident for outside observers, since
there is not a visible secondary interest (e.g. a familiar link or a related party transaction). One case is
that of management entrenchment where managers can make investments that are more valuable under
themselves than under alternative managers. ‘By making manager-specific investments, managers can
reduce the probability of being replaced, extract higher wages and larger perquisities from shareholders,
and obtain more latitude in determining corporate strategy.” (Shleifer and Vishny 1989, p 123).
Moreover managers could be oriented to maximize their own utility function that includes: power,
prestige, firm size, etc., but, in doing so, do not maximize profit (Marris 1964).

The unobservable Col is not disciplined by the Col policy contained in the code of ethics, but through
internal and external governance mechanisms (Shan 2013).

4 From Conlflict of Interest to Opportunistic Behaviour (Corruption)

The literature on Col is consensus that Col is a situation, not a behaviour like the phenomenon of
corruption that includes many forms of opportunistic behaviour. In corruption the secondary interest of
the agent prevails on the primary interest of the principal, causing damage for the latter (Figure 1).
Managers and directors are then corrupted (i.e. behave opportunistically) when they extract private
benefits, damaging the firm and/or its stakeholders.

However, a Col situation may be followed by a correct behaviour of the agent, if the primary interest
prevails. Moreover, in case of a just apparent Col, the interest of the agent may be perfectly aligned
with that of the principal.
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Thus the main difference between Col and corruption lies in the fact that the former is a situation of
risk (sometimes even just apparent) while the latter is a harmful (or opportunistic) behaviour
(McMunigal, 2001). In this sense corruption includes any form of abuse of power for private benefits:
bribery, embezzlement, fraud, extortion, favouritism, and nepotism (Andvig et al. 2001; Tanzi 1998).

As stated by Carney (1998) corruption can be considered as the final stage of conflict of interest.
Moreover, all cases of corruption include conflict of interest, whereas the opposite does not always hold
good. Besides, corruption most often is a crime, conflict of interest incorporates a wide circle of various
types of behaviours, the majority of which are not classified as crime (Carney).

Unlike the corruption, the Col is characterised by a much wider scope of social and economic relations,
most of which cannot be classified as a crime. For that reason Col situations are not regulated by the
law, but rather by codes of ethics or conduct (so-called soft law).

Indeed, the problem arises when the Col situations are not properly managed, in view of the harmful
effect that the degeneration of the Col is able to produce. In particular, it refers to the phenomenon of
corruption, which finds its antecedent in situations of unmanaged Col. As stated by the Organization
for Economic Cooperation and Development (OECD), ‘when Col situations are not properly identified
and managed, they can seriously endanger the integrity of organizations and result in corruption in the
public sector and private sector alike’ (OECD 2003, p. 13; see also ADB/OECD 2008, p. xiii;
Transparency International 2009).

One of the major problems with Col is that there is still a widely held view that Col is equal to
corruption (McMunigal 1998; Williams-Jones 2011). But Col is not a crime. As a result of this negative
connotation, the term Col loses much of its utility, in practice, because of the risk of representing a
barrier for activating the remedies to deal with it (Connolly 1996, p. 1555; Schneider 2010, p. 600). Even
some scholars that analyse the code of ethics of corporations classify the Col as a form of conduct
against the firm (Carasco and Singh 2003; Kaptein 2010; Lefebvre and Singh 1992; Singh 2006).

5 Conflict of Interest, Conflict of Commitment and Competing Interests

Impairment of the judgment and corruption of the will (see Section 3) allow distinguishing Col from
conflict of commitment (Figure 1). Often people fail to understand the difference among them (Resnik
1998; Werhane and Doering 1997). A conflict of commitment or an appearance of conflict of
commitment occurs when directors have different obligations that may conflict or place excessive
demands on their time, effort, energy. This is the case of the ‘busy’ directors that sit on more than one
board at the same time (Eisenhardt 1989; Fama and Jensen 1983; Fich and Shivdasani 2006). Therefore,
the conflict of commitment does not necessarily undermine the judgment or the will (Resnik 1998), but
it may reduce the time, the effort and the energy to serve each board. This is the reason why the codes
of self-discipline of corporate governance for listed companies normally recommend directors to take into
consideration this aspect when they accept the directorship.

‘The directors shall accept the directorship when they deem that they can devote the

necessary time to the diligent performance of their duties, also taking into account the

commitment relating to their own work and professional activity, the number of offices

held as director or statutory auditor in other companies listed on regulated markets

(including foreign markets) in financial companies, banks, insurance companies or

companies of a considerably large size’ (Borsa Italiana 2015, p. 7).

Another important difference is that between Col and competing interests (Foster 2003; Jenik and
Julius 2009). Sometime they are used as synonymous. However, competing interests occur when the
agent has different alternative solutions for achieving the primary interest of the principal (Jenik and
Julius 2009, p. 16). The competing interests may lead to the cognitive conflict (Forbes and Milliken
1999), also commonly referred to as ‘task’ or ‘constructive’ conflict. It has been found to be beneficial for
decision-making in top management teams (Amason 1996).

Thus, in competing interests the secondary interest of the agent is not present (Figure 1). However it
cannot be excluded that also the cognitive conflict may be just apparent, hiding an actual Col. It could
be the case when directors seem to engage in a constructive conflict whereas they are just trying to
protect their (sometime invisible) private or personal interests.
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6 Methods

This paper builds on explanatory single-case study by Yin (2014) based on a questionnaire
administrated in 2013 to 18 directors who sit in the subsidiaries boards of a non-family Italian listed
group. The questionnaire (see the Appendix) was submitted before these directors attended a course on
Col and corruption held by the author.

The draft questionnaire was pretested and validated by five independent experts to ensure
appropriateness and none overlapping of question structure. One of the experts was the General Counsel
of the listed business group, while the other academic experts organised the course.

Two months before that course the HR department of the parent company sent the author a list of
the potential participants (62 directors of 32 subsidiaries) with the indication of their name and surname,
the role in the board and the name of their subsidiaries. There were 12 CEQOs, 6 chairmen, 3 CEOs and
chairmen (i.e., in a situation of CEO duality), 41 non-executive directors among of them including 12
female directors. The subsidiaries are mainly wholly-owned by the parent company.

Five days before starting the course the HR department sent an email to the directors containing the
link to the online questionnaire. The response rate was 29 % (18 directors). Since the content of some
questions (e.g. do you think of having found yourself in situations of conflict of interest in the past?), it
was decided not to ask for respondents’ demographic details (e.g. sex and age), and their role in the
board (e.g. executive or non-executive) as all these elements could give the impression to the
respondents of being identifiable, limiting further the response rate.

The first part of the questionnaire (Tables 1, 2 and 3) was designed aiming to understand: if the focus
group supposes to know what the Col is and if it is able to describe the differences between Col and
corruption.

After that, directors had to read the section (2 pages) of their code of ethics dedicated to the Col
policy. This code was issued by the holding company and is mandatory also for its subsidiaries. Thus all
the directors of our focus group, despite belonging to different subsidiaries, must comply with the same
code of ethics. The pre-reading creates homogeneity in the respondents in terms of knowledge of the Col
policy eliminating the risk that the different way to recognise the Col depends on the fact that some
may not know the content of that policy.

The Appendix does not contain the content of that policy in order to maintain the anonymity of the
firm, given that it is listed and its code is easily downloadable from the corporate website and therefore
findable through an internet search engine. However the definition of Col is in line with the definition
gave in Section 3.1, since all the three elements of the definition (primary interest, secondary interest
and tendency to interfere) were present.

As emerged in the previous discussion the content of the three elements is not universally accepted.
Thus, the incorporation of the three elements draws into question the validity of subsequently
incorporating them in a questionnaire and drawing conclusions from the answers. However, our aim is to
understand if a Col definition is sufficient to identify and assess Col situations (i.e. if directors give the
same content to the three elements of the definition). In this regard the focus group is particular useful
since the definition of Col contained in the code of ethics is in line with our definition. In addition that
code does not give any example of Col that guides directors through the Col identification.

For what concerns the primary interest, the group adopts the shareholder approach, since in the
mission it is declared that the objective of the firm is to generate value for its shareholders.

The code of ethics does not cite the apparent as well as the potential Col. However, the concept of
apparent Col is indirectly present in the Article 2391 of the Italian Civil Code. Thus, if directors fail to
recognise the apparent Col those rules will not be applied. In Italy this article is the most important in
the regulation on directors’ Col, providing that: (i) if a director has a personal interest in a transaction
(also if not necessarily conflicting but simply competing with the interest of the company), he/she must
disclose it to the board of directors, and if he/she is also a managing director, he/she must abstain from
carrying out the transaction deferring any relevant decision to the board of directors; (i) if the
company is managed by a sole director, he/she must disclose the interest to the general shareholders’
meeting; (iii) the board of directors’ resolution must properly explain the transaction’s reasons and
convenience for the company.
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Thus, pursuing the Italian Civil Code directors have to disclose also the apparent Col. Indeed, even if
they believe that their secondary interests are aligned with that of the firm they must disclose those
interests. Indeed the apparent Col exists when a secondary interest is present regardless of the fact that
this interest actually interferes with the primary one. The compulsory disclosure requested by the Italian
regulation allows the other board members to understand the reasons and the convenience for the
company of such transaction. Moreover, since transactions with directors are considered as related party
transactions they have to follow the Consob regulation, disclosing them in the annual report following
the rules of International Accounting Standard 24 (Enriques 2009).

After directors read the content of the Col policy, Table 4 asks several questions to understand their
ability to recognise the Col and its different typologies, as well as to distinguish that phenomenon from
other types of conflict (i.e., conflict of commitment and competing interest). For each question directors
had the possibility to come back to the content of the code and read the Col definition. Those questions
are then fundamental in our reasoning, since they aim to understand if the knowledge of a Col definition
is sufficient for the Col identification.

The purpose of the design of the question contained in Table 5 was to understand what is the content
directors give to the primary interest of the firm and thus if they are fully aware of the fact that the
objective of their firm is to create value for shareholders. As discussed earlier, directors may give to that
concept different content: interest of the shareholders, stakeholders or the firm it-self (Section 3). One
situation may conflict with the interest of shareholder but can be in line with that of the stakeholders or
the firm.

The first question of Table 6 asks the directors if the definition they read in their code is sufficient to
identify the Col situations represented in Table 4, while the second question asks the directors to give
suggestions to improve the Col policy in order to improve the Col recognition.

The questions of Tables 1, 3 and 4 allow for a ‘Yes’, ‘No’ or ‘I do not know’ answer, while those of
Tables 2, 5 and 6 are open-ended questions.

7 Results and Findings

7.1 Contflict of Interest or Corruption?

In Table 1 the answers to the question Q1 are extremely promising, since 94.4 % of the focus group
claims to be able to define what Col is. This positive result may depend on the fact that the
questionnaire was administered before starting a course on Col and corruption, thus it could be expected
that the answers may be affected by the so-called social desirability bias (King and Bruner 2000;
Middleton and Jones 2000; Paulhus and Reid 1991). This effect leads the respondent wishes to provide
the answer that is most ‘socially acceptable’ (say the ‘right thing’) rather than speak his/her true
feelings. It may be expected that this effect would be particularly strong for directors given that one of
their main roles is to monitor the managers’ Col.

The high percentage of ‘Yes’ to Q1 may also arise from the illusion of the respondents that they are
able to define the Col, thanks to their knowledge and skills. However, this positive illusion is questioned
by the sample itself when asked if it is able to recognize Col situations when they occur (Q4), since
77.8 % says ‘Yes’ while 22.2 % answers ‘I do not know.” Consequently among those who said of being
able to define the Col there are some who claim not to be able to recognize it.

Particularly relevant are the answers to the question that asks the sample if it knows the difference
between actual, apparent, and potential Col (Q2). The percentage of those who claim to know this
difference is just 22.2 %.

In order to understand what is the actual concept of Col that directors really have it was not only
asked if they know the difference between Col and corruption, but also to define the two phenomena.
Thus, Table 2 groups the most common open-ended responses. Some directors see the Col as an
opportunistic behaviour, an abuse of power (Al and A2), rather than as a situation of risk, confirming
our initial doubt.

This way of seeing the Col is not just incorrect, but it could be a strong limit to the activation of
remedies provided: if one believes that the Col is an abuse of power, he/she hardly activates, for
example, the remedy of disclosure (Section 4).
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In addition, from the open-ended responses of Table 2 it emerges that no one mentions the possibility
that Col could be also just apparent, since the respondents try to define the actual Col or the potential
one.

Questions of Table 3 ask which of the seven points listed (nepotism, cronyism, bribery, conflict of
interest, embezzlement, favouritism, capture) are forms of corruption. Although only Col is not
corruption (Section 4), respondents seem to have different opinions. Only the bribery is regarded as
corruption by all respondents. These answers may depend on the fact that in Italy only the crime of
bribery is considered as corruption by the law, pursuant the Article 318 and 319 of the Italian Penal
Code.

Hence, pursuant the Italian Penal Code, the boundaries of corruption are smaller than seen in the
corruption definitions given by the literature.

7.2 Usefulness of the Conflict of Interest Definition Provided by the Code of Ethics

Tables 2 and 3 show that respondents do not give the same contents to the elements that characterise
the definitions of Col and corruption. The different answers may be resulted in two reasons: 1) directors
do not know the content of the code of ethics; 2) directors know the content of that code but it is not
sufficient to distinguish Col from corruption.

For these reasons, after the questions of Tables 2 and 3 directors were asked to read the Col policy
containing in their code of ethics, in particular the Col definition. After that reading the respondents
had to say which of the situations listed in Table 4 falls within the Col phenomenon.

Some situations represented in Table 4 are undoubtedly not Col situations, while others may fall into
the categories of actual, apparent or potential Col. The aim of these questions is to understand if board
members interpret in the same way the definition of Col read in their code, answering to one of our
research questions: Is the knowledge of the Col definition sufficient in order to identify that phenomenon?

Moreover, the last column of Table 4 is added (so it was not present when the questionnaire was
submitted) in order to provide evidence what are the Col situations that directors have to disclose
adopting the Article 2391 of the Italian Civil Code. As observed before, this article asks to disclose even
the apparent Col.

From the answers it is clear that even if directors use the same definition of Col they recognise the
phenomenon in different ways, evidencing that the definition is not sufficient.

7.3 Primary Interest of the Principal in the Conflict of Interest Definition

Table 5 contains the most significant answers to the open-ended questions that asked what might be the
primary interest in the Col definition. Some directors are shareholders oriented (A7) while others are
stakeholders (A10) or firm (Al, A2, A4 and A5) oriented, or without a clear orientation (A3 and AG).
As said earlier, the holding company clearly states in its mission that its objective is to create value for
the shareholders.

One of the elements of the Col definition is the primary interest that directors have the duty to
achieve (Section 3.1). If the content of that element is not specified (i.e., what the interest of the firm
should be) there is a risk that directors will have different opinions on this aspect. In particular, it may
lead to recognise Col in different ways and to have confusion when directors are faced with different
solutions for achieving the primary interest (i.e., in case of competing interests).

7.4 Suggestions to Improve the Conflict of Interest Policy

In the last part of the questionnaire (Table 6) it was asked to the directors if the Col definition
contained in their code and read before answering to the questions of Table 4 had been useful in order
to recognize the Col situations. The possible answers ranged from 1, ‘definitely No,” to 5, ‘definitely
Yes.” The average score was 3.78.

Then directors were asked to give suggestions in order to improve their code for what concern the Col
recognition. One respondent says that the definition is ‘clear but generic so it could be understood in a
restrictive way’ (Al). Another says that ‘it should be added an annex explaining better the scope of the
conflict of interest that is likely to be interpreted only in the financial aspects’ (A2). These answers
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confirm that in order to recognise the Col it is necessary to clarify the content of the three elements
(primary interest, secondary interest, tendency to interfere) since individuals could interpret these
elements in different ways. In this regard one answered that the Col recognition ‘just depends on my
level of expertise on the subject’ (A8).

Several directors suggest including examples in order to facilitate the recognition of the phenomenon
(A4, A5 and A10). This is consistent with the scholars who found necessary to give numerous examples
to better explain their Col definition (Carson 1994; Davis 1993).

8 Conclusion and Remarks

Agency theory recognises a central role to the board members in monitoring the potential Col. However,
to the best of our knowledge, prior studies did not adequately investigate this monitoring role for what
concern the ability to recognise specific actual, potential and apparent Col situations.

The codes of ethics normally contain the Col policy, however the term ‘conflict of interest’ is seldom
defined. Moreover, even when defined, codes do not specify the content of the three elements of the
definition (i.e., primary interest, secondary interest and tendency to interfere) with the risk that
directors give to the three elements different meaning. The consequence is in that they share the same
definition but the way they identify the Col is different.

Our results confirm this risk and suggest that the definition of Col is not sufficient to identify the
phenomenon, also when that definition is deeply known. Therefore, it is not the knowledge of the code
of ethics, at least as regards the management of Col that allows individuals to adequately deal with that
conflict. Consequently, the instruments normally suggested in order to disseminate the code (e.g.
publication on the company website, distributing to the target stakeholders, sign statements of
knowledge of the principles of the code) are not effective if the Col policy only define the phenomenon.

These results have several implications for researchers, practitioners and regulators.

First, researchers on corporate governance should focus more attention on the Col as an antecedent of
opportunistic behaviour of insiders (managers and shareholders). The Col policies should be added to
the internal and external governance mechanisms that have as objective to deal, not with the specific
Col situations (actual, potential and apparent), but instead to the potential Col that arises from the
separation between ownership and control (Section 3.3). Chugh et al. (2005) point out that while
individuals are able to recognise the Col of others they may fail to recognise their own Col. The results
of our study show that it is not just a cognitive bias, since it may depend on an intrinsic difficulty in
recognize the phenomenon of Col. These considerations seem to be particularly useful for studies on
board behaviour.

Second, regarding practitioners, it is recommended to improve the quality of the code of ethics in the
section on Col, through numerous examples that can facilitate the identification of the phenomenon, as
suggested by the directors of our sample. The method of ‘question-and-answer’, contained in some codes
of conduct and publications on the management of Col intended for public employees (e.g. ADB/OECD
2008; OECD 2005) appears to be particularly useful in this regard.

Third, another indication is given to whom have dealt with the ethical codes for the board of directors.
For instance, Schwartz et al. (2005) identify six core ethical values to be followed (honesty, integrity,
loyalty, responsibility, fairness, citizenship). Commenting that of loyalty they say ‘in order to be
considered acting with loyalty, directors should avoid [..] engaging in potential or apparent conflict of
interest transactions’ (p. 91). It is suitable to clearly define what potential and apparent Col are.

In Ttaly the clarification of the definition of apparent Col is necessary because the legal concept of Col
is based on that type of conflict (Section 5.1). As seen, Article 2391 of the Civil Code calls for directors
to report any interest they have in a certain task. The answers to the questionnaire have indicated that
some of our respondents would not consider some situations within the apparent Col, even when they
are. It follows that Article 2391 may not be applied properly.

Fourth, it is also appropriate to provide specific ethics program on Col that includes not only code of
ethics or code of conduct but also ethics training and ethics officers. For what concern the ethics
training, comparing opinions of trainees during the lesson is an extraordinary opportunity to bring out
the importance of managing the Col, included the apparent one. Giving a certain situation for some
individuals finding themselves in Col is not a problem while for others it is. The former could learn from
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the reaction of the latter the relevance that assumes the reliable of the judgement. Ethics trainings are
an effective way to underline the necessity to be not only independent but also to appear independent.

Schwartz et al. (2005) observe that ethics courses specific to board members allow them to
understand their ethical responsibilities, often challenged by situations of Col. For what concern this
last aspect, the most important task of a specific training course on Col is to raise awareness among
individuals with regard to situations of risk that may find themselves, questioning their natural illusion
to be considered more moral, competent and deserving than others and, therefore, less attacked by Col
situations (Chug et al. 2005). Individuals, in fact, seem to have a psychological barrier to the recognition
of Col, so as to make it invisible even to themselves.

The ethics courses should also make people understand the gravity of other forms of corruption, such
as nepotism, cronyism, which otherwise are likely to be underestimated.

Finally, it would be appropriate that code of ethics better defines what is meant by primary interest
in the Col definition. In fact, while for some it may be the interest of the company, for others such
interest may coincide with that of the shareholder. In the latter case requested by the shareholder at
odds with the interests of the company may be considered legitimate.

For the regulators, as occurred in the public sector — where numerous documents on how recognise
and manage the Col have been published (ADB/OECD 2008; ICAC/CMC 2004; OECD 2003, 2005) — it
would be appropriate that organizations that issue the codes of self-discipline for corporate governance
have the same attention. In particular, these codes might contain a clear definition of Col as well as
typical explanatory examples of the phenomenon.

9 Limitations

The main limitation of the paper is the number of respondents in the case study. Since only 18 responses
were received, it is difficult to apply statistical methods to the results or to sub-analyse responses. For
example, using cross tabulation or correlation analysis. Thus, this study should be followed by an
econometric verification, so as to ensure the generalizability of the results.

Moreover, the actual questionnaire was in Italian so it is hard to tell to what extent concerns arise
from the translation. Thus, if for example the same questions were asked to a sample of UK directors
they may give different content to the terms as ‘nepotism’, ‘cronyism’ etc. However, it confirms that
using these terms without specifying their content and making concrete examples, may limit the
effectiveness of the code of conduct.
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Appendix

Cover sheet

The purpose of this questionnaire is to understand how well you know the phenomena of conflict of
interest and corruption.

Reply with serenity and sincerity, with the certainty of absolute anonymity.

I would be grateful not to change the answers, once given, not to skew the results of the analysis.

Table 1. Conflict of interest and corruption

Yes No I do not know
Q1. Are you able to define what conflict of interest is? 94.4% 00.0% 5.6%
Q2. Po yo.u know(the difference between actual, apparent and potential 92.9% 61.1% 16.7%
conflict of interest?
(J3. Have you ever heard about the difference between the actual, 92.9% 72.9% 5.6%

apparent and potential conflict of interest?

Q4. Are you able to recognize a conflict of interest when it occurs? 77.8% 00.0% 22.2%

@5. In the past, do you think of having found yourself in situations of 50.0% 50.0% 00.0%
conflict of interest (also not in this company)? ) ) '

Q6. Are you able to describe the difference between conflict of interest

) 88.9% | 00.0% 11.1%
and corruption?

Table 2. Differences between conflict of interest and corruption

Open-ended responses given to the following question: ‘Can you describe briefly what is, in your
opinion, the difference between conflict of interest and corruption?’

Al. Conflict of interest: decisions for the benefit of the personal sphere of who decides; Corruption: decision taken
to have a private financial gain

A2. Conflict of interest occurs when, by virtue of a liability, you are taking behaviors that are not impartial.
Corruption is a fraudulent behavior to reach a goal

A3. The conflict of interest is a situation in which personal interest may conflict with business and professional
interests. Corruption is the implementation of the conflict itself

A4. The conflict of interest is a situation of potential conflict between the role of an individual and the individual’s
private interests that may conflict with the decisions to be taken. Corruption. Favours, in the face of dation of
money and other benefits

AS5. The conflict of interest is when I have to decide and I have a personal interest not in line with the Company’s
interests; Corruption is when I give something to another in order to obtain a contract or to influence a decision

Table 3. Forms of corruption

Which of the following are forms of corruption? Yes No I do not know
1. Nepotism 27.8% 44.4% 27.8%
2. Cronyism 55.6% 16.7% 27.8%
3. Bribery 100.0% 00.0% 00.0%
4. Conlflict of interest 11.1% 72.2% 16.7%
5. Embezzlement 66.7% 33.3% 00.0%
6. Favouritism 44.4% 27.8% 27.8%
7. Capture 11.1% 00.0% 88.9%
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Below the conflict of interest policy extracted by your Code of Ethics. Read it carefully before answering
the following questions.
[Omitted to Maintain the Anonimity of the Company]

Table 4. Using the definition of conflict of interest above, are you able to identify which of the following situations

are in conflict of interest?

I do Adopting
Yes No not the art. 2391
Kno of the Italian
" | civil Code
Q1.1 am in charge of personnel (but not the owner) of a
priv‘ate company and I have to. decide if hiring one of my clos'e 83.3% 16.7% 00.0% Yes
family member who, however, is the most competent person in
the labour market to play a certain role
Q1.1. In Q1, if I were also the owner of the company with
’ 38.99 61.19 00.0 Y
100% of the shares & % % s
Q1.2. In Q1, if I were also the owner of the company with 77.8% 92.99% 00.0% Yes

51% of the shares
Q1.3.In Q1, if I were in a public administration 83.3% 11.1% 5.6% Yes

Q1.4. In Q1, if my family member were not a competent

100.0% 00.0% 00.0% Yes
person
@1.5. In Q1.4, if I were also the owner of the company with 66.7% 33.3% 00.0% YVes
100% of the shares
Q1.6. In Q1.4, if I were also the owner of the company with 04.4% 5.6% 00.0% Yes

51% of the shares
Q2. 1 am a manager and I have to choose between two

alternative investments (one excludes the other). The former
generates a return for shareholders higher than the second. 16.7% 66.7% 16.7% No
However, from environmental sustainability point of view, the
second investment is preferable to the first.

3. I am a manager and I carry out parallel activities forcin, N N N
@3. T an 8¢ Ly omp & o91a% | 000% | 5.6% No
me to fail to commitments with my company

Q4. 1 am a member of the board and I have to express a judgment on the following operations (da 4.1 a 4.3):

(Q4.1. hire as manager a member of my family, but I am a
person with sound moral principles and therefore I do not get 66.7% 22.2% 11.1% Yes
influenced. The family tie does absolutely not affect the choice.

@4.2. purchase legal services from the agency of a board
member. Given that such director is a graduate in my own

. L . 77.8% 22.2% 00.0% No
university is my age and supporting my own team, I feel a
strong desire to favour him
(Q4.3. hire as manager a family men?ber of the majority 83.3% 16.7% 00.0% No
shareholder to whom I owe my appointment as board member.
Q5. I.am the purchasi'ng lﬁallager of my compam}f7 and now 88.9% 00.0% 11.1% Yes
my wife (or husband) is hired by one of my suppliers
Q6. 1 am the purchasing manager of my company, and I must
decide whether purchase insurance services from the company 72.2% 16.7% 11.1% Yes

where my wife is employed
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Table 5. Interest of the firm in the conflict of interest definition

Open-ended responses given to the following question: ‘Very briefly, what do you think is the
interest of the company referred in the code of ethics above?’

Al. Do not let external factors may affect the decision to the detriment of the company

A2. Economic, financial, image of the firm, safequard integrity

A3. Prevent as much as possible

A4. The image and corporate integrity

Ab5. Do not precede personal interests that may interfere with and hamper the ability to take decisions in the
interest of the firm

A6. Avoid any kind of favouritism

A7. Mazimize the value of the firm for shareholders, controlling risks and being transparent to the market in
accordance with the principles expressed in the Code of Ethics

AS8. Ensuring that shareholders / stakeholders management of the company that is based on the principles of
ethics

A9. Mazimizing the value, the maintenance of reputation
A10. The interest of its shareholders and other stakeholders

Table 6. How to improve the conflict of interest policy

Do you think that the definition of conflict of interest has been sufficient to detect situations of conflict of
interest? (Definitely No=1; Definitely Yes=5): Average 3.78

Motivate the previous answer, and if the score is less than or equal to 4, what do you propose to improve the

conflict of interest recognition?

A.1. Tt is clear but generic so it could be understood in a restrictive way.

A.2. Tt should be added an annex explaining better the scope of the conflict of interest that is likely to be
interpreted only in the financial aspects

A.3. Everything is perfectible

A.4. Explain a number of examples / situations more difficult to interpret for the avoidance of doubt

A.5. Prepare and distribute to the parties concerned examples of application of the rule that help to identify the
conflict of interest

A.6. Generic - to deepen my knowledge about the higher risk situations (eg, purchases, collaborations)

A.7. The text is clear but I think the key lies in the ability of the individual to internalize in a profound way the
concept of ethics

A.8. Tt just depends on my level of expertise on the subject, so I cannot respond well.

A.9. Information campaign

A.10. Enclose the text clear examples
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