Chapter 5
CORPORATE GOVERNANCE
Learning objectives

After studying this chapter you will be able to:
· Appreciate the development of the corporate governance codes of best practice.

· Discuss the factors that influence the role of auditors in corporate governance
· Describe the role and responsibilities of the Audit Committees in corporate governance

· Explain the differences between mandatory and voluntary codes of corporate governance

· Critically assesses the role of executive and non executive directors within corporate governance.

· Identify the benefits of a working relationship between the audit function and the audit committee as a cornerstone of corporate governance.

· Compare and contrast several theoretical frameworks that are applied to the corporate governance discipline.

Introduction

Corporate governance is about the separation of ownership and control. The directors run the company but in reality the shareholders own the company. The separation of ownership and management creates a situation where the shareholders have to trust the judgement of those running the company; this creates a situation where corporate governance has to function within a framework of accountability, openness and integrity due to expectations of those releasing funds into the organisation.  The management have been trusted to run the company in the interest of the shareholders and other stakeholders.  If information was freely available to all the shareholders and even the stakeholders in the same format at the same time, corporate governance would not be an issue. This separation between those who direct and manage the organisation as compared to those who own the organisation is referred to as the agency theory. There is a need for corporate governance codes of practice is to indicate whether directors are maximising shareholder returns, keeping business risk at a reasonable level, ensuring that they are not becoming too dominant, and that they are receiving reasonable remuneration for the work that they undertake in directing the organisations that they govern. 
Corporate governance is also about best practice and how a company is controlled and administered. This includes the relationship between various stakeholders, namely the board of directors, the shareholders, the management, employees, customers, suppliers and the regulators. An important theme of corporate governance deals with issues of accountability and fiduciary duties, essentially advocating the implementation of guidelines and mechanisms to ensure good behaviour that protects shareholders, and in today’s corporate social responsibility requirement, it includes the protection of society and the environment.
In defining corporate governance it can be said that it deals with accountability, transparency and integrity that advocates the framework that engenders good behaviour by the board that in turn gives shareholder protection.  From the perspective of the shareholder the expectation of sound corporate governance is to display whether directors are maximising shareholder returns, keeping business risk at a reasonable level, not becoming too dominant, and receiving reasonable remuneration. A best practice approach encompasses other stakeholders not merely the shareholders and the directors. 

‘Good corporate governance is essential to the effective operation of a free market, which enables wealth creation and freedom from poverty.’  Financial Reporting Council  2006
The high number and high value of corporate scandals during the first years of the 21st century have had a dramatic affect on corporate governance. Not only have there been serious frauds, such as Enron and WorldCom, but the credit crunch in the US mortgage market of 2007 and resulting fall out with the banking sector have all highlighted some serious governance failings. These events have had a profound impact that affects confidence in governance on a worldwide  scale. These incidents have had repercussions   on how governance requirements have been resolved. The main factor has been the increase on compliance requirements leading to high costs through completion of the relevant documentation and the increased amount of audit necessary to give the assurance expected. 

Corporate governance codes:

These deal with such matters as:

· the proper constitution of the board – including the presence of non-executive directors, and proper appointment mechanisms via an appointments committee
· the proper arrangements for the remuneration of directors – including the existence of a remuneration committee 

· the proper mechanisms for shareholder relations – both for institutional investors and for private investors
· the role of accountability and audit – covering financial reporting, internal control, risk management and the existence of an audit committees. 

Source www.accaglobal.com
According to the Financial Reporting Council publication of 2006, ‘the UK approach combines high standards of corporate governance with relatively low associated costs…..there is a relative lack of prescription as to how the company’s board organises itself and exercises its responsibilities’.
  
Corporate Governance developments 
Corporate Governance has been an evolutionary process within the UK, which came about as a response to various external events and the increased demands for accountability from different sectors of society. As a consequence various reports with their own recommendations for codes of best practice have been issued in the UK since 1992, resulting in the current Financial Reporting Council’s Combined Code on Corporate Governance 2003 and amended in 2006.  


‘the UK’s system of business regulation, which is principles based rather than rules based, reduces the cost to global businesses of introducing procedures to comply with detailed regulations, many of which unnecessarily constrain business practice and innovation.’ FRC 2006.
In the late 1980s a number of high profile collapses of prominent UK companies occurred in rapid succession, these caused ripples of discontent throughout the auditing and accounting profession not to mention the business environment. These collapses included for example Maxwell Communication Corporation, Bank of Credit and Commerce International (BCCI), Ferranti International plc, PollyPeck International plc, and Barings Bank. These failures were mainly attributed to the presence of weak governance systems, a poor system of oversight of the directors of the board and the concentration of too much control in the hands of a small number of top executives.
A summary of the issues that drove the UK profession and governance to react in this way include the following:

· Looseness in accounting standards that led to misinterpretation either on purpose or unintentionally rendered a lack of consistency in accounting information.

· Absences of clear framework for ensuring that directors kept under review the internal control mechanisms and risk management within their business.

· Competitive pressures placed on companies made it difficult for auditors to stand up to boards of directors when there were issues of concern. 

· Problems within the business environment with certain private sector companies with mismanagement, failures and scandals hitting the headlines on a regular basis, leading to a fall in confidence levels towards the auditing profession. Examples of frauds include , the collapse of the Bank of Credit and Commerce International (BCCI), the Robert Maxwell pensions funds scandal, Barings Bank, and PollyPeck.
· Denationalisation of the utilities within the UK led to controversy over levels of pay and bonuses paid to directors.

To summarise there were four key issues
1. Creative Accounting

2. Business Failures and Scandals

3. Directors’ Pay

4. Short -termism

Source www.acca.org.uk
The financial scandals that occurred during the latter part of the 20th century led to the publication of a number of reports as outcomes of various reviews. These reviews and subsequent reports became the recognised names of corporate governance reform in the UK during the latter part of the 20th century, namely Cadbury, Greenbury, Hampel and Turnbull. These reports attempted to improve the accountability of powerful directors, impacted on the role of the auditor, and were seen as the reaction by regulators to respond to the public’s perception of the problems linked with corporate governance.

During the late 1980’s and early 1990’s therefore a number of initiatives began to emerge where the objective was to provide support, guidance and protection for those within the business environment. The first of these initiatives was the review instigated in May 1991 by the Financial Reporting Council, the London Stock Exchange and the accountancy profession. In 1991 a committee was set up to investigate and report on the financial aspects of corporate governance. This committee was the Committee on the Financial Aspects of Corporate Governance and chaired by Sir Adrian Cadbury. The resulting Cadbury Report became the forerunner of a series of reports designed to improve corporate governance within UK companies. 

Corporate governance in the UK focuses on the relationship between the company and the shareholders, not between the company and the regulator. There is a strong push towards encouraging good communication and dialogue between the board and shareholders on corporate governance issues. Shareholders have voting rights which bring with them rights to information (that is set out in company law and also in the London Stock Exchange Listing Rules), which in turn requires the board to be accountable to the shareholders.
Cadbury Report 1992

Sir Adrian Cadbury’s report: The Financial Aspect of Corporate Governance (1992) focused on the potential abuse of power and the need for openness, integrity and accountability in the decision-making process of an organisation. The Cadbury report was published in December 1992 and “aimed to improve information to shareholders, reinforce self-regulation and strengthen auditor independence”.  It advocated that “boards of listed companies should publish a report on the effectiveness of their systems of internal control and that auditors should contribute to the reporting process; the directors’ service contracts should not exceed three years without approval by the shareholders; and each listed company should establish an audit committee of at least three non-executive directors”. 

The Cadbury Code of Best Practice outlined key aspects for:

· Clear division of responsibilities and procedures to be adopted by the board in the way it controlled and directed the company 

· There should be independent non-executives and appropriate remuneration of directors
· Terms of executives contracts to be no more than three years

· Audit Committee should be formally constituted as a sub- committee of the main board to whom it should report on a regular basis. It should meet at least twice a year and include within its membership at least three non-executive board members, independent of the senior management.
· Compliance with code to be stated in the annual report of all listed companies in the UK. (In June 1993, compliance with the code was made an obligation for all public listed companies by the London Stock Exchange, failure to do required an explanation).
· Auditors were to review the director’s statement of compliance with the code prior to its publication in the annual report
Audit Interest in the Cadbury Report
The Audit interest in the Cadbury report was mainly due to the identification focus placed on controls and reporting.  Directors were now expected to report on the effectiveness of internal control systems which are key to any audit  activity.
· The Board has to ensure an objective and professional relationship with auditor.
· By responding the Directors to give a balanced and understandable assessment of the company’s position it clearly distinguishes between the role of director and auditor.
· Directors are required to explain their responsibilities

· The Directors are expected  to report on the company’s position as a going concern which clearly identifies the specific role of the director
· Directors should establish an audit committee of at least three non-executive directors with clear terms of reference providing a mechanism for auditor appointment and liaison with the board.
· There should be transparent procedures for the appointment of new directors to the board 

· Re-election at least every 3 years with a formal transparent policy on the remuneration packages for directors were important in terms of the audit appointment and audit activity.  Remuneration packages and executive bonuses were an issue in 1992 and still remain an issue today.
A major implication for auditors was the recommendation for the establishment of Audit Committees.
Greenbury report 1995

In 1995 a committee was set up to review the remuneration of directors, headed up by Sir Richard Greenbury, its remit was to examine directors’ pay in response to public concern over perceived salary excesses. The committee and its resulting report stated that it “aimed to provide an answer to the general concerns about the accountability and level of directors pay; argued against statutory control and for strengthening accountability by the proper allocation of responsibility for determining directors’ remuneration, the proper reporting to shareholders, and greater transparency in the process”.  The Greenbury report produced the Greenbury Code of Best Practice which was divided into four sections, 

· remuneration committee, 

· disclosure, 

· remuneration policy and 

· service contracts and compensation.  

The report recommended that UK plc's should “implement the code as set out to the fullest extent practicable; that they should make annual compliance statements; and that investor institutions should use their power to ensure that best practice is followed”.

The Greenbury report sometimes referred to as the Greenbury Code set out to establish a framework for director remuneration outlining:

· The creation of a remuneration committee to be composed of non-executive directors to review the remuneration of executive directors;

· The full disclosure of director’s pay packages, including pensions by the remuneration committee via the annual report to the shareholders;  

· Shareholder approval to be sought for any long -term bonus schemes;
· Compliance with code to be stated in annual reports;
· Privatised utilities to review directors’ pay packages;
· Avoid service contracts longer than two years, and for compensation cases to shorten the period of notice to less than one year;
These recommendations were included in the Stock Exchange Listing Rules from October 1995.

Hampel report 1997

Included within the Cadbury report was a recommendation that a review of corporate governance codes should be undertaken by a successor body. This successor body in 1997 was the Committee on Corporate Governance; chaired by Sir Ronald Hampel, hence  the Hampel Committee. The outcome of the committee’s review, the Hampel Report contained the findings of Cadbury and Greenbury, combined with its own recommendations which with the co-operation of the London Stock Exchange resulted in the production of The Combined Code: Principles of Good Governance and Code of Best Practice (1998). 
The Hampel report recommended that the auditors should report on internal control privately to the directors; the directors should maintain and review all (and not just financial) controls; and companies that do not already have an internal audit function should from time to time review their need for one”.  The report also introduced the Combined Code that consolidated the recommendations of previous corporate governance reports”.

This Combined Code consolidated all previous reviews into this one report and it reaffirmed that internal control was a major issue for both the financial and operational health of an organisation.  It also illustrated that corporate governance was an important issue for regulatory bodies, indeed the code became mandatory for all organisations coming under the London Stock Exchange listing rules from December 1998, a statement of compliance was to be included in the annual report to shareholders. 

This Combined Code contained principles and detailed provisions in two parts:

· Principles of good governance;

· Code of best practice.

The report concluded that directors should assume responsibility for monitoring both financial and non-financial risks and controls. 
Hampel report in brief

· Board to supervise the work of senior executives;
· Role of non executive directors to be extended to encourage companies to think long term, these directors to be paid in shares;
· Encourage institutional shareholders to vote. Better opportunities for small investors to put forward proposals at company meetings;
· Small companies given exemption from Cadbury;
· Directors to state that they have conducted a review of the internal controls – change of focus from effectiveness. 
The elements of the Combined Code

The Combined Code sets principles on the subjects of directors’ roles and appointment; directors’ remuneration; shareholders; and accountability and audit.  In this final category, one of the principles deals with internal control, which is what the next report focused upon.

Turnbull report 1999 (Turnbull 1)

During 1999, the ICEAW
 set up a working party under the chairmanship of Nigel Turnbull, its objective was to assess how company directors could meet the new requirements placed upon them when monitoring and reporting on internal controls as outlined in the Combined Code in the Hampel report. 
The Turnbull report provided guidance to assist companies in implementing the requirements of the Combined Code relating to internal control; recommended that where companies do not have an internal audit function, the board should consider the need for carrying out an internal audit annually; and recommended that boards of directors confirm the existence of procedures for evaluating and managing key risks”.  

This Turnbull review expanded on the internal control provisions of the Combined Code and focused on the importance of internal control and risk management review by the directors. The review was expected to cover all controls, including financial, operational and compliance controls and risk management.  The Code also required companies that did not have an internal audit function, to consider the need for one from time to time.

The Turnbull report stressed the requirement and expectation for directors to maintain and review the effectiveness of internal control.  Corporate boards were required to ensure they had appropriate and sufficient procedures in place to obtain the assurance necessary for internal control confirmation, including its need for an internal audit function.  A statement from boards on the presence and operation of internal control in the statutory annual report was made a requirement of compliance.  If boards could not give the full disclosure they were required to explain their reasons, this is where the term comply or explain originated. The guidance recommended that internal control should be embedded within processes and that an organisation should be able to apply the guidance in a manner best suited to its circumstances and using a risk based approach.
Turnbull, in recognising that the board had responsibility for the system of internal control, insisted it should be regularly assuring itself that appropriate processes were functioning effectively in order to monitor risks. This assurance was invariably being provided by the internal auditors, which in turn meant a change in their role as internal auditors. Hence, directors had to disclose in the annual report as a minimum that appropriate processes had been put in place and, explain how they had reviewed the effectiveness of the processes. The reverse side meant that failure to report required an explanation as to why they as directors were not complying with the code.
The review produced its findings under the report title -The Turnbull Report: Guidance for Directors on the Combined Code (1999) which also acknowledged that directors could delegate aspects of review work to committees, including the audit committee and thus, audit committees, previously experienced in dealing with financial risk and controls, were called upon to broaden their remit and adopt a more challenging stance, becoming the cornerstone of corporate governance in the process. 

The Turnbull Report ‘Internal Control: Guidance for Directors on the Combined Code’ was taken on board by the London Stock Exchange who in turn followed what had been a requirement after Hampel where it now required listed companies to comply with the recommendations of the Turnbull report from 2000 onwards.

Turnbull in brief 

· Evolutionary shift in focus to managing organisational risk i.e. expanding the focus beyond the financial aspects of business.
· Channels opened up to allow internal audit to report on weaknesses

· Creating a flexible system that can respond to change

· Periodic review all aspects of internal control systems

· Companies to disclose details of Internal Control reviews in annual reports.

· Boards should maintain sound systems of internal control to safeguard shareholder investments and company assets

Smith and Higgs Reports 2003 

In the period between 1999 and 2003, various external events made a review of the existing corporate governance codes essential.  For example, director’s pay was an increasing area of national anger, while corporate scandals around the world focused all regulatory regimes to consider the robustness and effectiveness of existing corporate governance requirements.  

In January 2003 a Financial Reporting Council appointed group, chaired by Sir Robert Smith published a report called “Audit Committees – Combined Code Guidance”, which was aimed at defining and strengthening the role of audit committees following the recent US scandals such as Enron and WorldCom.  Audit committees now play a key role in effective corporate governance, and are considered as the cornerstone of corporate governance.  An audit committee has to have non-executive directors, and is responsible for liaising between the full board, internal audit and external audit. 

At the same time Derek Higgs published a report called “Review of the Role and Effectiveness of Non-Executive Directors”, which was aimed at improving corporate governance in the UK; it also endorsed Sir Robert Smith’s recommendations that non executive directors assist audit committees in increasing their effectiveness. The Higgs report included a suggested revised Combined Code to supersede the 1998 Hampel Combined Code. It incorporated proposals from both the Higgs and Smith reports. 

The recommendations that the Smith report proposed were;

· the company chairman must not be an audit committee member; 

· at least three members of the committee should be independent non-executive directors

· at least one member of the committee should have significant, recent and relevant financial experience

· appointments to the committee should be for up to three years extendable for up to two additional three year periods

· the audit committee chairman and committee members must be given induction and continuing training which should cover, among other things, the role of internal and external auditing and risk management.

The Smith report recommends that the audit committees must play a role in;

· monitoring the integrity of the financial statements of the company 

· reviewing any financial reporting judgements that appear significant
· reviewing the company’s internal financial control system 

· reviewing the risk management policies of the company unless there is a separate risk committee.
· monitoring and reviewing the effectiveness of the company’s internal audit function

· recommending to the board their opinion on the external auditor’s appointment,(in the event of the board’s rejecting the recommendation, the committee and the board should explain their respective positions in the annual report)

· monitoring and reviewing the external auditor’s independence, objectivity and effectiveness, 
· developing and implementing a policy on the agreement in respect of the external auditor undertaking any non-audit services, (taking into account relevant ethical guidance in respect of non-audit services)  

The recommendation for these roles stemmed from the major concern expressed by the public in respect of the independence of auditors.  Sir Robert Smith said “The report I am publishing develops and codifies the role of audit committees, building on current best practice.  I believe its implementation will raise British corporate governance standards and help to maintain our position among leaders in the field. The guidance we propose will strengthen the hand of audit committees without breaking the unitary board structure”. 

The new roles and responsibilities given to audit committees by Sir Robert Smith have in relation to the audit function and provided new opportunities for auditors to enhance their standing and display their worth within companies and organisations.

The recommendations that the Derek Higgs proposed in his report were that;

· at least half the members of a company’s board, excluding the chairman, should be independent non-executive directors

· no individual should chair more than one FTSE 100 company

· the roles of chairman and chief executive should be separated. 

The report ensured that the board had leeway to have;

· an increased level and type of material to review;

· an established independence criteria for non-executive directors; and 

· a detailed outline of the role and responsibilities of non-executive directors.

Financial Reporting Council Combined Code 2003 

The recommendations from these two reports resulted in the publication in July 2003 by the Financial Reporting Council of the revised UK Combined Code on Corporate Governance; it superseded and replaced the Combined Code issued by the Hampel Committee on Corporate Governance in June 1998.  The Code applied to reporting years beginning on or after 1 November 2003.

The 2003 Combined Code requires listed companies to report to shareholders on their compliance with the following key provisions; companies must give reasons for any areas of non-compliance.

The main features of the FRC Combined Code are as follows: 

· The creation of new definitions for the role of the board, the chairman and the non-executive directors; 

· More open and rigorous procedures for the appointment of directors and from a wider pool of candidates; 

· A formal evaluation of the performance of boards, committees and individual directors, enhanced induction and more professional development of non-executive directors; 

· At least half the board in larger listed companies to be independent non-executive directors, with a definition of independence of non-executive directors; 

· The separation of the roles of the chairman and the chief executive to be reinforced; 

· A chief executive should not go on to become chairman of the same company; 

· A closer relationships between the chairman, the senior independent director, non-executive directors and major shareholders; and 

· A strengthened role for the audit committee in monitoring the integrity of the company’s financial reporting, reinforcing the independence of the external auditor and reviewing the management of financial and other risks.

The overall aim of the Combined Code is to enhance board effectiveness and to improve investor confidence by raising standards of corporate governance. 

The revised UK combined code 2003 provides new requirements on the guidance of audit committees. There should be a strengthened role for the audit committee in respect of monitoring the integrity of the company’s financial reporting, in reinforcing the independence of the external auditor and in reviewing the management of financial and other risks.

A major change in the Combined Code was the modification of the Code’s structure to include not only main ‘principles’ and ‘provisions’ but also ‘supporting principles’, thereby allowing companies to have more flexibility in how they implement the Code. This was especially important for the smaller to medium sized company who could not fulfil the requirements of the code as it stood.
Source www.accountingstandardsboard.com
These modifications enabled greater flexibility in terms of allowing the board chairman to chair the nomination committee; 

· A clarification of the roles of the chairman and the senior independent director (SID), emphasising the chairman’s role in providing leadership to the non-executive directors and in the communication of shareholders’ views to the board; 

· Enabling smaller listed companies below the FTSE 350, a relaxation of the rule on the number of independent non-executives to 'at least two' instead of 'at least 50%'; and undertaking a rigorous review instead of a special explanation when non-executive directors are re-elected beyond six years.


The 2003 Combined Code on Corporate Governance in brief

The 2003 Combined Code requires listed companies to report to shareholders on their compliance with the following key provisions, giving reasons for any areas of non-compliance:

· Division of roles for the Chair of Board and CEO of company.
· A check on board effectiveness. 

· Level and transparency of remuneration. 

· Adequate controls for both financial and non financial risks.  

· Improvement in the dialogue with institutional investors.

Corporate Governance Combined Code 2003

Recommended Committees

The Audit Committee

The audit committee is a key element in good corporate governance; it has responsibility for a range of audit related matters and in particular the company’s relationship with its auditors.  The audit committee is regarded as a cornerstone of corporate governance.
The remit for the audit committee includes;

· all committee members must be independent directors

· at least one member must have recent and relevant financial expertise

· members’ period of service should not exceed nine years

· the committee must be involved in the appointment and dismissal of both 

internal and external auditors

· audit committees must have annual procedures to ensure the independence and

objectivity of the external auditor which should involve a consideration of all

relationships between the company and the audit firm (including the provision 

of non-audit services)

· overseeing the work of Internal and External Audit and reviewing the scope and results of audits

· a separate section of the annual report should describe the audit committee’s

work

· the audit committee chair should be present at the AGM to answer questions.

Audit Committees – key working practices and features, as outlined within the Combined Code 2003
The Audit Committee should be independent of the executive management of the company and, unless there are good reasons of impracticality, should be independent of the Finance Committee.
The Audit Committee should report its advice directly to the Board of directors or in the case of not for profit organisations the Governing Body. 

The Audit Committee must be given sufficient resources and authority in its relationships with the Board, management and other appropriate parties, including external and internal auditors, to fulfil its responsibilities.

The Audit Committee must be given written terms of reference, which deal adequately with its membership, authority, goals and duties. The terms of reference and membership of the Committee should be disclosed in the annual report and accounts. The terms of reference should be periodically reviewed to ensure that they remain relevant and appropriate. 

The Board must ensure that an appropriate officer is assigned responsibility to establish and maintain effective mechanisms to inform the Audit Committee members of relevant reports and other publications which impact on the Committee’s work. The officer responsible could, for example, be the Secretary to the Audit Committee.

The Audit Committee must comprise of at least three members. Non-executive members should be in the majority. At least one member should have a background in finance, accounting or auditing but membership should not be drawn exclusively from people with such a background.

In order not to jeopardise, or to be perceived to jeopardise, the Audit Committee’s objectivity or independence, a number of restrictions on membership may be necessary or advisable, such as the Chair of the Board and the Chief Executive must not be a member. 
The precise duties of the Audit Committee should be determined by the Board in the light of the company’s needs. These duties should normally include reviewing and advising the board in relation to:

· The systems of internal control 

· Internal audit 

· External audit (including consideration of annual financial statements) 

· Such advice to the Board as the Committee considers appropriate. 

The audit committee is required to review the company’s internal control procedures, review financial statements, assess the risk management procedures and be aware of the whistle blowing procedures established by the company. However in doing this it is recognised that any such system of controls can only provide reasonable and not absolute assurance against material misstatement or loss. The Audit Committee will be concerned not only with internal financial controls but also with the wider aspects of internal control, including the identification of key business risks, non-financial controls, compliance with laws, and regulations as well as evaluating their financial implications and establishing policies for managing those risks.   
The independence of the Audit Committee is essential, hence the role played by non-executive directors.

The Nominations Committee
This committee is responsible for overseeing the appointment, and re-appointment, of Board members, again, independence is key to this committee.  The Committee should consist of a majority of independent non-executive directors, and is to make recommendations only – it is for the whole Board to make appointments.  Its role usually includes:

· identifying the skills and experience required on  the Board

· overseeing the recruitment process, including appointing ‘head-hunters’

· vetting candidates and making a recommendation to the Board.

Some nominations committees may also have a more proactive role in succession planning.

The Remuneration Committee

The remuneration committee oversees the remuneration policy in respect of the Executive Directors and the implementation of the policy.  

The duties of the remuneration committee include:

· recommending the overall remuneration policy

· determining targets for any performance related pay or bonus schemes

· setting individual remuneration packages within the policy

· setting policy regarding pensions and service contracts

· reporting to shareholders
The membership of the remuneration committee must consist exclusively of independent Non-executive directors.

Tyson report 2003

In 2003 the Higgs report was followed up by the Tyson report on the role and effectiveness of non-executive directors now and how to improve this in the future.

The Tyson report considered the recruitment and development of non executive directors within a company. It was commissioned by the Department of Trade and Industry following the publication of the Higgs review of the role and effectiveness of the Non Executive Director (NED). The Tyson report identified the importance of recognising that factors such as size and age of the company, the customer and employee base, the extent of its participation in global markets, future strategies and current board membership played an important role in determining non executive director requirements. The report recognised that there was a certain amount of training already in existence for NEDs but questioned whether the training provided what company NEDs actually needed.
Flint report 2005 (Turnbull 2)
The review of the Turnbull report recommendations, known as the Flint review was driven by the introduction of Sarbanes-Oxley Act in 2002. Prior to the publication of the review there was anticipation prior to the publication of the Flint report in 2005 that the outcome of the Flint review would give some sort of commonality between the UK and the US and that compliance with Turnbull/Flint would be accepted as Sarbanes-Oxley compliance. What was feared to be ‘Turnbull 2’ turned out to be Turnbull 1.1.  The Turnbull Review Group led by Douglas Flint resisted calls to follow the US Sarbanes-Oxley Act 2002 (a mandatory requirement for US listed companies), and follow strict rules for providing assurance of the accuracy of financial statements and concluded that the UK’s principles based ( a voluntary code ) approach was appropriate for governance in the UK.  Flint concluded that some 

¹N.B. USA regulation is as a direct result of the Enron and WorldCom scandals.
improvements were necessary but the principles of Turnbull 1 report of 1999 had led to improvements in internal control and did not require change.  The review group re-emphasised that establishing an effective system of internal control was not a one-off exercise. Flint’s review did highlight the need to facilitate increased communication between the board and the shareholders on risk and its internal control mechanisms. The Flint report therefore reiterated the 2 main aspects of corporate governance namely, 
· internal control and 
· risk management.

The Financial Reporting Council’s (FRC) updated version of the Turnbull guidance, Internal Control: Guidance for Directors on the Combined Code, took effect for financial years beginning on or after 1 January 2006. The updated version strongly endorsed the retention of the flexible, principles-based approach of the original guidance and made only a small number of amendments to the existing practices as outlined by the Turnbull report of 1999.

The key conclusion of the Flint Report (the Turnbull Review Group) included:

· The Turnbull guidance has contributed to improvements in internal control in UK listed companies, and significant changes are not required. 

· The guidance should continue to cover all internal controls, and not be limited to internal controls over financial reporting. 

· No changes should be made to the guidance that would have the effect of restricting a company’s ability to apply the guidance in a manner suitable to its own particular circumstances. 

· The guidance should be updated to reflect changes in the Combined Code and Listing Rules since 1999 and the proposed statement of directors’ duties in the draft Company Law Reform Bill. 

· Boards should review their application of the guidance on a continuing basis. 

· It would not be appropriate to require boards to make a statement in the annual report and accounts on the effectiveness of the company’s internal control system because the requirement would be “onerous” and of little value to shareholders, but boards should confirm that necessary action has been or is being taken to remedy any significant failings or weaknesses identified from the reviews of the effectiveness of the internal control system. 

· Boards should look on the internal control statement in the annual report and accounts as an opportunity to communicate to their shareholders how they manage risk effectively, and include such information as is considered necessary to assist shareholders’ understanding of the main features of the company’s risk management processes and system of internal control. 

· There should be no expansion of the external auditors’ responsibilities in relation to the company’s internal control statement.

Source www.apb.org.uk
The introduction was also re-ordered to emphasize that the guidance is intended to reflect sound business practice as well as help companies comply with the internal control requirements of the Combined Code.  A clarification was also introduced that directors are expected to apply the same standard of care when reviewing the effectiveness of internal control as when exercising their general duties. In other words, companies will now have to ensure that the private review of control effectiveness that they should be already be doing to comply with Turnbull is carried out with “reasonable care, skill and diligence.”

FRC Combined Code 2006 amendments

The FRC made some changes to the original guidance by rewriting the preface with a comment that it hoped to encourage companies to continually review how they are implementing the Combined Code, and that companies continued to provide shareholders with meaningful information in their annual reports about internal controls.

The updated version of the 2003 Combined Code by the FRC in 2006 included the following changes:

The requirement for boards to confirm in the annual report that "necessary action has been or is being taken to remedy any significant failings or weaknesses identified from their review of the effectiveness of the internal control system, and to include in the annual report such information as considered necessary to assist shareholders' understanding of the main features of the company's risk management processes and system of internal control".

A clarification that directors are expected to apply the same standard of care when reviewing the effectiveness of internal control as when exercising their general duties.

A re-ordering of the introduction to emphasize that the guidance is intended to reflect sound business practice as well as help companies comply with the internal control requirements of the Combined Code. 

Modifications to the previous version of 2003 Combined Code are:
· They enabled company chairmen to sit on the remuneration committee if considered independent on appointment.

· Shareholders voting by proxy were now to have the option of withholding their vote on a resolution.

· It also encouraged companies to publish the details of proxies lodged on resolutions where votes are taken on a show of hands.

Key Aspects of Corporate Governance in the UK (FRC 2006)

In 2006 the FRC made a small number of changes were made to the previous version of the Combined Code, which was published in 2003. These enabled the company chairman to sit on the remuneration committee if the individual was considered independent on appointment; provided shareholders voting by proxy with the option of withholding their vote on a resolution; and encouraged companies to publish the details of proxies lodged on resolutions where votes are taken on a show of hands.

· A single board collectively responsible for the success of the company
· Checks and Balances

· Separate Chief Executive and Chairman
· A balance of executive and independent non-executive directors.

· Strong independent audit and remuneration committees.

· Annual evaluation by the board of its performance.

· Emphasis on objectivity of directors in the interests of the company

· Transparency on appointments and remuneration

· Effective rights for shareholders

The Code of good practice is based on extensive consultation with practitioners, and operating on the basis of the ‘comply or explain’ principle.
Source www.frc.org.uk
The Combined Code identifies good governance practices relating to the role and composition of the board and its committees and the development of a sound system of internal control. In order to meet their obligations under the Listing Rules, listed companies will have to describe how they apply the Code’s main and supporting principles and either confirm that they comply with the Code’s provisions or provide an explanation to shareholders. Where companies decide to adopt a different approach that they consider to be more appropriate to their particular circumstances they have to explain their reasons to their shareholders who must decide whether they are happy with this approach taken by the company. The Combined Code emphasises that companies and institutional investors should enter into dialogue based on trust and mutual understanding. Companies should give helpful and informative explanations, and institutional investors should take a considered approach when evaluating them. 

The ‘comply or explain’ approach enables a case by case approach to be utilised where judgements have to be made about particular governance aspects such as the independence of non-executive directors. According to research by Grant Thornton in 2005 many companies were still not up to speed with the requirements of the Combined Code that had been in place for years. The research indicated that the proportion of FTSE 350 companies fully compliant with the Code dropped by half in 2005 to 28%, compared to 58% in 2004. Among them, 59 companies in the FTSE 100 did not comply. This indicates that the vast majority of FTSE 350 companies were truly embracing the principles of ‘comply or explain’.

The minor amendments to the 2003 code as a result of the 2005 Flint review gave the message to organisations that they must continue to ensure that their internal control systems develop to take account of new and emerging risks, and that boards must communicate with their shareholders in their annual reports to explain how they as boards are managing risk.

The essential features of UK corporate governance 

The role and composition of the board

· A single board with members collectively responsible for leading the company and setting its values and standards. 

· A clear division of responsibilities for running the board and running the company with a separate chairman and chief executive
· A balance of executive and independent non-executive directors- for large companies at least 50% of the board members should be independent non-executive directors; smaller companies should have at least two independent directors.
· Formal and transparent procedures for appointing directors, with all appointments and reappointments to be ratified by shareholders.
· Regular evaluation of the effectiveness of the board and its committees. 
Remuneration

· Formal and transparent procedures for setting executive remuneration , including a remuneration committee made up of independent directors and an advisory vote for shareholders

· A significant proportion of remuneration to  be linked to performance

Accountability and Audit

· The board is responsible for presenting a balanced assessment of the company’s position (including through the accounts), and maintaining a sound system of internal control
· Formal and transparent procedures for carrying out these responsibilities, including an audit committee made up of independent directors and with the necessary experience.
Relations with shareholders

· The board must maintain contact with shareholders to understand their opinions and concerns.
· Separate resolutions on all substantial issues at general meetings.
The FRC Combined Code is available free on the FRC website, www.frc.org.uk
London Stock Exchange Listing Rules 

Compliance with UK corporate governance requirements is a requirement of Listing Rules on the London Stock Exchange (LSE). If anything should happen to the ownership of the LSE then there is the possibility that it could lead to a change in governance requirements imposed by the LSE. Assurances may be given on take over but if the owners of the LSE operate in a different environment it may be prove problematic to retain existing the governance frameworks as they currently exist within the UK. 

	
	
	
	
	Corporate Governance Timeline  (prepared by David Geatrell)

	When
	What
	Who
	Why
	Key Requirements

	1992
	The Financial Aspects of

Corporate Governance

(Cadbury Report)
	Sir Adrian Cadbury

Cadbury Schweppes
	Response to UK corporate

Failures (BCCI, Maxwell)
	· Implementation of effective internal financial controls and reporting for FTSE listed companies.

· Establishment of an Audit Committee of Non Executive Directors.

	1995
	Study Group on Directors’ Remuneration

(Greenbury Report)
	Richard Greenbury

Marks & Spencer
	Concern over high salaries in previously nationalised industries e.g. Utilities
	· Requirements for improved reporting of Director’s remuneration in published accounts.

· Establishment of Remuneration Committee

	1998
	The Committee on Corporate Governance (Hampel Report)
	Sir Ronald Hampel

ICI plc
	Review the impact of the Cadbury Code
	· Separation of the role of Chairman and Chief Executive

· Requirement for a senior non executive director

· Requirement for Directors to review the effectiveness of all internal controls not just financial

· Review the need for Internal Audit

	
	Combined Code
	FRC
	Code to combine requirements of Cadbury, Greenbury and Hampel
	· All companies incorporated in the UK and listed on the LSE are required under the listing rules to report on how they have applied the Combined Code in their annual report and accounts.

	1999
	Internal Controls: Guidance for Directors on the Combined Code

(Turnbull Guidance)
	Nigel Turnbull

Rank PLC
	ICAEW provision of advice on implementing the combined code.
	· Adoption of a risk based approach to establishing a system of internal control and reviewing it’s effectiveness

· Annual review of the effectiveness of system of internal control.

· Use of Internal Audit functions

	2003
	Review of the Role and Effectiveness of Non-executive Directors

(Higgs Report)
	Derek Higgs

Partnerships UK plc
	UK response to US corporate failures. Independent review of the role and effectiveness of non-executive directors
	· Guidance on the composition, performance evaluation and role of the board, specifically the Chairman and non-executive directors.

· Guidance on the operation of Remuneration and Nomination committees.  

	
	Audit Committees – Combined Code Guidance

(Smith Report)
	Sir Robert Smith

The Weir Group PLC
	UK response to US corporate failures. Independent review to clarify the role and responsibilities of audit committees and to develop the existing Combined Code guidance.
	· Audit Committee to include at least three members, all independent non-executive directors, with at least one member to have significant, recent and relevant financial experience.

· Committee to monitor and review:

· The integrity of the financial statements of the company

· The company’s internal financial control system and, unless expressly addressed by a separate risk committee or by the board itself, risk management systems.

· The effectiveness of the company’s internal audit function and to make recommendations to the board in relation to the external auditors appointment.

· The external auditor’s independence, objectivity and effectiveness and to develop and implement policy on the engagement of the external auditor to supply non-audit services

	
	Revised Combined Code
	FRC
	Incorporation of principles from Higgs and Smith reviews
	· See above – company disclosures now must cover all main and supporting principles.

	2005
	Flint Review
	Douglas Flint

HSBC
	Review of Turnbull guidance
	· Re-emphasis that establishing an effective system of internal control is not a one-off exercise

· Endorsed flexible principles based approach of earlier reviews, rather than changes along the mandatory Sarbanes Oxley report.

	2006
	update of 2003 Code
	FRC
	Modifications to original 2003 Combined Code
	· Company chairs allowed to sit on Remuneration Committee if deemed independent

· Shareholders voting by proxy have option to withhold vote on resolutions

· Companies to publish details of proxies lodged on resolutions where votes based on show of hands


Audit and corporate governance

The Companies Act 1985 requires the external auditor to undertake an audit of the financial statements of the company to form an opinion that they show a true and fair view of the activities undertaken. If the company is a listed company on the London Stock Exchange, in line with its listing rules the directors have to provide a report state that it complies with the Corporate Governance Code of Best Practice issues by the Financial Reporting Council 2003. The auditor has to provide a supporting report on the directors corporate governance report published within the annual statement. 

The spectacular corporate scandals and the subsequent lack of confidence in the way companies are directed and controlled during the latter part of the 20th century and early 21st century led to an increased demand for sound assurance that resulted in a change in role both the external and internal auditor.
The areas for auditor involvement in corporate governance can be placed into three key sections, namely the supervision and monitoring of the executive, ensuring that there are mechanisms for displaying accountability, and provision of assurances on the presence of risk management processes. Increasing corporate governance requirements are placing greater pressures on boards in terms of the responsibility and accountability they must fulfil. To enable the board to comply and undertake these responsibilities, boards have to reconsider the source and level of assurance that they require. One of the most obvious ways of obtaining this assurance is from within their own organisation. An effective internal audit function is very often the best source to provide boards with the relevant assurance. This has led to a new role for internal audit which in turn has led to an increased profile for internal audit. As the corporate governance framework keeps on moving its goal posts, organisations are seeking assurances from their internal audit function to provide the necessary independent and objective assurance on internal controls and risk management.

Audit and Risk Management
The Turnbull report of 1999 helped companies that had already established a framework of risk management processes to formalise these into procedures and processes, while companies that had yet to embark on a risk management approach were pushed into thinking about implanting a risk management processes. Internal audit played a significant role in introducing and implementing risk management in many companies; which meant that compliance checking and enforcement became a minor role for most internal audit departments as compared to the previous major role of compliance and enforcement. Implementing the recommendations of Turnbull led to a different role for internal audit that helped to increase its profile and added value status. 
Whilst the recommendations claimed to highlight the worthwhile role of having internal audit as an integrated part of operational management, the reality was that only a few internal audit departments were completely independent of operational management. Most internal audit departments were already carrying out additional functions, especially in risk management. Against this background internal audit act as a means of spreading best practice, encouraging control risk self assessment policies, and help in the development of a culture that embraces embedded risk management. The audit of risk management in an organisation would include confirming that the organisations objectives are clear and have been communicated appropriately to all concerned. Establishing the identification of significant risks process and adopting a cooperative working relationship with the audit committee. Audit will review the adequacy of the methods for measuring the significance of risks, as well as the establishment of risk registers. The impact and likelihood of risks occurring will need to be assessed, and audit will have a role to play in ensuring that these processes are present within the organisation. Overall review of risks, will entail reference to published information on risks in similar organisations, then comparing these with risks identified within the organisation. Meeting with senior managers and discussing their concepts of risk within their areas of responsibility. Assessing the risk appetite of the organisation and confirming whether this is being consistently applied. Confirming that identified risks have been considered and various management approaches have been considered using the 4 T’s method of Treat, Tolerate, Terminate and Transfer. Audit will be involved with ensuring that monitoring and management processes have been put in place for the identified risks. Finally the audit will be involved with confirming whether risk management responsibility has been embedded within the organisation with a reporting process to allow the tracking and reporting of relevant risk management issues on a regular basis.

Audit review of risk management 

· the identification of key areas of risk, 

· assessing risks in terms of probability, measuring impact and prioritising risk

· evaluating the financial implications of the risks

· monitoring and assessing progress in terms of responses and remedial action

· reviewing the policies for managing those risks

· taking into account non- financial controls as well as financial controls, and 

· compliance with laws and regulations that indirectly impact on both internal controls and risk

The working relationship between external and internal audit in contributing to corporate governance
A feature in achieving this ‘key component of corporate governance’ is the reliance placed on internal audit within an organisation. This has placed the internal audit function and head of internal audit under the spotlight in terms of the changing role and responsibilities in meeting audit committee requirements and expectations within the organisation. 

Definitions for internal audit imply that the role of the internal auditor has developed and changed from that of an appraisal, monitoring and evaluating function, to that of an assurance provider and audit consultant. Does the internal audit function provide a worthwhile service in terms of being a valued member of the organisation? Is internal audit contributing to the effective management of resources or is the audit role still at the old traditional stage of evaluating control structures.    

The role of internal audit has developed considerably since the first corporate governance report was published in 1992.The Turnbull Report on Internal Control identified the important role that internal audit has to play in confirming the presence of an appropriate system of internal controls. 

benefits of a strong working relationship between internal and external audit

· an awareness by both parties of individual activities can lead to a reduction in audit testing leading to savings for the client

· common audit areas not duplicated

· reliance can be placed on internal audit work by the external auditor

· internal audit can undertake certain work on behalf of external audit

· internal audit is part of internal control, if external audit place reliance on internal control they in fact place reliance on internal audit

· some objectives of internal audit are the same as those for external audit, evaluation of accounting systems, compliance and substantive tests undertaken in the same format,

· co-operation can release external audit resources to undertake more audit on high risk areas

· development of mutual respect can make the audit less disruptive to the client 

· in many large organisations due to the size and nature of activities external auditor has no choice but to rely on the work of the internal auditor.

Audit Committee assistance to internal and external audit relationships.

· The avoidance of duplication of work where audit committee is aware of both plans of action.

· The review of audit findings and areas of audit concern.

· Clarification of any problems regarding the most suitable accounting treatment of contentious accounting items.

· Clarification on the manner and degree of disclosure of any item which may affect both auditors.

· Act as mediator when there are issues that need resolving in areas of disagreement between both auditors and the board.

· Involved with matters relating to auditor appointment and remuneration.

· Provides freedom of auditors to access to the audit committee to discuss issues which may be sensitive to certain members of management. 

·  Can by useful as a channel of communication between the corporate board for both the auditors.

· The audit committee can act as a communication link between both auditors where there may be a failure to interact or communicate with certain members of the executive.

Key areas that require internal and external audit input 
· the monitoring of the executive in its decision making process in terms of sound governance for the benefit of wealth creation for the shareholder and the general well being of stakeholders in terms of corporate social responsibility

· mechanisms for ensuring that management is accountable to shareholders & stakeholders 

· ensuring that companies are run properly and takes into account of internal control and risk management
· audit to show a true and fair view on the financial statements in order to comply with legislation
· the recognition of the important role that both Internal and External Auditors play in corporate governance and 
· the advisory role that audit can give to the board and audit committee

The US legislation on Corporate Governance – the Sarbanes Oxley Act 2002
The Sarbanes-Oxley Act (SOX) became US law in July 2002 and was largely in response to a number of major corporate and accounting scandals such as Enron and Worldcom. The US Congress passed legislation that was meant to curb the opportunity for similar corporate collapses as a consequence of poor corporate governance.  At the time of its inception SOX was regarded as the most important legislative document affecting corporate governance, financial disclosure and the practice of public accounting in the USA since the securities laws of the early 1930s. The Act requires company executives, directors and auditors to take into consideration to bring about greater corporate accountability and transparency. It affects the way companies operate, manage and report on their organisation.  

In terms of its jurisdiction, the Act only applies to companies listed on the New York Stock Exchange, Non-listed companies with 300 or more shareholders and Non-US corporations who are part of any Company or group in the US who are required to comply with the Act. The Act focuses on issues such as the presence of controls within an organisation, the processes by which the Act is applied and the way that the data used is subject to audit verification. A major impact on companies during the first year of implementation was the cost of compliance.

An important aspect of the Sarbanes-Oxley Act is that companies recognise that adherence to the legislation means a situation prevails that companies are now monitored resulting in company information is more public than it ever was before the introduction of the Act. This has forced companies to review and improve their corporate governance, thereby enhancing the potential efficiency of the organisation whereby attention can be given to areas of risk and weaknesses that facilitates the opportunity for corrective action. 
Main provisions of Sarbanes Oxley are:

· The establishment of a new Public Companies Accounting Oversight Board (PCAOB) with authority over registered public accounting firms (both from the US and outside the US). This PCAOB examines auditing and audit standards, audit quality control and auditor independence. Effectively this removes self-regulation away from the auditing profession.

· Section 2 establishes and regulates the relationship between the auditor and their clients, including the prohibition of the provision of a wide range of non-audit services to clients and introduction of mandatory audit partner rotation.

· Section 302 requires officers to certify that the financial statements and the information given to the external auditors are complete and fair.

· Section 404 requires companies to review the effectiveness of internal control over their financial reporting and to express an opinion. Many companies have established a project comprising the following stages:

· Documentation of processes and internal controls over financial reporting.

· Evaluation of internal controls over financial reporting.

· Redesign of the control framework and internal controls over financial reporting to address any gaps or deficiencies identified.

· Ongoing monitoring and testing of internal controls over financial reporting.

· Section 406 requires that companies disclose whether they have a code of ethics for senior financial officers and Section 407 requires the company to disclose the name of the financial expert on the audit committee.

· The Act also dramatically increases criminal and civil penalties and sanctions for acts of financial fraud.

SOX, Internal Auditing and Corporate Governance 

The need for the Internal auditing of processes and budgets in order to meet the requirements of the Sarbanes Oxley regulations and the International Financial Reporting Standards IFRS. Strict penalties for non-compliance, means that many companies have set up ‘heads of compliance’ jobs in order to ensure that compliance issues do not adversely affect business activity. Establishing an internal monitoring process can make regulatory compliance a simpler task. 
Four steps to compliance

1. Evaluation of which levels within the organisation have insight into status and the budgetary issues as they arise.

2. Leading the change, there will be cultural impacts on the workforce, e.g. meeting the requirements of new IFRSs, making employees aware of the impact of their role in these changes is important.

3. Efficiency by education, security of information and an awareness of the sensitivity of information, as well as the levels of responsibility attached to the information. Compliance requirements will mean that will be unification of process, technology and people.

4. Automation and consolidation, transparency, and accessibility to management information as well as ensuring that the risk of inaccuracy is kept to a minimum.

An Internationally accepted format for Corporate Governance

Internationally, codes, reports and frameworks have been issued by organisations such as the Canadian Institute of Chartered Accountants, Criteria of Control Board (CoCo), the Treadway Commission, Committee of Sponsoring Organisations (COSO), and the Organisation for Economic Co-operation and Development (OECD). 

In terms of auditor role in corporate governance the OECD believes that the auditor should assess corporate governance regimes under five key areas:

1. The rights of shareholders. 

2. The equitable treatment of shareholders. 

3. The role of stakeholders. 

4. Disclosure and transparency. 

5. The responsibility of the board.   

These issues do not necessarily mean that there should be a ‘one size fits all’ approach to corporate governance. Whilst establishing a standardised approach may in theory seem feasible when there are numerous multinational companies operating on a global scale; in reality a one size fits all is not practical. Emerging economies wishing to play catch up in the global market may find themselves in a situation where they may have to introduce new corporate governance frameworks. These will inevitably test the robustness of any existing governance requirements. Companies dealing with different environments may find that embedded governance hat is atcceptable within one county may not be acceptable in another. 

The world leading corporate governance codes and rules of the UK and US have distinct features, but they both represent fundamental frameworks that guide the way towards sound corporate governance. The main difference between the two is that the UK code is voluntary while the UK is a mandatory code. There are arguments however in terms of developing an international code long the lines that the international accounting and auditing standards were developed. 
In dealing with acceptability and robustness of a standardised code on governance, there are two distinct cultural aspects that can influence the development of an international corporate governance code. These two are commonly referred to as the the ideological structure and the socio-economic structure. 

The ‘ideological structure’ refers to societal norms and values such as collectivism, attitude towards time, professionalism, innovation, flexibility as well as the dominance of religion, sentiments, ethical principles, world-views, and ethos in society’s everyday life. 

The ‘socio-economic structure’ includes factors such as the political and legal systems, the power of the profession, the tax system, education system, and professional audit and accountancy training. Similarly, the extent of shared values and the degree of co-operation is determined by organisational co-ordinating activities and formality in the various socio-economic systems. It is important therefore to recognise that norms and values can differ between groups even within a nation.

Limitations to the international acceptance of global CG

Measures can be legislated but they do not work because:
There is a lack of funding available to allow the monitoring and enforcement of the codes that have been introduced. 
Appropriately skilled and qualified staff may in short supply while resources to purchase equipment such as computers. In the transition stages post code implantation some countries have been known to rely on individuals using their own personal equipment as the monitoring or enforcement body did not have any funds to buy its own computer. 

The timeliness of audit review of financial statement audit reports cannot be assured which means that any findings and possible remedial action may not be possible.
The existence of legislation or code does not mean that citizens will behave in moral ways. In circumstances where there are very few reinforcement agencies or lack of penalties for non compliance, then the reality is that it will not operate as expected. .

A network or circle of ‘powerful’ people can be very small and they are inevitably intricately knitted across political, business and social life. These factors will impact on the operation of sound governance in terms of expected independence, ethical behaviour and objectivity because: 
Friendships are important to ‘get ahead’ so civil servants will back-pedal on issues or decide to remain silent when controversial issues come to light.

Even when changes in attitudes do occur, there will still be some key players in regulatory agencies that will have remained in place, making the implementation of expected codes of conduct impractical or unworkable.

A lack of transparency or a low rating on transparency in operations may exist because of traditional attitudes because: 

The accountability of public officers including politicians and ministers of government can be questionable due to personal greed and egotism that impinges on their public role.
An attitude towards insider trading and own stock trading by company executives as being an acceptable practice, will not boost investor confidence, or give a sense of fair play to stakeholders.

Cultural and economic factors will play a key influencing factor in how corporate governance frameworks are actually applied in practice because: 
In countries with high unemployment, low savings and investment, low salaries, the driving force may be survival and the ability to exploit workers and stakeholders become an acceptable practice.
A few inter-linked families own most of the businesses, and employ their won code of governance which they consider is a workable practice. 
Board of director are charged with the role of ensuring the practice of good governance, but this may not be as straightforward as it seems because:
Directors may be blissfully ignorant of their role and responsibility.

Directors may have never received any training in governance or business.

Directors appointed because of a ‘favour’ or friendship connections, and loyalties will undermine their objectivity.

Often the ‘uncomfortable’ questions are not asked during board meetings which can undermine boardroom diligence.

Very often there isn’t a pool of competent directors (both executive and non-executive) available to choose from when vacancies arise on the board.

The same individuals often sit on numerous boards, making it difficult for them to serve effectively as board members.

It is difficult to ensure that there a visionary chair in place who can energetically promote his/ her recommendations.

It can often be difficult to have a board that reflects the main concerns and expectations of the stakeholders

On the political horizon, governments are always looking for businesses to increase the economic prosperity of their countries, which will: 

Lead to a situation where governments will require businesses to comply with regulations and standards that can benefit both the company and the country as a whole. 
Very often lead governments will respond to the public demand, for better control features as happened with the initial corporate governance review in 1991 in the UK, inevitably this will require better information and communication along with appropriate monitoring and review. The key to possible corporate governance development which all takes time and a change in attitudes and culture. 

Summary
Corporate governance relates to the way a company is directed and controlled. Audit has a role to play in corporate governance by working effectively with the board, the audit committee and executive. The provision of audit assurance in terms of reviewing the existence of internal control and the mechanisms for risk management contribute to overall process of corporate governance.  
PRACTICE QUESTION
Will the UK system of corporate governance be more effective than the Sarbanes Oxley Act in preventing company fraud?
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