ANALYSIS

RISK AT BOARD LEVEL

Risk restricted
The UK Corporate Governance Code is unwittingly limiting the appointment of risk
professionals to boards as companies focus on complying with expectations for non-executive
directors (NEDs) with financial experience says Mark Butterworth . He argues that nomination
committees need to appoint candidates with practical risk management skills

T

What does the code say?
Underneath the heading of “comply or explain”, the Code states:
“ NEDs should scrutinise the performance of management in meeting agreed goals and
objectives and monitor the reporting of performance. They should satisfy themselves
on the integrity of financial information and that financial controls and systems of risk
management are robust and defensible. They are responsible for determining appropri ate levels of remuneration of executive directors and have a prime role in appointing
and, where necessary, removing executive directors, and in succession planning.”
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he Financial Reporting Council’s
latest Corporate Governance Code
demands that a board creates
an effective internal audit operation,
including a board-appointed audit
committee chaired by a NED.
But this may be hampering the
development of risk management
representation at board level as companies
choose to tick the compliance box and
appoint NEDs based on their finance or
audit background. The FRC urgently needs
to issue a further amendment to the Code
to dismantle this dated concept of what
constitutes good risk governance.
The latest version of the Code says
the audit committee should consist of at
least three (or in smaller companies, two)
independent NEDs and at least one
member of the committee should have
“recent and relevant financial experience”.
No such requirement is specified for
any NEDs with recent and relevant risk
management experience to serve on
the board and this is potentially limiting
the development of good governance.
Perhaps a more effective approach would
be to describe the skills required as being
“risk management encompassing audit”.
The near-universal response of seeking
at least one NED with an audit or financial
background to serve on the audit commit tee has become a feature of all companies
listed on the London Stock Exchange.
This gives the company the ability to
affirm compliance with the U K Code
and avoid the trouble of explaining
non-compliance to the shareholders. This
dated practice could be acting as a brake
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INDUSTRY FOCUS

Current examples of Code implementation
In its 2011 annual report, Diageo - the
drinks and brands company - states that
“for the purposes of the Code . . . the
board has determined that PG Scott is
independent and may be regarded as
an audit committee financial expert”.
Diageo describes the role of the audit
committee as including a wide range of
risk management responsibilities.
Readers of their annual report may be
keen to understand who on the board
has the appropriate career experience to

deal with these matters but disclosure of
this information is not a requirement of
the UK Code and is not provided.
Similarly, publisher and education
provider Pearson notes in its 2011
report that the chairman of the audit
committee is the company’s “designated
financial expert”. The role of the audit
committee certainly addresses risk issues
but again no specific reference is made
to prior risk management skills and
experience in board members.

The present and future?
Current requirements

Recommended approach

Risk management must be reserved to
the board

Agreed

An audit committee should exist

A risk management committee, whose
terms of reference include risk, control
assurance, legal and regulatory
compliance, internal and external
audit, should exist

The audit committee should include
a NED with recent and relevant
experience

The revised risk management committee
should include a NED with risk experience
and also, if necessary, a NED with financial
auditing knowledge

“Appointing NEDS with an audit or financial
background could be constraining the nomination
committee’s freedom to select the right risk people for
the board”
on the organisation’s risk management
perspective and constraining the
nomination committee’s freedom to
select the right people for the board.
As important as audit work is as the
third line of defence, it does not occupy
the same positioning that risk manage ment has in the organisation’s strategy,
structure and operations.
The current emphasis on the audit
committee distorts the importance of
a coherent risk strategy and risk policy.

Although it is incumbent upon all NEDs
to scrutinise the risk management policy
and operations in the firm, it also has to
be accepted that practical knowledge of
effective risk management is an extremely
specialised skill and is central to the
board’s operations.
This is not to say that the NEDs at these
or other companies lack a good feel for
risk management and are able to provide
an element of challenge to management.
But the key message is that without a

qualified and experienced risk-related NED
on the board the challenge to executives
on risk management will always be from a
generalist standpoint.
Certainly the 2009 Sir David Walker
report on the governance of banks and
other financial institutions recommended
the appointment of a NED to the board
to “focus on high level risk issues”. As
well as addressing this recommendation,
many financial institutions have appointed
a chief risk officer to the board in an
executive capacity. It begs the question:
why does the expectation that firms will
appoint a risk specialist not apply to all
companies subject to the U K Code or
those that choose to adopt it?
To provide a more useful and effective
template for best practice the current
myopic audit approach must be broken
up and the role of the risk management
function made centre stage, but involving
and supported by audit. With this would
come demand for NEDs that could sit on
risk management and audit committees to
provide greater challenges to the executive
team in a coherent manner.
The FRC have expedited their latest
review of the U K Code in response to
the pressures resulting from the financial
crisis of 2006-09. But what they have
missed is the opportunity of promoting a
rebalancing of the make-up of boards by
introducing a requirement for companies
to also seek out NEDs with hands-on risk
management skills.
So, the following challenge goes out
to the FRC: review the approach to audit
committees and the profile of directors,
and encourage nomination committees
to seek candidates that have practical risk
management skills and experience so that
improvements in governance enjoyed in
recent years may continue to develop.

Mark Butterworth,
IRM chairman 2001-02 and
managing director at
Condie Risk Consultancy

| Risk Management Professional | December 2011 | www.rmprofessional.com |

14-15_ned.indd 3

15

01/12/2011 10:33:01

