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‘One year on from key updates to the UK Corporate Governance 
and Stewardship Codes early indications are that companies 
are responding in a positive manner to the changes’, according 
to the Financial Reporting Council (FRC) in its annual review, 
Developments in Corporate Governance 2013: The impact and 
implementation of the UK Corporate Governance and Stewardship 
Code. 

Key findings

Although only required to report formally in 2014 on how they 
have applied the 2012 version of the UK Corporate Governance 
Code, many companies are already disclosing their boardroom 
diversity policies and there has been an increase in the level of audit 
tendering activity. There has also been an uptake in signatories to 
the Stewardship Code with signs of better engagement with large 
companies by investment managers. However, early adoption 
of new reporting recommendations on the activities of the audit 
committee and confirmation that reports and accounts are fair, 
balanced and understandable has been less widespread. 

Other findings include:

•  high levels of compliance with the new recommendations added 
to the UK Corporate Governance Code in 2010, including the 
almost universal adoption of annual director elections among 
FTSE 350 companies and over 40 per cent of smaller listed 
companies adopting the provision even though it does not 
formally apply to them;

•  many good examples of reporting by mid- and small-cap 
companies, though generally their reporting is less informative 
than that of larger companies;

•  nearly 300 signatories to the Stewardship Code, around  
two-thirds of whom are asset managers. Between them, current 
signatories own or manage a significant proportion of UK listed 
equities and have the potential to become the critical mass of 
investors needed to oversee and engage with companies with 
the aim of achieving a sustainable return to savers;

•  signs of growing demand from owners for their investment 
managers to apply a stewardship approach, though 
there remain many real and perceived barriers to effective 
stewardship;

•  variable quality of reporting by Stewardship Code signatories: 
nearly half of the signatories have still not updated their public 
statements and a number do not report on all of its principles. 
However, there are some very good examples and some 
investors are now going beyond simply describing their policies 
and processes and have begun to report on the outcomes of 
specific cases of individual and collective engagement;

•  some encouraging signs that more engagement on a wider 
range of issues is taking place between large companies and

their major shareholders, though an emerging ‘engagement deficit’ 
affecting mid-market companies is of concern; and

•  some companies struggling to explain clearly the rationale for 
deviating from the Code, though companies are getting better at 
describing their actual governance arrangements.

Looking ahead

Further changes to the UK Corporate Governance Code under 
consideration include:

•  revising the recommendations on assessing and reporting on 
risks and going concern;

•  updating the Code in the light of the new legislative requirements 
on reporting and voting on directors’ remuneration; 

•  implementing recommendations by the Competition 
Commission relating to reporting and voting on audit committee 
activities;

•  enabling companies to place the full corporate governance 
statement on their website, with an edited version, containing 
the disclosures most relevant to investors, in the annual report 
and accounts.

If the FRC decides to make these changes, it will consult on 
proposed wording in the first half of 2014 with the revised Code 
taking effect from 1 October 2014, at the same time as Orders 
introduced by the Competition Commission making it mandatory 
for FTSE 350 companies to put the external audit contract out to 
tender at least every ten years.

As well as possible changes to the UK Corporate Governance 
Code, the FRC will publish new guidance helping companies 
to meet the legal requirement to publish a Strategic Report and 
updated guidance on risk management, internal control and going 
concern for listed companies. It will also undertake a project looking 
at board succession planning specifically, and the activities of the 
nomination committee more generally, with the aim of identifying 
and promoting good practice, though this may not lead to changes 
to the Code or formal FRC guidance.

The FRC will pay particular attention to reporting by FTSE 250 
and smaller listed companies and will continue to monitor whether 
companies of all sizes are providing clear explanations where 
they deviate from the Code; as well as encouraging and assisting 
signatories to the Stewardship Code to deliver on the commitment 
they have given and to monitor whether they are doing so. The 
FRC is considering mechanisms for ensuring that statements are 
complete and up to date and possible sanctions where they  
are not.

For the full report go to: https://frc.org.uk/Our-Work/Publications/Corporate-
Governance/Developments-in-Corporate-Governance-2013.pdf

News

FRC corporate governance review  
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‘Seventy five per cent of large companies acknowledge in their 
corporate responsibility (CR) reports risks to their business from 
environmental and social “megaforces”, such as resource scarcity and 
climate change, but few link corporate responsibility to remuneration,’ 
according to a report published by KPMG.  

The report, The KPMG Survey of Corporate Responsibility Reporting, 
provides a snapshot of current global trends in CR reporting across 
41 countries and looks at the quality of reporting among the world’s 
largest 250 companies (G250), offering guidance and insights.

Highlights

•  CR reporting is now mainstream global business practice –  
71 per cent of companies worldwide publish a CR report. 

•  The top countries for CR reporting are France, Denmark and South 
Africa where reporting is driven by mandatory reporting legislation.

•  The greatest growth in CR reporting has been in the Asia Pacific 
region where the average CR reporting rate has increased by  
22 per cent over the last two years to 71 per cent.

•  Financial quantification of environmental and social risks is most 
prevalent in the financial and oil and gas sectors, eight of the 11 
G250 companies that quantify at least some of their environmental 
and social risks in financial terms being in these sectors.

•  Only five per cent of companies report the potential impact of 
environmental and social risks on their financial results.

Key findings

Almost all the world’s largest 250 companies report on CR and of 
those that do, nine in ten use their reports to identify environmental 
and social changes that impact the business and its stakeholders; 
eight in ten report that they have a strategy to manage the risks 
and opportunities; and seven in ten report that these changes bring 
opportunities for the innovation of new products and services.

There is exceptional growth in CR reporting in emerging economies, 
the Americas being the leading CR reporting region followed by 
Europe and then Asia Pacific and over the last two years the highest 
growth in CR reporting has been in India, followed by Chile, Singapore, 
Australia, Taiwan and China.

CR reporting can now be considered as standard global practice 
irrespective of industry, with more than 50 per cent of companies 
reporting on CR: the automotive and telecommunications and media 
sectors have some of the highest levels of CR reporting.  Also now 
standard practice is inclusion of CR information in the annual financial 
report, though only one in ten companies claims to publish an 
integrated report.

The Global Reporting Initiative (GRI) guidelines are almost universally 
used: 78 per cent of reporting companies worldwide refer to the GRI 

reporting guidelines in their CR reports, over 90 per cent of companies 
in South Korea, South Africa, Portugal, Chile, Brazil and Sweden doing 
so.  

Assurance among the largest companies has reached a tipping point, 
with 59 per cent of G250 companies reporting CR data investing in 
external assurance.

Focus on opportunity 

The survey findings suggest that a shift in mindset from risk to 
opportunity may be occurring among many large companies: 
opportunities being mentioned more often than risks in CR reporting.  
Most commonly mentioned opportunities referred to included 
innovation and learning – identified in 72 per cent of G250 CR  
reports; 51 per cent of reporting companies mentioned the opportunity 
to strengthen their brand; and 36 per cent reported the opportunity to 
grow market share. 

Quality of reporting

The survey includes an in-depth assessment of the quality of reporting 
assessed using seven key criteria: strategy, risk and opportunity; 
materiality; targets and indicators; suppliers and the value chain; 
stakeholder engagement; governance; and transparency and balance.

The assessment revealed the following: 

•  more transparency is needed on the materiality process,

•  targets and indicators are not yet fully defined,

•  reporting on suppliers and the value chain is lacking in certain 
sectors,

•  companies in the Americas and Asia Pacific struggle to explain the 
stakeholder engagement process,

•  few large companies link CR performance to remuneration, and

•  transparency and balance is limited for most companies.

The electronics and computer sector emerged as the leader for quality 
of reporting followed by the mining and pharmaceutical sectors; lowest 
scores were in the construction and building materials and metals, 
engineering and manufacturing sectors.

Going forward, the challenge for companies is to use the CR reporting 
process to identify the most important environmental, social and 
governance issues for their business and stakeholders and then bring 
these issues into their corporate strategy to manage risks, create 
opportunities and build long-term value.

To see the full report go to: http://www.kpmg.com/Global/en/
IssuesAndInsights/ArticlesPublications/corporate-responsibility/Pages 
/default.aspx 

International

Corporate responsibility reporting
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International

Greater director independence in India
The India Companies Act 2013 has introduced more stringent 
rules relating to making boards of directors more independent and 
balanced and includes provisions and codes relating to independent 
directors. The Act has also increased the compliance for unlisted public 
companies and brought them into parity with public listed companies.

Boards of directors of listed companies must comprise at least  
one-third independent directors and they must be appointed in public 
companies with:

•  a share capital of Rs1bn or more; 

•  a turnover of Rs3bn or more; or

•  aggregate outstanding loans, borrowings, debentures or deposits 
exceeding Rs2bn.

The criteria specified for unlisted public companies is applicable for 
the first year and subsequent years of the tenure of the independent 
director even if the paid up share capital or turnover, or borrowings/
deposits fall below the specified limits.

Public companies have one year from enactment in which to comply 
with the requirements. 

Profile

‘Independent director’ is defined as any director excluding, a managing 
director, full-time director, nominee director or promoter, who, in 
the opinion of the board, is a person of integrity, has the relevant 
expertise, experience and appropriate balance of skills in one or more 
of the following fields: finance, law, management, sales, marketing, 
administration, research, corporate governance, technical operations or 
other disciplines related to the company’s business.

The Act prohibits independent directors, and their relatives, from having 
any kind of financial relationship amounting to either two per cent or 
more of its gross turnover or total income or to Rs5m (or such higher 
amount which may be prescribed) with the company, its holding, 
subsidiary or associate company, or its promoters or directors, during 
the two financial years immediately preceding appointment or during 
the present financial year. 

The Act also prohibits relationships, in any of the three immediately 
preceding financial years, with any person whose relatives have been an 
employee, owner or partner of:

•  a firm of auditors, company secretaries in practice or cost auditors 
of the company or its holding, subsidiary or associate company; or

•  a legal or consulting firm that has, or previously had, any transaction 
with the company, its holding, subsidiary or associate company 
amounting to ten per cent or more of the gross turnover of such 
firm.

Some leeway has been provided for legal or consulting firms by 
providing a minimum threshold for applicability of the restriction.

Selection of directors

Central Government will create and maintain a database of those 
willing and eligible to be appointed as independent directors and the 
database will be placed and maintained on the Ministry of Corporate 
Affairs website or on any other website as approved or notified by 
Central Government. However, the appointing company will be solely 
responsible for carrying out due diligence on the person chosen from 
the database to be appointed as an independent director. 

The appointment will be approved by the company in a general meeting 
and any explanatory statement should justify the chosen appointee.

Tenure and remuneration

Independent directors will be appointed for a five-year tenure; a 
director can be reappointed for a further term of five years, subject 
to an evaluation report prepared by the board of directors. However, 
an independent director cannot be re-appointed for more than two 
consecutive tenures: after two consecutive tenures of five years, they 
can only be reappointed after a three-year cooling-off period, during 
which they must in no way be associated with the company. The 
provisions relating to retirement of directors by rotation is not applicable 
to appointment of independent directors.

An independent director will not be entitled to any stock option. 
Remuneration may be by way of fee, reimbursement of expenses 
for participation in the board and other meetings and profit-related 
commission as approved by the members.

Code of conduct

A detailed code of conduct for independent directors that lays down 
comprehensive guidelines for the role, function and duties to be 
performed is provided. Among other things, independent directors must 
uphold ethical standards of integrity and probity and devote sufficient 
time and attention to their professional obligation for informed and 
balanced decision-making. 

Performance evaluation

Independent directors must have at least one meeting a year without 
the board and members of management to: review the performance of 
non-independent directors, chairpersons and the board as a whole; and 
to assess the quality, timeliness and quantity of information between 
management and the board. Performance evaluation of independent 
directors will be done by the entire board of directors and will form the 
basis of extending or continuing the term of the independent director.

To see the Companies Act 2013 go to: http://india.gov.in/companies-act-2013
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Global News

 New CG Code for banks in Ireland 

The Central Bank of Ireland has published a revised 

Corporate Governance Code for Credit Institutions and 

Insurance Undertakings. The Code, applying to institutions 

with effect from 1 January 2015, sets out minimum statutory 

requirements on how credit institutions and insurance 

undertakings should organise the governance of their 

institutions. Additional requirements are set out for institutions 

designated as High Impact by the Central Bank to ensure that 

appropriate and robust corporate governance frameworks 

are in place and implemented to reflect the risk and nature of 

those institutions. 

Main changes

•  Institutions will be required to appoint a Chief Risk Officer 

(CRO) and a new section has been introduced which 

outlines the role and responsibilities of the CRO. The risk 

committee will be made up of a majority of non-executive 

or independent non-executive directors, one of whom must 

be the chairman of the committee.

•  The risk and audit committees will be required to have a 

minimum of three members.

•  Institutions will be required to ensure that there is at 

least one shared member between the risk and audit 

committees. In addition, High Impact institutions will be

required to have at least one shared member between the risk 
and remuneration committees.

•  Institutions will be required to introduce a diversity policy for 
board membership.

•  The minimum number of board meetings required for High 
Impact institutions has been reduced from 11 to six per 
annum.

•  The chairman can now hold the role of chairman in other 
credit institutions and/or (re)insurance undertakings within 
the group, subject to prior approval by the Central Bank.

•  The chief executive officer (CEO) of a Medium-Low or Low 
Impact institution can now hold up to two additional CEO 
positions provided they are in Medium-Low or Low Impact 
institutions, subject to prior approval by the Central Bank.

The Code will not apply to foreign incorporated subsidiaries of 
an Irish institution, though such institutions are encouraged to 
adopt equivalent good governance practices.

Institutions are required to disclose in their annual report that 
they are subject to the Code and whether they are required 
to comply with the additional requirements for High Impact 
designated institutions.

To see the Code go to: http://www.centralbank.ie/regulation/ 

Pages/Codes.aspx

Pakistan amends CG Code 

The Securities and Exchange Commission of Pakistan (SECP) 

has approved amendments to certain provisions of the Code 

of Corporate Governance for listed companies, which will 

facilitate practical application of the Code, improve compliance 

and encourage expansion of the existing talent pool of finance, 

audit and related professionals in the country.

Amendments include the relaxation of eligibility requirements 

for the Chief Financial Officer (CFO) and the Head Of Internal 

Audit (HOIA) for listed companies:

•  experience requirements of the CFO have been reduced 

from five years of handling financial or corporate affairs of a

  listed company or a bank/financial institution to three years 

of experience in a public practice (audit/accounting) firm or 

in managing financial/corporate affairs of a company;

•  experience requirements for HOIA have also been 

reduced from the earlier restrictive five years of relevant 

audit experience to three years in an audit, finance or 

compliance function. Experience in a public practice  

(audit/accounting) firm would also be considered relevant 

audit experience.

In addition, mandatory appointment of an independent director 

as chairman of the audit committee has been made voluntary 

to facilitate companies in appointing suitably qualified  

non-executive directors as chairmen to the audit committee.
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Fraud and corruption trends for 2014 

Threats facing companies, especially in emerging markets, are 
growing in number and complexity and fraud and corruption 
risks are ever present. EY’s Fraud Investigation and Dispute 
Services practice has identified the following six themes for 
fraud and corruption trends in 2014.

1.  Dealing with reputational harm and the business risk 
associated with cybercrime. This will become the 
responsibility of more than just the chief information 
security officer. Companies have to keep pace with 
technology to grow their businesses, but also face greater 
threats associated with increased use of cloud-computing 
and social media. 

2.  Balancing significant growth opportunities in Africa with 
perceived corruption risk. Pressure placed on managers to 
generate growth in emerging markets leads companies  
to avoid addressing corruption risks. Bribery and corruption 
are viewed as widespread in Africa and many countries 
with high growth potential are perceived as corrupt, 
including the BRICS nations. 

3.  The impact of regulation will be felt stronger than ever by 
the financial services industry. The biggest driver of change 
for banks worldwide is the regulatory agenda, including 
new regulations such as Basel III standards, designed to 
ensure banks have enough liquidity to handle a potential 
run on funds. Regulatory enforcement pressure may affect

  midsize banks in 2014, not just the larger institutions in  
the US. 

4.  Compliance with the US Foreign Corrupt Practices Act 
(FCPA) and other global bribery legislation. ‘Staying on 
top of the differing anti-corruption laws and standards 
will present a challenge and opportunity for companies 
that depend deeply on growth in emerging markets,’ 
according to EY. The most frequent trouble experienced 
by companies under the FCPA and the UK Bribery Act 
involves corruption charges related to third parties in 
developing markets.

5.  Greater scrutiny of anti-money-laundering and corruption 
programmes. Regulatory pressure on money laundering, 
trade sanctions, and bribery and corruption will create 
the need for ‘robust programme controls, sophisticated 
monitoring systems and knowledgeable personnel’. 
Regulatory scrutiny is moving beyond the banking sector 
to credit card issuers, insurance providers and the gaming 
industry.

6.  Leveraging Big Data in the context of compliance and 
anti-corruption allowing companies to ask new questions. 
Companies can now analyse their data to prevent fraud 
and to create effective fraud risk mitigation programmes.

For more detail go to: http://www.ey.com/US/en/Newsroom/News-

releases/News-EY-names-Top-Fraud-and-Corruption-Trends-for-2014

Canadian consultation on CG 

The Canadian Federal Government is asking for the public’s 

input on efforts to improve transparency and governance 

in Canada’s corporations. The aim of the consultation is to 

identify ways the Canada Business Corporations Act (CBCA) 

can better promote important policy objectives such as 

combating bribery and corruption, increasing diversity on 

corporate boards and enhancing access to information  

on corporate ownership. 

The Government wants greater access to information on 

corporations in a timely and transparent manner to support 

law enforcement and other government agencies in the fight 

against domestic and international crime such as money 

laundering, terrorist financing and tax evasion. 

Issues identified for review as part of the consultation  

process include:

•  greater transparency of the ownership of corporations to 
help ensure that they are not used for tax evasion, money 
laundering or terrorist financing; 

•  adequacy of corporate governance legislation in preventing 
bribery and corruption;

•  diversity of corporate board members and management 
teams; 

•  rules for takeover bids; 

•  use of the CBCA’s arrangement provisions to restructure 
insolvent businesses; and

•  role of corporate social responsibility.

The deadline for comments is 11 March 2014. 

To see the consultation paper go to: http://www.ic.gc.ca/eic/site/cilp-
pdci.nsf/eng/h_cl00867.html
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A truly effective board is one that is open to scrutiny on its 
effectiveness at a process, skills and behavioural dynamic level. 
The demand to evaluate a board in these areas has stimulated 
a growing range of practitioners with a diverse set of abilities, 
capabilities and behavioural understanding, who undertake 
independent external board evaluations as a ‘benchmark’ for 
boards on a regular basis. 

This board evaluation market in the UK has emerged strongly 
to meet the need to provide an independent external board 
evaluation at least every three years as suggested by the Code. 
This has arisen from the recognition, following the Walker Report, 
of the systemic failure of boards to effectively oversee their 
organisations. The Walker Report, also raised the spectre of board 
behaviour as the marker of an effective board, with the procedural 
aspects being important, but only a foundation of an effective 
board.

This critical behavioural aspect was captured well in the Financial 
Reporting Council’s (FRC) Guidance on Board Effectiveness in 
March 2011, which signposted a seismic shift in the required 
standards for a board evaluation, with a skilled assessment 
and understanding of board behavioural dynamics and the 
artful feedback of development needs, becoming a key skill as 
practised by the best providers in the market. This FRC guidance 
brought into the board effectiveness evaluation the language 
of behavioural team dynamics, with the now ubiquitous ‘group 
think’ taking centre stage, moving on from what had often been 
more characterised by an audit checklist approach of policies and 
procedures.

The board evaluation market suffers from a lack of clarity as to 
what the chairman and company secretary can expect from a 
board evaluation. As Chairman of my previous board effectiveness 
consultancy, I set in train a series of Research projects on board 
dynamics in 2009 including The Chairman’s Perspective on 
the board in 2010 which culminated with a report on board 
effectiveness in 2013. The perspective from these insights was 
one of little history of the positive benefits of an external board 
review and a confusion and lack of clarity amongst chairmen as to 
the added value an external independent board evaluation could 
bring. 

The building blocks of an effective board evaluation

In my view it is up to the practitioners to build a process of best 
practice which creates an uplifting challenging and positive 
experience for the chairman and the whole board – a ‘box ticking’ 
exercise will not achieve this. Also with positive progressive 
examples of ‘Codes’ from such as the search and remuneration 

consultancy markets, how can we the evaluators, who seek to 
evaluate the performance of others, remain exempt?

As chairmen deal with the challenges of the capability, diversity 
and commitment of their boards, they are looking for an approach 
which supports and develops both individual directors and the 
collective board team. Recognising true board effectiveness is 
not just a matter of governance, important though that is, but of 
addressing boardroom behaviour at an individual and collective 
level.

Many chairmen lack information on who the key players are, 
have had variable experience of evaluations and are unclear what 
represents value with fees ranging from £20K to £250K in some 
instances.

So what do boards need?

The board is increasingly engaged with ensuring that it is able 
oversee the organisation to meet the immediate needs of effective 
performance within an ethical and cultural framework; while at the 
same time ensuring that the future strategic building blocks of the 
organisation are in place to safeguard the long-term development 
of the organisation. 

Being on a board requires a level of sophistication – not just in an 
interpersonal sense – but a capability to cope with ambiguity,  
an intellectual acuity to understand quickly what the key issues 
are, the implications of those issues and how to steer the 
executive through the appropriate decision-making process and 
execution model. There is then a need to apply the required 
level of oversight to ensure all is on course, the risk profile 
is appropriate and the business has the right people at the 
leadership level, at the same time ensuring the depth of emerging 
talent below. This latter element of executive succession and 
development sometimes seems to have fallen down the board 
agenda of late, pushed aside by more immediate significant 
issues such as risk – in IT, financial and reputational terms, not to 
mention the perils of remuneration decisions. It is however, one 
of the key strategic functions of a board to ensure the stability 
and continuity of the organisation beyond the tenure of a specific 
executive cadre. 

How can a board ensure it has the robustness and resilience to 
survive through the various potential challenges thrown their way? 
Recent corporate history has demonstrated the varied ‘slings and 
arrows of outrageous fortunes’ which can be thrown their way. 
There is an increasingly visibility of the chairman and key board 
roles with a greater focus and accountability on the board, with 
media training being an essential item, not just for the chairman of 

Feature

Who evaluates the evaluators?
Helen Pitcher looks at the emergence of the external independent board evaluation 
market and a new draft Code of conduct for the industry.
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the board but also the chairman of the remuneration committee, 
as they can be hauled before Select Committees and the like. 
The reality is, the board can never truly anticipate and prepare for 
all eventualities, but needs to be constantly vigilant, have a fair 
and transparent process for decision-making and manage its key 
stakeholders at all levels. 

A principle way of preparing and developing boards is assessing 
the performance of the board and its dynamic, as opposed to the 
company performance (albeit these two are intrinsically linked – 
certainly in the mind of the City), with an effective board evaluation 
which provides a developmental platform for the board. Board 
evaluation as set out in the UK Corporate Governance Code with 
a ‘comply or explain’ philosophy has moved more consistently 
to ‘comply’. Boards need to become increasingly focused about 
their policies, processes and performance. The general counsel/
company secretary once viewed as a ‘back office’ or ancillary 
function, is now viewed as a vital function for keeping the board 
on track. Company secretaries are increasingly becoming the 
chairman’s right hand person.

So what makes for a good evaluation?

A truly effective evaluation requires a high level of skill as it 
examines all aspects of the boards performance and turns a 
‘spotlight’ on the dynamic processes and governance. This is 
not however the full picture, it is the skill of the chairman and 
breadth of capabilities of the non-execs that will dictate whether 
the board dynamics will deliver the appropriate behaviours to 
ensure the board is operating at its optimum. The composition of 
the board is therefore key, the right skills and capabilities need to 
be present and then ‘artfully orchestrated’. The ‘heavy lifting’ of a 
boards work is usually done in the committees, so ensuring the 
interface of the committees and the engagement and explanation 
of the decisions to the whole board is crucial. This ensures the 
delegated authority is being exercised appropriately; and terms of 
reference are key, as they provide the framework for effectiveness. 

Evaluating a board effectively is therefore a complex ‘art 
and science’. With a definite shift to ‘comply’ with external 
independent board evaluations, there are arguably insufficient 
good quality evaluators in the market, with more and more 
chairmen and non-execs seeing the external independent 
evaluation as a serious and important aspect of their own and 
collective team ‘professionalism’. 

The emergence of the Code of Practice

As the board evaluation market has become more main stream 
I have long supported the need to create a Code of Practice for 
board evaluations which responds to the need for greater clarity 
for chairmen and company secretaries and provides a platform 
for developing and increasing standards in the board evaluation 
sector. 

Having launched the company I now Chair to provide an 
integrated approach to director and board effectiveness, I and my 
team sought to revive this standards debate, and commenced 
a process of extensive consultation with providers, investors, 
regulators and interested parties to expand upon our initial Code 
of Practice document. The response from a range of interested 
parties has been hugely productive with a growing sense of need 
to establish a ‘benchmark’ in what is becoming a much more 
mature market. The outcome of this has been the production of 
a draft Code of Practice which seeks to begin a discussion to 
address and resolve this perceived lack of market confidence 
and instil a more coherent framework to allow companies and 
consultants to work more effectively together.

The Code of Practice

With reference to the FRC’s guidance on board effectiveness, 
the Code sets out the issues which should drive a high quality 
board evaluation – professionalism of approach; competencies 
and capabilities; expectations of the clients by the consultant and 
clarifying the terms of engagement. 

Key features of the Code, which is designed to lead to a 
significant increase in standards, include proposals for amongst 
other things:

•  Not pursuing more than two consecutive assignments in order 
to remain independent

•  Avoiding, or resolving, conflicts of interest 

•  Being suitably qualified and experienced to conduct an 
evaluation credibly

•  Agreeing with the client how sensitive issues are handled 
effectively

•  Ensuring the outcome of a board evaluation is disclosed in an 
appropriate manner

The draft document suggests a mechanism for providing 
oversight of the application of, and adherence to the Code.

The Code will be subject to a process of public consultation to 
which all market participants and interested participants will be 
invited to contribute. 

Helen Pitcher is Chairman of Advanced Boardroom Excellence and holds 

a qualification from INSEAD in International Corporate Governance. The 

draft Code of Practice is available at www.abexcellence.com and on 

www.governance.co.uk. 
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At a meeting of the Permanent Representatives Committee 
of the Council (COREPER) in December, an agreement was 
reached with Member States on a draft package of measures 
for reform of the audit market including mandatory audit firm 
rotation of public interest entities (PIEs) and restrictions on 
non-audit services that can be provided by their auditor. 

Further steps in the legislative process are required before 
final approval of the legislation. Assuming finalisation of the 
legislation in 2014, the new rules would become applicable in 
the EU two years later in 2016. 

If finalised, the regulation will institute minimum standards 
with individual member states being permitted to adopt more 
restrictive requirements in many cases – ‘member state 
options’ (e.g., shorter period before mandatory rotation is 
necessary, wider prohibition on non-audit services). 

Scope 

The regulation will impact EU entities that fall within the 
definition of a public interest entity (PIE). A PIE is defined as: 

•  entities governed by the law of a Member State whose 
transferable securities are admitted to trading on a regulated 
market of any Member State; 

• credit institutions; 

• insurance undertakings or; 

•  entities designated by Member States as public-interest 
entities, for instance undertakings that are of significant 
public relevance because of the nature of their business, 
their size or the number of their employees. 

The reforms will impact on thousands of entities throughout 
Europe and have an extraterritorial dimension for groups. 
Subsidiaries that meet the definition of a PIE would be affected 
by the regulation irrespective of whether they have an EU or 
non-EU parent. 

Non-Audit Services (NASs) 

The NASs prohibitions are extensive and many advisory and 
tax services would not be allowed. The prohibited list includes 
‘tax services, tax advice, services that involve playing any part 
in the ... decision making process of the audited entity’, and

‘services linked to the financing, capital structure and 
allocation, and investment strategy of the audit client, except 
providing assurance services in relation to the financial 
statements, including the provision of comfort letters in 
connection with prospectuses issued by the audit client’. 

The statutory auditor is prohibited from providing NASs not 
only up to the date of the issuing of the audit report but, 
also, services in relation to ‘designing and implementing 
internal control or risk management procedures related to the 
preparation and/or control of financial information technology 
systems’ in the financial year immediately preceding the period 
subject to audit. This will affect entities in the 12 months prior 
to the appointment of a new auditor (eliminating the incumbent 
and the nominee as possible service providers). 

Fees for permissible NASs provided to the group must not 
exceed 70% of the average of the last three years’ group audit 
fees. 

Member States may add to the list of prohibited NASs, 
establish stricter rules under which permissible NASs may 
be provided, or apply a stricter NASs fee cap. They may 
also allow the provision of certain tax and valuation services 
in limited circumstances. This will lead to a patchwork of 
independence rules throughout Europe. 

Auditor rotation 

All PIEs would be required to change their auditor after a 
maximum term of 10 years. Member States may allow shorter 
rotation periods or the extension of the maximum auditor 
tenure where a public tender has taken place or in the case 
of a joint audit by a further 10 or 14 years (ie to a maximum 
of 20 or 24 years) respectively. Multinational groups with PIE 
subsidiaries will be faced with the choice of either applying 
the shortest rotation period to the entire group or having to 
appoint different audit firms in different countries, with the 
difficulties that this can imply for group audits.

Reporting to the Audit Committee 

The proposed reforms require that the auditor must explain the 
results of the statutory audit in an additional report to the audit 
committee. 

Whilst many of the requirements do not constitute a significant 
departure from current practice there are some new

Tim Copnell sets out the details of a draft package of measures for reform of the audit 
market in the European Union.

Feature

EU Audit Reform
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requirements, more specificity and some that require further 
clarification, for example inter alia: 

•  a description of the nature, frequency and extent of 
communication with the audit committee or the body 
performing equivalent functions within the audited 
entity, the management body and the administrative or 
supervisory body of the audited entity, including the dates 
of the meetings with those bodies;

•  a description of which balance sheet categories have been 
directly verified and which have been based on system and 
compliance testing; 

•  a report and assessment of the valuation methods applied 
to the various items in the financial statements and any 
changes in such methods;

•  any significant deficiencies in the entity’s or, in case 
of consolidated financial statements, the parent 
undertaking’s internal financial control system, as well 
as in the accounting system. For each such significant 
deficiency, the additional report must state whether or 
not the deficiency in question has been resolved by the 
management; and 

•  the significant difficulties, if any, encountered during the 
audit. 

The regulation also allows Member States to set additional 
requirements in relation to the content of the additional report 
to the audit committee. 

Furthermore, upon request the statutory auditor(s) or the audit 
firm(s) is (are) required to make available without delay the 
additional report to the competent authorities. 

Other provisions 

Whilst much of the media comment on the EU proposals 
has been on NASs and auditor tenure, the draft legislation 
also includes other important provisions, including matters 
relating to competent authorities and auditor oversight and the 
reporting by the auditor to the relevant authorities of suspected 
irregularities with regard to the financial statements. 

Next Steps in the EU process 

For the legislation to be finalised, the following steps are 
needed:

 •  Proposal to be formally agreed by a vote of the Legal 
Affairs Committee in the European Parliament (expected to 
occur in January 2014). 

•  Approved text submitted to a plenary vote in the European 
Parliament and for subsequent adoption by the Council of 
Ministers (tentatively scheduled for March 2014 but must 
be approved before new European Parliament elections in 
May 2014). 

This article is taken from an UK Audit Committee Institute paper 

published in January 2014. For further information on the new 

guidance, or about the Audit Committee Institute, please contact:  

Timothy Copnell ; T: 020 7694 8082; E: tim.copnell@kpmg.co.uk  

www.kpmg.co.uk/aci

Transitional rules 

The proposed transitional rules aim to stagger the introduction 
of mandatory firm rotation and depend on the length of auditor 
tenure at the date the legislation is finalised (‘Entry into Force’ 
or EIF, which is currently expected to be mid 2014): 

•  Where the auditor tenure has been 20 years or longer at 
the date of EIF, the requirement to rotate would take effect 
six years after that date (ie no later than 2020). 

•  Where the auditor tenure has been for less than 20 
years but for more than 11 years at the date of EIF, the 
requirement to rotate would take effect nine years after that 
date (ie no later than 2023). 

•  Where the auditor tenure has been for less than 11 years at 
the date of EIF, the company has at least 12 years before 
it must rotate its auditor. If a Member State has opted to 
permit a further extension of 10 years, then the company 
would need to conduct a public tender by July 2026, and 
may then extend its audit relationship until 2036 (or 2040 if 
there is a joint audit).
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