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The roles and risks of non-executive

directors

The diversity of the board
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According the Cadbury Report, non-executive divectors (NEDs) should bring an independent

] |_|||" SHRategy, lic'{f(‘lljjj(n’.’.’l’l" and codes of conduwat, Many serve as chairs of

audit comemittees, bue wath wo legal distinction between execudfive and won-execulive pesifions, ey

attes and Babilifies as Heeir o tive comnterparts, Tl ks g

are bownd by the sane =
company audies and firancial siatements a very stonificant and real responsibility, Liz Maloney,
EMEA far ACL

sign off in confidence.

region rpnies that many von-executives lack the basic mformation to

The recent spate of high-profile corporate fraud cases being prosecuted has shocked many
in the business world. With millions of peunds being misappropriated and hidden through

falsified financial reports, the guestion being asked s how can such starthing financial

sugpest collusion on an

irregularidies be approved by execudve boards and does this
scale?

Diespite the media hype, the answer inthe vase majoriey of cases is no. Frandulenr activicy
15 penerally hameed o very few individuals in the organisation, and ic s the lack of accurate
fnancial reportng and visibiliey of key controls, racher than company-wide conspiracy, that

allowys suspect transactions o ship through the net, For example, KPMG Forensic’s recent

profiling of the average corporate frandster found that it was maost likely to be a ‘orested male

exerutive in the finance deparemens, getting away with over 200 frawdelent acts over a pertod of up to

five years or maore’,
O course, fraud 15 not the only ching km-ping NEDs awake at might. The introduction of

a host of regulations in the past decade is having a far-reaching impact on how businesses

are run and the controls rhu'}' must have in F  Effectve ¢ UI]I[IlL:II)( e with such I'L"i_'.lll\ll'inﬂ\

are the responsibility of the busimess, and L|||i1||_|IL'|1.' the board of directors.

Crucially in both scenaries, the law sees no diference in the hability between executive
directors and NEDs — all are accountable. As such, boards must be aware of the appropriate
corporate safeguards and che steps to take to mimmnse business risk. Farthermore, MEDs
need to reconsider their roles, responsibilities and the risks to which they are exposed. Many

icant

are now doing so, becoming more reluctant to accept positions, with potentially sig

contral consequences tor business,

An executive team contuming members with a wealth of disparate knowledge and
experience is a key component of a strong board, However, the recent headline fraud cases
highlight the dangers in appomnng inexperienced or ‘celfebrry’ NEDs, and may sigmal a sea
Lll:nlgu 1Y AppoInement srate gy,

{ the board. In

In FTSE W companies, on average, NEDs comprise approximately

smaller listed companies, this figure drops o just over one third.” Having sach a large
proportion of NEDs present acknowledges the crideal role they play m steering the
company’s strategy, performance and governance, Unlike executive directors, who are liable
to become embroiled in the dav-ro-day operations, NEDs are able to focus on wider issues
an, significantly, must interrogate the facts that they are given, In a report to the UK

Government, the roles of the NEL were outlined as follows:

i e Dusiness, e enronment i ol it

['They] need 10 be ¢

UNEDs] must be well-informed

erment and t have

operates and the (sswes i faces and in i

an dnguiring wind, They shonld question inselligenty, debate vigorously and decide

dispessivnatedy.” !
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Heowever, there 15 some evidence of a knowledge gap ac board level. A recent survey of non-
execs showed that less than one quarter recetved o formal briefing or mduction after
appoinement. Furthermore, owo thirds had not recetved  any additional training or
development of skills as parc of their l“[L‘l'lHI'\lll]l.l This is incredibly significant becanse
faling to equip these crucial mdividuals with the knowledge and tools they require to

confidenty carry out their roles opens the door to all manner of corporace risk,

The role of the non-exec is further challenged by the increasing complexities of modern

business life, The past 20 vears have seen a substantial change i the way in which business

15 conducted, due, in large part, to security, risk and regulatory issues, This greater focus on
carporate governance has placed an increased onus on NEDs to ensure char the company

and its employees are tunctioning within the Lo

With 83% of NEDs serving on or chairing audic committees,” financial aceountability consumes
much of their time, Although NEDs are selected for the varied experience they can bring to the
bexarel, mary find themselves requiring considerable financial and avditing knowledge, and an
acute awarenes of the company’s intermal busines processes, They are put m the unenviable
situation of being asked o sign off financial repores, for which they are personally accouniable,
despite not being trimed auditors or risk assessors. As such, they must have complete {and ofien
Blind) trust in the integrity of the informacion provided by the busines.,
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serve on an audit committee is clearly a mme-consuming and complex tisk, And unl

mantel here as well, Though confidently signing off inancial repores is a key anm of the
committee, it 15 also t'|1'll'g:!'t| with reviewing the l.'t‘lllp;ill\-":i ineernal financial control syalein,
the risk NENAEE LN SYstens anel owerall compliance. Here, MEDs can add value ]15,- b |;|Hi||H
to bear their experiences with systems and processes that have worked, Likewise, by viewing
the financial controls with fresh eves, chey are able to dentify possible problem areas chae
need attention; for example, an oversight allowing managers o approve their own expenses.
However, without an indepth understanding of their role and of the speaific business, this
can be challengimg,

With such a wide remit to Gll, the pressures placed on che audin committee, and therefore
MNELs, are considerable, [t s telling that 45% of NEDs are less likely to accept an audit
committee chaitmanship now than they were 12 months ago, citing corporate governance

and mereasing regulation/legislaton as major challenges.”

With few NEDs having a carcer history in Gnance and audir, cheir effectiveness on the audat
committee is preatly influenced by the tools and systems they have ac their disposal. The
most valuable asset for an MNELY s the complete visibilioy of the company’s financial controls
and transactions, If the internal conerols i place have been tested and proved robust agaimse
the threat of fravd and other Anancial misnomers, the audit coimmittee can be confident in
the imtegrity of the reports they are signing off,

It is now becoming more commaon for businesses today to support cheir craditional
quarterly or annual audic with continual monicoring of nternal controls and transactions o
provide full wisibility of business operations. The resulting system allows internal auditors and

fimancial controllers to question any anomaly as it occurs, racher than at the end of a cvele

when workloads are high and considerable nme has past between action and detection, For

example, once a duplicate payment has been made {either through an innocent mistake or

fravdulent activity), the chances of total recovery dwindle to 30607, and the cost of
recovery can be significant.” This is why 5% of an organisation’s turnover is lost to fraudulent
activities cach year,"

But the good news for NEDs 15 that by insisting on this kind of business control, not only

can they dramatcally reduce the risk of raud, they are also able o increase revenues and,
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ultimately, protit sharcholders, while assuring the mtegricy of financial contrals and accuracy

ol reports,

Lo add o the complexities of managing businesses today, every major enterprise is entirely
dependent on technology to conduct business, This can be a blessing and a curse, On the
one hard, technolopy can creare 2 wondertul playground for mternal and external fraudseers;
an the other, it can provide very clear control mechanisms to lumit fraod and business risk,
while significantly improving business efficiency. The key to gettuing the balance right 15 an
intelligene approach o T However, one ching 15 absolutely  clear: technology, and
particularly daca analyeics and monitoring tools, can significantly ease the burden currently

being placed on NEDs,

The very essence of business is that it changes and adapts to the market conditions placed upon
it Successtul conmpanies |'{'|}' |u~.n-"i|§- on their boards oo provide the puidance necesary o
remain compentive and successtul, Personal Lhalalicy among directors may not raffle the
feathers of execunve directors, who are better placed 1o ensure that daily operations are
compliant with all laws and regulatons. However, NEDs do not have the luxuey of being
mwolved at this level of the company and must rely on their executive counterparts to
rAnage the process, While non-execs will have confidence in cheir business, they need a
little more. They need the prool w back w up. Happaly, non-execs are m the perfect positon

o insist om this, to make sure cheir client companies implement the ophtest business

processes and the right levels of inancial analysis and management to ensure that they have

the visibilicy o sign off audits, aceounts and annual repores i complete confidence.

Gam assurance — make sure that the business has a contral system that reports againse
anomalies in it financial ransactions and clearly shows how exceprions are highlighted
and dealt wath.

2, Continvally monitor — do ner ust rely on ad hoc avdiing, Quarterly or anmuaal audirs
-,uuph'.' InEerrogate s.m|p|r data and may miss the real business threats,

3. Reduce lhabilicy — ensure that financial control and monitoring become part of everyday

business lite, providing vou with the most up-ro-date and accurate informanen so that

VO car sigxn all accounts '.\r'lll] tocal C'lllllllit"lll'i'.
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