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THE ROLE OF NON EXECUTIVE DIREC
COMPANIES: REFERENCE TO THE UNITE

BY
OJIBARA HAMEENAT BUKOLA®

TORS IN THE GOVERNANCE OF
D KINGDOM COMPANIES ACT 2006

lNTRoDUCTION ‘

The.relevance of Directors especially the Non executive Directors is one
jmportant 1ssue that has come tO'llght and been in contention especially with the
collapse of major world companies in the advanced nations. This paper discusses the
historical roles of. Non-executive directors (NEDs) starting with the Cadbury (1992)
code of best practice and' their role in the contemporary corporate governance regime.
It goes further to examine the managerial and governance functions of the Non-
executive directors on the board, the changes in composition and governance roles
prought about by‘r.ecent _reforms and how these reforms have altered the duties,
objectives, composition or incentives of the board. Also, the difficulties faced by Non-
executive directors in fulfilling their roles and whether the corporate governance
reforms are likely to produce significant improvements to the governance of these
companies and possible future developments. This paper is based on the UK corporate
governance system, but will draw on examples from other jurisdictions for comparative
purposes.

HISTORY OF NON EXECUTIVE DIRECTORS

Non-executive directors have been in existence since the inception of
corporations whereby most directors were non-executives because they were also
owners of the company. Later NEDs were appointed from the royal family or amongst
the elite or prominent ones and it became an honorary position. This was done to
boost the status of these companies and a form of enticement to potential investors.
NEDs were later brought to the spotlight as a central figure in UK as a result of
business scandals.

Non-executive directors have grown in importance over the years with the
emergence of Corporate Governance in the UK markets during the 1980s and 1990s
focused on the role of directors and the standards that can be expected from them.!
This is as a result of the high-profile corporate financial scandals involving highly
entrenched CEOs, acquiescent boards, inadequate disclosure and auditing failures
which made it apparent that the UK corporate governance system was failing in the
protection of investors. Example of these companies with striking similarities is
Maxwell and Polly Peck in the UK, Palmalat in Italy and more recently Enron,
WorldCom, Xerox in the US. _

In the US, a swift government action was taken with the use of the Sarbanes-
Oxley legislation and the new NYSE listing rules in 2002 and many top level officers
were prosecuted. In light of this, the UK wanted to proffer a quick solution and
Precaution and also head-off potential consequences for. British companies listed in
the New York Stock Exchange.? The UK operates a unitary board system with the
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. ; business strategies on behalf of share
main rcsp()nsil.)lh()—‘o'f {T\E)il&r-:(:::'njz'"“h“‘“\d m aocordgnce with the Py Olders ang
to ensure business 'd(. 1 is unambiguous.? This necessitated the ﬁnancial 5 d Othy,
requirements, :,}::sn?f(;cg:n‘a mechanism in place and led to the r_OHOWin : urt()}:_:’]ri%
‘,”d‘”“’,g(j\;:;\,c directors (PRO-NED) 1982, the Cadbury COmmlttee (Committ:hon
of Mjnx \ft | Aspects of Corporate Governance) 1992 the G‘reenbury Commiltee lc o
P FImmUSS TSrnbull Report 1999, Smith Report 2003, Higgs report 2003 9s,
i'{mnp(-lhI‘)Pr(-)mmion of Non-executive directors (PRO-NED) 1982 wag also g ,
of ﬁnnﬂrtcill scandals like the ‘Guinness take-over of distillers’ and R SUC}:‘CS;]]{
increasing need to impose more sharchgldcr control over the activitieg of Compancv
directors. They produced a code of practice which prov1c}ed for a category of pe i
suitable for appointment and also guidelines for NEDs in Carrying out their dutiey
This later led to the Cadbury committee of 1992.. . ‘
The Cadbury committee under the Chairmanship of Sir Adrian Cadby »
the first major step in UK towards the evolution of a broad framework of the roje :f
Non-executive directors in corporate governance. This was set Up mainly by the

: : . : Stock
Exchange Council, the Financial Reportmg Council and the accounting Professiop |

Greenbury Report. The Final Report of the Committee o
1998 was chaired by Sir Ronal Hampel and known as the Hampel Report. Th
Greenbury and Hampel Reports were based on the foundations of the Cadbury report
with some major refinements like the rémuneration committee should comprise solelj
of non-executive directors with relevant experience and also stipulated that an annud
report should be provided to shareholders .6

The Cadbury, Greenbury and Hampel Reports had their committees compristt

whatsoever.7 However this led to an enhancement by the London Stock.EXd;?ng
with the adoption of a Combined Code that encapsulates the recommendauom‘re 9
three reports in 1998. The Higgs Report (2003) and the related Tyson Report we

: ; : . jveness
clear knee-jerk responses to the considerable impact of the ineffectiven
directors.8
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¢ Combined code was first issued in 199
datcghm 2003, 2006 and 2008. It is the most i 8 and has been reviewed and

: = nflue
e o with radical yet realistic proposals. The Combinrl(éel;:ézo;ggts oith:l-rx codes or
s the current

n : . .
repoxon of the code and contains broad principles and provisions on i
eration, accountability, board composition, : 1ssues such as

ders. It provides that a letter of appointment
itted time and also NEDs should undertake a i
com al knowledge and skills from time to time and als

ersoﬂ e =3 sal e
. revision of certain provisions of the code was ro o
\nc\xﬂ FRC) in 2009 and consultation proposaly %aposed by the Federal Reporting

counc 11 be kn ve been submitted early 2010.
vised code will be own as the Corporate Governan :

r'mn:x:zial years beginning from 29t June, 2010. ce Codes and will apply to

1

Notable chgngffS to be found in the revised code includes:
estriction on an individual chairing more than one FTSE 100 Comp;yr;cgnﬂ;a]al :of
Jlow an independently appointed company chairman of a company outside the FTSE
350 to sit in the audit committee. Also, all companies listed in the London Stock
£xchange (LSE) market are to repor't a compliance of the combined code in their
annual reports and overseas companies are required to disclose ways in which their
corporate governance practices <_:hffer from the code. This has changed under the
rinancial Services Authority revised listing regime as at April 2010, in which all
companies with premium listing are required to report how the code was applied
imespective of where the company was incorporated. Recommendations of the
Cadbury code are now incorporated in the Organisation of Economic Co-operation and
Development (OECD) principles of Corporate Governance 1999 and other Corporate
Governance codes like the Cadbury code 2000.°

UK statutory law is silent on the definition of NEDs and the composition of the
Board of Directors. Their duties are not separated from those of the executive directors
and they are both responsible for the management of the company. The need for a law
on these duties for clarity, accessibility and certainty and also the need to improve
corporate governance standards and keep up with changes from globalization led to its
codification in sections 171-177 of the Companies Act 2006. The role and duties of
non-executive directors are derived from various sources: Common law principles, the
Companies Act 1985, the combined code and Companies Act 2006. These sources
highlight the additional and distinctive role of NEDs.! Also, the Higgs Report
stipulated four main roles of NEDs and will be discussed in subsequent paragrapl}s.
They include: Strategy, Performance, Risk and people and encompasses earlier
"‘ommendations from other reports.

REI‘EVANT PROVISIONS IN THE COMPANIES ACT 2006 ) )
"The Companies Act 2006 also did not define the word non-executive dxrqctors
i d?ﬂerentiate them from their executive counterparts. Nevert'heless, H:TCSPCCUVC_ of
loe different roles they play, they have a common goal whic?h is to act in good kfall)tlh
eﬁwards the success of the company. However, the Companies Ac,:t has a remarka :
¢t on Non-executive directors, its new provisions on directors’ duties are relevan

Provides sufficiently as a guide to their involvement in the affairs of the company.

) f
$Kiarie .Nfc 92 uk/corporate/combinedcode. cfm accessed Ist May, 2010. (2007) ICCLR 17
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executive directors in UK listed companies: are they effective?
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172 : ive director relies solel Cee
N(“U'n Thus, where a non-executive dlrcccl:thri[h i CZ on an‘Otherl it “_SW

mcicl‘l)'mpl(le':fdctcrmine whether he acted in good ¢ TMpany’s beneﬁt g

be ditlicu :

: ings Plc v Lugman!! illustrates that a directy,
e C.asc; ?;;?ﬂllafciikﬁ?%milvcmcm .as an 'cxcusc tq avoid the ?r ;‘:‘)ls]nnotht
able to r;:fiso;)osmon was previously consndered. in W_estmtd Packagin Se 'clon d
h&-‘(i)”;‘)lyke” where the Court of Appeal gave a dxstfmctlgn b.etweep a delegauofls Ly
((J‘n'i's\u;n of responsibility from a total abrogation of duties, in whicp the fq e :nc
held to be permissible and the laFter is not. ‘ | N
However, non-executive directors are expected to exercise their OWN digery, |
and initiative and so a defence of manipulation would not suffice byt woulq i:on
breach of duty. They must nelth?r be.cr?dulous nor gullible, ang MUSt insteq :
vigilant in examining the company’s affairs .13 . be
On the other hand, section 174 provides that a director has a duty to _
reasonable care, skill and diligence, as is expected of a person carrv: CXer‘&
functions with such general knowledge and experience that a director hag gAO(;.lt e
care and skill is found both in common law and equity, The existent case faw Oul)' of
principle differs in the extent of involvement of a director. A director who hasr;;}:f

120091 EWCA Civ 117
L 11998] B.C.C. 830

: . 413
Ji Lian Yap, *Hear no evil, see no evil, speak no evil: the total inactivity of non-executive directors’ [2009] ICCLR

4 . .

:\ M Hsaio, ‘A sprouting duty of honesty and loyalty? Companies Act 2006° [2006] ICCLR 306

, [1989] BCLC 498 (case decided in 1977) 2009) 0!
M Amold, ‘Company Directors- Duties, Liabilities and Remedies® in § Mortimore (ed) (1* edn, OUP, Oxford
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ent of these same colleagues.!? These

ual ro]
enden ; : g roles have be '
ﬂdfpc\.ecutl"e directors are referred to as Outside directors,cr;ndc;fﬁfu(ljt to fulfil.
No & . . - c¢pendent
) S n & 3 . . v
jlrCctor issue of wider significance is whether the role of no

n-executive directors is

rised as a contributor to the ov 1
rection and direction or

erall strategic dj

jude € ) S and training them would
heir already existing skill and make them_ more efficient. Also, with global?;noid:ntg
siverse market, NEDs should be made to include: women, young and disable per
[;13[ are under-represented in boards. 19 persons

JAJOR ISSUES/ PROBLEMS FACED BY NON EXECUTIVE DIRECTORS

A major criticism qf non-executive directors is their background and the
process of sele.ction for their appomtmgnt. A typical non-executive director of a large
UK company is common}y an executive director of another company or a former
director of the company itself. This raises an eyebrow as to whether non-executive
grectors are truly ‘independent’. The quality that is required of non-executive
drectors and .whether other persons other than those with significant managerial
experience can realistically be expected to have them is an important factor to be
wonsidered.20 NED appointed outside the executive or managerial group are believed to
lack the necessary knowledge and skills required to perform these enormous duties.

Another factor that contributes or affects the independence of non-executive
drectors is superficial ‘scratch my back and I scratch yours’ principle. Executive
drectors would want to favour their non executive counterparts because whatever
decision they take might also apply to them where they are non executive directors.
for example the process of setting remuneration includes the use of a comparison of
remuneration levels in other companies to the relative performance of the company.
This however gives non-executive directors personal interest in their decision on the
level of executive pay, since the data is used in the long run to determine their own
%y as executive directors of other companies.?! )

. Also concerns have been raised about whether non-executive c%uectprs can
ealistically be expected to give an objective opinion of the company’s affairs, given the
l;;:“ned time_ they devote to the company. As a result, their views are lartﬁely ft%r;eaii 2;1
- ghtow of information provided by the executive directors; 'm?am'ntﬁati :nlsn e
tes] not be precise and they may seek to avoid antagonistic si ¢ The Higes

tin conflict between them, the executive directors and management.

rc;;ort “Mphasises the need for clarity and transparency of inf.orrfl;tion but t?lls }txla::
" down Played by the combined code to ‘timely information’.22 Conversely,

'l,” : . e
K Kml::amd &R Watson, ‘Board of Directors and the Role of Non-Executive l).lfcctorslln t::coa:‘;jcnalggaﬁzssrtomParisons
M Wiey 4 Sompson.and M Wright (eds), Corporate Governance; accountability, enterp

EFe ons, Chichester 2005) 98.
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: ithhold important information ¢ »
;xef ulif'e ssglirtdfr;nr:yNSBl;bgé?;iZe \;} their multiple dl{ Etharsglaips and sotth1 :
tl?i:linrffzsrmation could be released to thlrdtﬁartles uriWI Eg ¥ |

tal issue 1s at a step up in reSPonmbﬂiv

AnoLhe(ri f'updarréi?aoses non executive directors to personal hability tieg -

sions s : : : q
;nai’nigcd?fr?;ge?lThis tends to discourage quahﬁ:bdtﬁggei}:{r::?;se:;ed mfiiVidua]a Vay
most of them may decline the post. Ivn.other todcudS el Carez}n? limjy exDOSur‘
to liability, costs and benefits of raising stag E:rs of care and skill ully Measyre,
any future development of the law relating to dutie foaan ) | X

- Also, the fear of litigation could make .dlrectglrs 5 more aversFa in ety
making thereby they tend to declin;l}ljoterr:)tf;iiilglcvinl‘llgst;éﬁ\t/iitments With higy ns(

d less potentially p . _

proposglcysn{(:;gciaéiz E:iri]rectorspare taunted by a low level of pay, which js Smalle
their executive counterparts despite their dual and tasking duties, They are also e
entitled to benefits like pension schemes, §hare option or surplus share. Thjg isa)
morale or disincentive for them. Their attitude to 'work is sloppy and they teng g
little or no research before making important dfzcxslqns.

Enforcement is another problem faced in this area. There are no sanction ,
enforcement rules as to their accountability to shareholders. No redress Where
displeased with poor performance by directors which could affect the COrporg
structure and value of the company. This has led to resignations by non-executjy
and this can be used as a strategy by executives to get efficient and vigilant n,
executives off their backs.25
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IMPORTANCE OF NON EXECUTIVE DIRECTORS

Irrespective of the fact that they are prevalent in big companies, they are
nevertheless useful in small and medium companies thereby providing expertis,
broadening business horizons and strategic planning to enable their growth and

elevate them to been listed.26 The cost of hiring NEDs and the fear of losing control has
been a stump block for small and medium companies.

important investments and decision making,

They serve as a check on CEOs po maintal
discipline and compliance with St Powers and ensure managers '

. ures. Board i roductive
because they are scrutinised and so th meetings become more p

SUMMARY/CONCLUSION

, 1 o . . :
: I Stratton, Non-cxccuuvc directors:
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‘ Non-executive directors are
 challenges and inadequacies,
' companies; large, medium and

iIn more cases than not beneficial. Despite
NEDs still have a very important role to play in
| Um and small. It is however ill-timed that they are often called
pon wh‘e.n a company 1s in distress rather than when it is at its best performance but
their ab}hty to rescue and contribute positively gives them a fair representation.
Companies with non executive directors add credibility and prestige to the company
- because these companies are deemed transparent, code compliant and well managed
k as a result of their presence thereby creating a favourable corporate governance image.
' RECOMMENDATIONS

Howeve_r, there have been valuable suggestions as to possible solutions and
‘,éreforms. Appomtment which is an important aspect as it guarantees an effective board
- with the appropriate mix of skills and experience should be well made. As a result of
 globalisation and diversity, hiring should be made outside the conventional business
circle to include academics, professionals, civil servants, and women, young and
disabled persons who are underrepresented in boards.
‘ There should be a contract of employment between the company and the NEDs
and also an undertaking to meet a certain time of commitment dedicated to
 professional development and training. Also, the appointment of full time executives as

NEDs should be reduced so that adequate time would be devoted to company
~ activities.
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