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GOVERNMENT’S REPLY TO THE 
COMMITTEE’S SIXTH REPORT, ON  WHITE 
PAPER ON MODERNISING COMPANY LAW 

The Committee’s Report 

1. In our Sixth Report of Session 2002-03,1 we examined key policy aspects of the 
Government’s White Paper on Company Law. The Government’s response, in the 
form of a memorandum from the Department of Trade and Industry, is published as 
an Appendix to this Report. 

2. The Government generally concurs with our conclusions, and we have no comment 
to make on the majority of the Government’s response. However, we noted in our 
Report the concern of a number of witnesses that, though the White Paper and the 
process of reviewing company law that preceded it had been open-minded, 
transparent and thorough, the whole process was taking too long and it was now 
time to legislate.2 We therefore concluded: 

“We are concerned at the delay in the Government’s production of a Companies Bill 
and request that the Government now provides a date for publishing it.”3 

3. The Government has replied that: “It remains the Government’s objective to 
introduce a comprehensive new Bill as soon as practicable. While significant 
progress is being made, it is not yet possible to give a date for its publication.”4 The 
White Paper, published in July 2002, made it clear that it was the first of several 
consultation documents that the Government was likely to bring forward “over the 
coming months” to cover some of the remaining hundreds of pages of company 
legislation not dealt with in the White Paper.5 Given the length of time that company 
law has been under review, we cannot understand why it is not yet possible to give 
even a target date for the introduction of comprehensive legislation. 

4. Furthermore, we are perturbed to learn from the Government’s response, and from 
the Written Statement made to the House by the Minister of State for Industry and 
the Regions,6 that the Government intends to bring forward separate legislation on 
“especially urgent issues”, in effect the changes to the auditing and accounting 
regimes discussed at some length in our Report.7  While it is arguable that these 
need to be introduced more swiftly than their inclusion in the main Companies Bill 

 
1  Trade and Industry Committee, The White Paper on Modernising Company Law, HC 439 (hereafter referred to as the 

“Sixth Report”. 
2  As above, Paragraph 121 
3  As above, Summary 
4 Appendix, paragraph 11 
5  White Paper, Modernising Company Law, Cm 5553 (July 2002), paragraph 11 
6  HC Deb, 10 July 2003, cols 61WS-62WS 
7  Paragraphs 76–-102 
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would permit, because of the over-riding requirement to “help restore investor 
confidence in companies and financial markets”, the same is not true of the other 
elements which the Government is proposing to incorporate in this urgent 
legislation. The Government intends to include measures “enhancing powers to 
investigate companies” and to create a new entity, the Community Interest 
Company, “to boost the development of social enterprise”.8  Furthermore, it intends 
to use existing powers to introduce secondary legislation to implement the proposal 
for a statutory Operating and Financial Review9 instead of incorporating such a 
requirement in the main Companies Bill, as the White Paper proposed. 

5. As the White Paper itself makes clear, one of the primary reasons for revising 
company law was to make it “clearer, more certain and more accessible.” The White 
Paper noted that: “The present framework has developed through a series of partial 
reviews and piecemeal alterations. This has made it increasingly bulky and complex 
[over 700 pages of primary legislation, plus secondary legislation]”.10 We noted the 
concerns of a number of our witnesses that it is difficult for directors and other 
interested parties to find out what the law relating to companies actually is, because 
of the plethora of statute, together with common law and international regulation.11 

6. We are therefore very concerned to note that, far from establishing company 
law on the basis of a single comprehensive and rational Bill, the Government 
seems to be adding to the proliferation of amending legislation, potentially 
causing even more confusion; while the introduction of the main Bill appears to 
be further away than ever. 

7. Accordingly, we would like the Government to assure us that any intervening 
legislation will be swept up into the final comprehensive Companies Bill; and to 
provide us with a list of the areas of company law that remain to be dealt with 
in terms of further consultation and the drafting of the final provisions of the 
main Bill, and a target date for that legislation. 

 
8  HC Deb, 10 July 2003, col 61WS 
9  See Sixth Report, paragraphs 50–75 
10  White Paper, paragraphs 5 and 11 
11  See, for example, Sixth Report, paragraphs 4 and 121 
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Formal minutes 

Tuesday 15 July 2003 

Members present: 

Mr Martin O’Neill, in the Chair 

Mr Roger Berry 
Mr Jonathan Djanogly 
Mr Lindsay Hoyle 

 Mr Andrew Lansley 
Linda Perham 
Sir Robert Smith 

The Committee deliberated. 

Draft Report (The Government Reply to the Committee’s Sixth Report, on the White 
Paper on Modernising Company Law), proposed by the Chairman, brought up and read. 

Ordered, That the Chairman’s draft Report be read a second time, paragraph by paragraph. 

Paragraphs 1 to 7 read and agreed to. 

Resolved, That the Report be the Thirteenth Report of the Committee of the House. 

Ordered, That the Chairman do make the Report to the House. 

A Paper was ordered to be appended to the Report. 

Ordered, That the Appendix to the Report be reported to the House. 

 [Adjourned till Tuesday 9 September at Nine o’clock 
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Appendix  

Government Response to the Trade and Industry Committee’s Sixth 
Report of Session 2002-03(HC 439) 

The White Paper on Modernising Company Law 
 
Introduction 
 
1. The Government welcomes the Committee’s report on the Modernising Company 

Law White Paper. It represents a very useful contribution to an extremely important 
debate.   

2. Company law provides a basic framework through which businesses — from small 
start-ups to our largest listed companies — are managed and controlled. It is an 
essential part of our commercial fabric. An efficient and up to date regulatory 
framework for companies plays an important part in supporting the Department of 
Trade and Industry’s overall objective of promoting prosperity for all, not least in 
rebuilding business confidence damaged as a result of the major business failures in 
the US over 2001 and 2002. 

3. The Government has sought to respond to these events in a measured but decisive 
fashion. The Committee’s report refers to the work of the Co-ordinating Group on 
Audit and Accounting Issues (CGAA), the review the Government initiated into the 
regulation of the accountancy profession, and the work of the Financial Reporting 
Council (FRC) on drawing up guidance for audit committees. The Government also 
invited Derek Higgs to review the role and effectiveness of non-executive directors. 

4. These initiatives and a number of related actions are still in the process of being 
taken forward. While the Committee was considering its report Derek Higgs 
reported on his review and the FRC is now in the process of finalising revisions to 
the Combined Code in the light of consultation. More recently, Dean Laura Tyson 
of the London Business School issued her report on the recruitment and 
development of non-executives, in response to one of the recommendations in the 
Higgs Review. The Government has published a further consultation document on 
directors’ remuneration, focusing on contracts, severance pay and performance. An 
independent working group, chaired by Rosemary Radcliffe, has recently published 
a consultation document setting out proposals on how to determine what 
information is material in the context of the Company Law Review’s proposal, 
accepted by Government, that the largest companies should be required to produce 
a statutory Operating and Financial Review (OFR). 

5. In addition to this progress on the domestic front there is a corresponding amount 
of activity internationally. Initiatives at the European level include active discussions 
on the draft Takeovers Directive and Transparency (Obligations) Directive. 
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Additionally, the Commission is currently seeking views on its proposed action plan 
set out in its recent Communication, Modernising Company Law and Enhancing 
Corporate Governance in the European Union — A Plan to Move Forward, published 
following the report of the High Level Group of Experts on a wide range of issues 
related to company law. The Commission has also recently published a further 
Communication, Reinforcing the Statutory Audit in the EU which proposes 
modernisation of the European audit regime. And in the US itself the response to 
Enron and other scandals was rapid and far-reaching — the Sarbanes Oxley Act 
came into force in summer 2002, covering corporate governance, audit regulation 
and other related issues. It represents a considerable toughening of the US system 
and applies to foreign as well as US companies and auditors if they are active in the 
US, as many UK businesses are. 

Government plans for reforming company law 
 
6. Against the background of this activity the Government has been reassessing its 

priorities for reforming company law. It might be helpful for the Committee for us 
to explain the conclusions that reassessment has reached and outline the 
Government’s current plans. 

7. First, we plan to bring forward legislation as soon as Parliamentary time allows to 
implement a number of specific changes to the law recommended by the various 
reviews in the aftermath of the Enron and Worldcom failures. These changes need 
to be taken forward urgently in order to help restore investor confidence in 
companies and financial markets nationally. They complement the non-legislative 
measures already taken or under way, such as tougher standards on auditor 
independence and improvements to the Combined Code. The legislation will also 
include measures to boost the development of social enterprise, in line with the 
conclusions of the Cabinet Office Strategy Unit’s report Private Action, Public 
Benefit. 

8. The final content of this legislation will depend in part on the outcome of the 
recently completed consultation exercises on regulation of the accountancy 
profession and Community Interest Companies. However it is envisaged that this 
legislation will include provisions: 

• strengthening the statutory requirements for the recognition of auditors’ 
supervisory bodies to ensure they take part in appropriate, independent, standard 
setting, monitoring and disciplinary arrangements.  This will help restore and 
maintain confidence in auditor independence;  

• extending auditors' powers to obtain information from directors, employees and 
others; and requiring directors to state that they have not withheld relevant 
information from their auditors.  This will help improve audit effectiveness and the 
quality of audited accounts; 
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• creating a gateway for the Inland Revenue to pass information to the Financial 
Reporting Review Panel.  This will provide the Panel with a valuable new source of 
information as it begins its work of proactively checking that companies' annual 
accounts comply with company law accounting requirements; 

• a power to require companies to publish a detailed breakdown of any non-audit 
services supplied by their auditors.  This greater transparency will help 
shareholders and other stakeholders judge for themselves if there are conflicts of 
interest for the auditors, and will thus support auditor independence and audit 
quality; 

• giving the Department’s company investigators greater access to information.  This 
will increase their effectiveness in tracking down fraud and other misconduct; 

• the creation of the Community Interest Company as a new vehicle for social 
enterprise.  This will be purpose-designed to operate in the community interest 
within the existing framework of company law and will provide a useful way of 
demonstrating that a business operates in the community interest and re-invests its 
profits for the community.  Community Interest Companies will therefore be a 
valuable addition to existing forms such as the charitable company and the 
industrial and provident society.   

9. Secondly, the Government intends to use its existing powers under the Companies 
Act 1985 to implement the proposal for a statutory OFR for the largest companies. 
This was one of the key recommendations of the independent Company Law 
Review. Its early introduction will support the promotion of greater transparency 
and help to restore confidence in the markets. Our aim is to publish draft 
regulations in parallel with the legislation referred to in paragraph 7. 

10. Thirdly, we are continuing to take forward work on the comprehensive reform of 
company law, building on the independent Review and the White Paper. We remain 
firmly committed to reforming company law to create an effective, modern and 
flexible framework for corporate activity in the twenty-first century. This involves 
replacing an extremely large body of legislation, the main elements of which have 
been in place for some 150 years. It is widely agreed that comprehensive reform of 
company law is both overdue and has the ability to add to the competitiveness of 
British companies. In this context the support of the Committee for the project is 
particularly welcome. Responses to the White Paper published last year have 
confirmed that this is an extremely complex, but necessary, task. Our aim therefore 
is to introduce legislation as soon as is practicable — but we are equally concerned to 
ensure that the legislation is clear, coherent, delivers for business, and can stand the 
test of time. The Government is extremely grateful for the contributions it has 
received from a wide variety of interested parties so far and looks forward to further 
inputs and discussions as this important work proceeds. 



8  

 

The Committee’s conclusions and recommendations 

11. The Government welcomes the Committee’s general support for the approach 
adopted by the White Paper. The remainder of this memorandum considers and 
responds to each of the conclusions and recommendations (reproduced in bold text) 
made by the Committee.  

Summary 
 
We believe that, for the Government’s proposals to succeed in improving corporate 
governance, there will need to be more positive engagement between investors — 
especially large institutional investors — and the companies in which they hold 
shares. While agreeing that it is desirable for investors to exercise their power of 
“voice” rather than “exit”, we are doubtful whether many investors have the time, 
money or capacity to be as active as would be necessary. 

The role of institutional investors is very important in improving standards of corporate 
governance, which in turn enhances company performance, improves risk monitoring 
and promotes business prosperity. While it is clear that it is for investors, as the owners 
of companies, to decide the level of engagement necessary to hold directors to account 
for company performance, Government has a role in strengthening the ability of 
investors to hold directors to account and in encouraging investors to exercise their role 
responsibly. We introduced, for example the Directors Remuneration Report 
Regulations 2002 (which requires the disclosure of remuneration policy and an annual 
vote by shareholders on the remuneration report) and set in hand the Higgs review of 
the role and effectiveness of non-executive directors. We also welcomed the 
Institutional Shareholders Committee's best practice guidelines on shareholder activism, 
introduced following the Myners review Institutional Investment in the UK, and HM 
Treasury will be reviewing their application after two years of operation.  Next year the 
Department of Trade and Industry intends to review the operation of the Directors’ 
Remuneration Report Regulations. 

We believe that the Government’s proposals [on auditor independence and to 
restore confidence in company reporting] achieve a reasonable balance between 
statutory requirements and regulation by independent bodies; but we recommend 
that legislation in some areas should not be ruled out if looser forms of regulation 
fail. 

We welcome the Committee’s comments. We will be monitoring and reviewing the 
impact of all the new measures, both legislative and non-legislative, and will take further 
action if they are not proving effective. For example in the case of greater transparency 
of audit firms, we have accepted the CGAA’s recommendation that we should consider 
legislation if the voluntary approach is not judged adequate after the first reporting 
round. 
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We are concerned at the delay in the Government’s production of a Companies Bill 
and request that the Government now provides a date for publishing it. 

It remains the Government’s objective to introduce a comprehensive new Bill as soon as 
practicable. While significant progress is being made, it is not yet possible to give a date 
for its publication.  

Directors’ duties 
 
1) We consider that the aim of the law should be to provide a framework to promote 

the long-term health of companies, taking into account both the interests of 
shareholders and broader corporate social and environmental responsibilities. 
The specific duties of care required of companies to their employees and society 
at large will normally best be set out in other legislation, covering areas such as 
health and safety, environmental and employment law. However, the proposed 
statement of directors’ duties in the White Paper does represent a step forward 
as, for the first time, it explicitly recognises that good managers will have regard 
to a broader range of considerations than value to shareholders, which on its own 
may lead to short-termism. The White Paper’s formulation leaves the 
responsibility to make decisions about the company’s future where it should be 
— on the directors, not on the courts (Paragraph 22). 

2) We see no need to include a duty to creditors in the statement of directors’ 
duties. This statement is intended to lay out a broad, generic set of obligations 
and not a detailed list of the legislation which directors might be required to 
adhere to under certain circumstances (Paragraph 25). 

The Government welcomes the Committee's support for its general approach to 
directors' duties.  It agrees that company law should provide a framework to promote 
the long-term health of companies; that the framework should draw on the Company 
Law Review's enlightened shareholder value approach; and that the responsibility to 
make decisions about the company's future should rest with directors, not the courts.  It 
notes that the witnesses differed in their interpretation of the draft provisions, and is 
considering how best to address this. 

Higgs Review  
 
3) We welcome the Higgs Review. The proposals are modest but can contribute to 

good corporate governance standards in the UK, whilst the ‘comply or explain’ 
principle ensures that they should be flexible enough to avoid being seen as 
overly prescriptive.  Interpretation is important, however, and the boards of 
companies must approach the proposals in an objective and sensible fashion in 
order to adopt those suitable to them and adapt those that need to be ‘tweaked’. 
Similarly, though, failure to comply should not be taken as a negative sign by 
investors, providing it is accompanied by an adequate explanation that shows 
how governance standards are not compromised by the decision. It is important 
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that the proposals are not interpreted so flexibly that they lack substance, nor so 
rigidly that they become a straitjacket  (Paragraph 49). 

The Government also welcomed Derek Higgs’ thorough report. The Government notes 
that the FRC has set up a working group to produce a revised draft of the Combined 
Code, taking into account the points made in response to its recent consultation, with 
the intention of reaching a final draft of the Code which will build on Higgs’ approach 
and command general support. The Government also recognises the importance of the 
‘comply or explain’ principle and that both companies and their shareholders need to 
engage actively in order for the principle to work effectively. The Financial Reporting 
Council attached importance to these points and plans to reflect them in the revised 
Code. 

Non-Executive Directors: multiple directorships 
 
4) The emphasis on fulfilling the duties of NEDs rather than setting down 

mandatory limits on their commitments is in keeping with the general approach 
adopted throughout the Higgs Review and we broadly support this approach. It 
is important that the flexibility built into the Higgs proposals is not abused and 
this will need to be monitored carefully by the Financial Services Authority as 
guardian of the Combined Code, and by the Department of Trade and Industry. 
We are confident that such monitoring will take place, given the concerns about 
multiple directorships expressed to us by key interest groups (such as the IMA) 
and the welcome given to the Higgs proposals by bodies such as the ABI and the 
National Association for Pension Funds (Paragraph 33). 

The Government notes the Committee’s broad support for the approach proposed by 
the Higgs review and its views on the importance of NEDs performing their duties fully. 
Once a revised Code is in place, shareholders will have a key role to play in ensuring that 
non-executive directors are meeting their commitments effectively. 

5) It has been suggested that the Higgs proposals will result in NEDs having to 
commit more time to their work and that remuneration will need to increase 
accordingly. The Higgs Review suggestions for increasing the supply of NEDs 
would help to alleviate the problem. But for the most part Higgs is not proposing 
much that is not already adopted as best practice by many companies. Given this, 
it is hard to see how the time commitment of those NEDs who have already been 
doing their jobs thoroughly will increase significantly. There must be concerns 
about whether those who feel they cannot meet the time commitments were 
fulfilling the duties required of them (Paragraph 48). 

The Government notes the Committee’s conclusions on this issue and welcomes the 
best practice proposals of the Higgs Review. 
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Non-Executive Directors: recruitment 
 
6) We believe that there is scope for recruiting NEDs from outside the usual, 

narrow pool.  Some could be found among younger business people with direct 
commercial experience, others among those with still relevant but broader 
experience… The introduction of those with backgrounds different from those of 
the existing, thoroughly homogeneous pool of NEDs could introduce fresh 
thinking and an element of dynamism to company boards  (Paragraph 35). 

The Government agrees with the Committee’s views on the value of shareholders 
introducing a wider range of backgrounds onto company boards. In addition to the 
recommendations of the Higgs Review on this, Dean Laura Tyson led a group which 
made a report to the Secretary of State for Trade and Industry on this subject. A copy of 
this report (which we are placing in the Libraries of both Houses) is attached (not 
printed). 

Directors: training 
 
7) It is important that attitudes towards the training of directors change. Relevant 

experience is clearly fundamental for directors but their professional 
development should not stop merely because they have reached board level. 
However, this attitudinal change can only be realised if training provision is 
available. The Institute of Directors now runs a chartered directors programme, 
but this is the exception and directors’ training (as opposed to training in 
management, for instance) remains scarce. We hope that the Higgs Review can 
act as a stimulus to both the provision and take-up of training for all directors 
(Paragraph 38).  

The Government agrees that proper training is very important to enable directors to 
carry out their role effectively.  This is particularly true of NEDs and this issue was 
rightly a key focus of the Higgs Review.  This was also a point addressed in Dean 
Tyson’s report which recommended that a body such as the FRC or the London Stock 
Exchange should bring together training providers and companies to establish 
guidelines to ensure that practical training programmes for directors provide what is 
needed and that useful information about such programmes is easily accessible on a 
timely basis.  

Effect of Higgs proposals on company boards 
 
8) The Higgs proposals could have different implications for larger and smaller 

fully listed companies. In order to comply with the provision that boards should 
have a majority of NEDs, smaller listed companies may not be so willing to 
appoint senior managers to the board. We consider the wider representation of 
the Executive Directors on the Board to be a particular benefit to companies and 
therefore suggest that the situation is kept closely under review by the 
Government. We would be concerned if the effect of the Higgs proposals was to 
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encourage smaller listed companies to relist on the AIM where overall it would be 
shareholders’ protections that would be diminished (Paragraph 47). 

The Government also regards the representation of executive directors on the board as 
important and notes the FRC’s conclusion, on the basis of the responses to its 
consultation, that “the provision that at least half the board, excluding the chairman, 
should comprise independent NEDs could be difficult for many smaller listed 
companies (below FTSE 350); for them, the Code should provide for boards of such 
companies to include at least two independent NEDs but should encourage them to 
move towards meeting the full provision”. 

Reporting by companies 
 

a) Environmental and social reporting 

9) The proposed Operating and Financial Review (OFR) would be a marked 
improvement on current minimum reporting standards. It would help to give a 
much more rounded, clearer view of both past operations and future prospects of 
companies. It would be of benefit not only to shareholders and potential 
investors in companies, but also to all those concerned with wider aspects of 
company behaviour, whether as employees, local residents, or as interest groups 
involved in environmental/social issues or general corporate governance. 
(Paragraph 69). 

10) In practice directors will not be able to get away with assuming that 
environmental and social concerns are not relevant to their company and can be 
passed over without comment; we think that, in this area too, companies will be 
expected by investors and bodies like PIRC to “comply or explain”.  We would 
also be concerned if the effect of these proposals concerning the production of an 
OFR were to support a ‘box ticking’ attitude amongst companies.  We recognise 
the concerns expressed by some witnesses over whether the division into “core” 
and “other” matters would in effect downgrade the latter, but we consider that 
there will be pressure (from investors and others) for companies to raise their 
standards of reporting to those set by the pioneers in this area.  In this context, 
we agree with the view expressed by the TUC that company law alone cannot be 
expected to change corporate culture: without active shareholders and other 
interest groups, unwilling or incapable directors would be able to nullify the 
effects even of statutory obligations (Paragraph 70). 
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11) There seems to be a discrepancy between what the advocates of greater Corporate 
Social Responsibility want from the auditing of OFRs and what auditors — and 
the Government — expect. Given the limitations on auditor responsibility even 
in respect of financial information (underlined by recent corporate difficulties 
and scandals), it would be unrealistic to expect auditors to assume greater 
responsibility for information that is qualitative and even less easy to verify than 
financial reports (Paragraph 68). 

The Government welcomes the Committee’s positive comments on the proposals 
relating to the OFR in the White Paper. 

b) Which companies should be required to produce OFRs 

12) To date there has been little private sector experience of producing OFRs in the 
UK, and a number of companies (especially those within the FTSE 350 but 
outside the FTSE 100) are clearly anxious about what an OFR will be expected to 
contain, and the cost and difficulty of producing one. So on balance we prefer the 
gradualist approach advocated by the TUC (and possibly intended by the 
Government), so that the details of what is required can be worked out with the 
largest companies and then the key aspects extended to smaller companies. We 
are therefore content with the thresholds proposed in the White Paper 
(Paragraph 75). 

The Government is acutely aware of the need to balance the additional costs on 
companies of producing OFRs with the wider benefits of quality reporting. The 
proposals in the White Paper were developed with this balance in mind. It will also 
determine the way in which we implement the OFR in practice.  

Penalties for failure to comply with reporting requirements 
 
13) We agree that the effect of the law should be to encourage companies to make the 

proper disclosure rather than merely to punish directors for failing to do this. 
We note that the current — criminal — sanctions have been little used. We 
therefore concur with the Government that administrative measures should be 
more effective in achieving disclosure. We also support the proposal to introduce 
a clear criminal offence of intent to mislead or deceive the auditors (Paragraph 
79). 

The Government welcomes the Committee’s support for the proposals in the White 
Paper to extend the use of administrative measures to achieve correct reporting 
disclosures. It also welcomes the Committee’s support for the proposal to extend the 
criminal offences for failing to give auditors the information and explanations they 
require or for misleading or intentionally deceiving the auditors. The latter is being 
taken forward as a legislative priority (see the second bullet of paragraph 8 above).  
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Audit by the “Big Four” Accountancy Firms  
 
14) We believe that such an audit for many companies was always a status symbol 

rather than a sign of extra quality, as a number of accountancy firms are equally 
well qualified to audit most companies. We also think that greater competition in 
the market for accounting services would promote auditor independence and 
give a good basis for investor confidence. We therefore hope that institutional 
investors will not revert to putting pressure on smaller companies on the basis of 
mere prestige; such an action would contradict many of their efforts in other 
areas to increase transparency, accountability and effective corporate governance 
overall (Paragraph 86). 

This is not, of course, a matter for Government; however, we note the Committee’s 
views. 

Provision of non-audit services by auditors 
 
15) Although the evidence is necessarily anecdotal, it seems to us that there is a 

danger of audit services being used as a loss leader, not least because the lack of 
competition for auditing big and especially multinational companies must make 
it very difficult for even the most conscientious audit committee to determine a 
true market rate for the job.  It therefore seems appropriate to limit the types of 
non-audit services provided by auditors (Paragraph 90). 

We agree that there has been anecdotal evidence over the years of audit engagement 
being used as a loss leader, in the expectation of profitable non-audit services. However, 
we think that this is far less likely to be attractive to either company or audit firm post 
Enron and WorldCom. In any event, the Government is putting in place a package of 
measures on auditor independence, set out in detail in the CGAA Report. 

16) We do not think there should be a ban on all types of non-audit work by auditors: 
some tasks could be carried out by auditors without undermining their 
independence, and potentially more efficiently than by bodies without the inside 
knowledge of company operations gained by auditors. We consider that the two 
principles described by the ICAEW are the key tests to determine whether or not 
non-audit work should be banned (Paragraph 91). 

The Government agrees with the Committee’s analysis. It is now for the independent 
standard setter, the Auditing Practices Board, to develop the necessary standards on 
auditor independence. 

17) However, particular concerns have been expressed about the supply by auditors 
of expensive IT systems, especially financial control systems; and it seems 
obvious on first principles that external auditors should not also be involved in 
the provision of internal audit systems. We would therefore recommend a 
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strengthening of the requirements in these areas. Beyond this, we are content 
that the details of the requirements should be filled in by experts (Paragraph 92). 

The Government broadly agrees with the Committee’s conclusions. The Government 
endorsed the comments in the Final Report of the CGAA. On the provision of IT 
systems by the auditors, the CGAA invited the independent standard setter, the 
Auditing Practices Board, to consider whether such work should be acceptable only 
where specific safeguards are in place and certain conditions are met; or whether there 
should be a stronger presumption against supply. On internal audit services, there are 
already substantial restrictions on their supply by the auditors.  The CGAA proposed a 
ban on the supply of such services other than in exceptional circumstances. It is for the 
Auditing Practices Board to set the detailed requirements. 

Regulation of auditors 
 
18) For reasons of flexibility and maintaining a light-handed approach to regulation, 

we conclude that it should be the responsibility of an independent body to set 
standards to uphold the independence of auditors. If regulation seems to be 
failing, however, we believe that the Government should re-consider whether it is 
necessary to impose statutory restrictions on certain types of non-audit work by 
auditors (Paragraph 94). 

Both the CGAA and the Regulatory Review recommended that an independent body 
should set auditor independence standards. The Auditing Practices Board, which it is 
proposed will come under the aegis of the Financial Reporting Council, is already taking 
forward this new part of its remit. The Government will keep the position under review. 

Rotation of auditors 
 
19) We welcome the recent changes to the rules on rotation of audit personnel and 

on the two-year “cooling off” period for auditors. However, we are not confident 
that by themselves they will be sufficient to restore confidence in the 
independence of auditors (Paragraph 100). 

The Government agrees that these changes are not sufficient by themselves. They are 
part of the larger package of measures recommended by the CGAA and which are now 
being implemented. But they are an important part of that and we are pleased that the 
profession have moved so swiftly to implement these changes. 

20) We agree with the Co-ordinating Group that compulsory re-tendering could 
simply be an expensive but unproductive exercise. This option depends on the 
vigilance and independence of the company’s audit committee to be effective; 
but, with a vigilant and independent audit committee, it is not necessary 
(Paragraph 101). 

The Government agrees with the Committee’s conclusions on this point. 
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21) We are less inclined to worry about an increased likelihood of audit failure in the 
first two years of a new company’s tenure. More convincing to us are the 
arguments about the difficulty of finding a new audit firm that does not have a 
conflict of interest over the provision of non-audit services, especially in the 
present uncompetitive state of the market. We therefore do not recommend 
mandatory rotation of audit firms. However, we do not think that it should be 
ruled out altogether: if the other measures taken both to increase the scrutiny of 
auditors by independent directors, and to encourage greater competition among 
audit firms, prove insufficient to restore confidence in the objectivity of external 
auditors, then compulsory circulation of audit firms should be re-considered 
(Paragraph 102). 

The Government will keep the option of the compulsory rotation of audit firms under 
review. 

Audit committees 
 
22) We agree that audit committees have a vital role to play in corporate governance, 

and should be the main channel of communication between auditors and 
shareholders via the full board. In order to be “the best practical proxy to the 
shareholders” for the auditors, such committees should be composed of NEDs 
who are not compromised by having had too close a relationship with the 
management of the company in the past, who are highly analytical, tough-
minded and at least some of whom have had recent financial experience. So that 
the shareholders are kept as fully informed as possible, such committees should 
also make a full report to both board and shareholders on how they have 
exercised their function of scrutinising the auditors. In this context, it also makes 
sense for the chairman of the audit committee to attend the AGM to answer 
questions from the shareholders, as already provided for in the Combined Code. 
Finally, it is important for the members of the audit committee to be fully briefed 
about their special role, and companies should, where necessary, provide specific 
training for members of the audit committee to enable them properly to 
scrutinise external and internal audit control and risk management (Paragraph 
107). 

The Government agrees with the Committee on the vital role of the audit committee. 
We welcomed Sir Robert Smith’s report on audit committees, the conclusions of which 
will be reflected in the revised Combined Code by the FRC. 

Institutional Investors 
 
23) Ultimately, the primary concern of institutional investors is to maximise returns 

on their investments. Whilst this may bring with it some pressure on companies 
hoping to attract funds from institutional investors to ensure that they have 
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adequate corporate governance systems in place, there is a limit to the extent to 
which the institutional investors are willing or able to police the probity of the 
UK’s companies (Paragraph 120). 

The Government believes that institutional investors have a key role to play in ensuring 
the good governance of the companies in which they invest. We see best practice 
guidelines, such as the Combined Code, as the most efficient way of achieving higher 
levels of corporate behaviour. We will, however, continue to monitor the situation and 
take action if necessary — as we have done in the past. The Government’s comments on 
the conclusion in the Summary to the report on positive engagement between investors 
and companies are also relevant here. 

Revising Company Law in Future 
 
24) We recommend that, when the Companies Bill is drafted in full, particular 

attention be paid to whether powers are being delegated appropriately, whether 
to Ministers or to other bodies; and we consider that, to assist in this, all 
proposed secondary legislation should be published at the same time as the 
primary legislation. We also recommend that any changes in the exercise of the 
most significant powers be subject to the Regulatory Reform Order procedure, 
which ensures both wide publication and more detailed parliamentary scrutiny 
than other forms of secondary legislation (Paragraph 126). 

The Government notes the Committee's concerns about appropriate use of delegated 
powers under the new legislation. The drafting of the powers (including constraints on 
their use and the inclusion of any additional special procedures, where appropriate) is 
being considered. It is our intention to publish drafts of the key subordinate legislation 
for consultation. It is, however, too early to say when this will take place. 

Public Availability of Directors’ Home Addresses 
 
25) We sympathise with those who fear that directors’ families may be made the 

target of extremist campaigning groups; but we are also aware that many people 
have concerns about unscrupulous company directors who operate on the edge of 
legality, and the fact that home addresses are on a public register provides some 
extra assistance in tracking down these people. We hesitate to recommend a 
further breach of the principle of transparency, not least because it is not yet 
clear whether the recent legislation will be effective. We therefore agree with the 
Government that the situation should be kept under review. (Paragraph 131). 

The Government welcomes the Committee’s support for the approach adopted in the 
White Paper on this issue. 

Misuse of registers of shareholders 
 
26) We accept that there are valid reasons for maintaining public access to such 

registers; and we agree with the Government that it would be more effective to 
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allow companies to refuse to provide copies of the register than to give them the 
right to try to recover any financial gain from illegitimate use of the information. 
We consider that, with the general background of data protection and human 
rights legislation, the courts will be able in practice to distinguish between 
appropriate and inappropriate use of information. We are concerned that it 
should be as cheap and easy as possible for companies to apply to the courts in 
such cases, and urge the Government to bear cost in mind when drafting these 
provisions (Paragraph 133). 

The Government welcomes the Committee’s support for the approach reflected in the 
White Paper. We share the concerns about the affordability of court action in such cases 
and will bear the issue in mind in drafting the relevant provisions, 

27) We recommend that the Government explore what other types of information 
might be open to abuse, and take these into account in the legislation (Paragraph 
134). 

The Government is happy to accept this recommendation.  

Disclosure of convictions by companies 
 
28) We consider that it would be in harmony with the other proposed alterations to 

company law to increase transparency by requiring disclosure of convictions for 
breach of company law. We agree that, to ensure fairness, there should be a 
central register, but we see no reason why in addition companies should not be 
required to disclose such breaches themselves. Under the proposals on the 
provision of information in company reports and accounts, any failure by 
companies to make such disclosure would not be a further criminal offence but 
could be corrected by administrative measures (Paragraph 138). 

The Government is grateful for the Committee’s comments on the alternative 
approaches discussed in the White Paper for achieving greater compliance with the law. 
We are continuing to consider a range of options for improving compliance by 
companies with their legal obligations in the light of all the responses we have received. 


