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Walker Review: Banking
governance recommendations

Sir David Walker has recommended overhauling the boards of
banks and other big financial institutions by strengthening the
role of non-executives and giving them new responsibilities to
monitor risk and remuneration.

He also recommends a stewardship
duty on institutional shareholders
requiring them to play a more active
role as owners of businesses.

The recommendations are
contained in the final report of
the Walker Review of corporate
governance of UK banks and other
financial institutions (BOFIs). The
review was commissioned by the
Government in February 2009 to
examine corporate governance in
the UK banking industry. Its terms of
reference were extended in April 2009
to cover other financial institutions.

The final recommendations are
based on more than 180 responses
received to proposals made in a
consultation document issued by Sir
David Walker in July 2009.

On pay, the Walker Review
recommends extending the role of
the remuneration committee to cover
firm-wide remuneration policy, as
well as giving the committee direct
responsibility for the pay of all
highly-paid employees. At least half
of variable pay or bonuses should
be paid in the form of a long-term
incentive scheme, with half vesting
after three years and the rest after
five years. Two-thirds of cash bonuses
should also be deferred.

In addition the report recommends
greater pay transparency in the big

banks by requiring public disclosure
of the number of employees earning
more than £1m, broken down by
bands of pay.

Other specific recommendations in
the report include:

e Active investors to sign up to a
new independently-monitored
Stewardship Code.

e Financial Reporting Council (FRC)
to sponsor Stewardship Code.

e FSA to monitor investor conformity
with Code.

e Chairman of board to face annual
re-election.

e Chairman of remuneration
committee to face re-election if
report gets less than 75 per cent
approval.

e Most non-executives to spend
substantially more time on the job.

e Induction processes for all non-
executives and regular training.

e Non-executives to face tougher
scrutiny under FSA authorisation
process.

e Banks should have board level risk
committees chaired by a non-
executive.

e Risk committees to scrutinise and if
necessary block big transactions.

e Chief Risk Officer to have reporting
line to risk committee.

e Chief Risk Officer can only be

sacked with agreement of board.

e Remuneration committees should
disclose rights of high-paid
employees to receive enhanced
benefits.

Sir David Walker said, ‘we need to
get governance back to centre stage.
Of course major regulatory issues
need to be addressed to assure the
soundness of the financial system, but
there will be significant downsides

if the regulatory pendulum swings
too far. It could harm the ability of
banks to provide customers with the
financial services they need and lead
to substantial increases in fees and
charges.’

Continued on page 2
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Walker review: final recommendations

Continued from page 1

‘Improved governance can play
an important complementary role
by instilling greater confidence in
the way banks are being run by their
boards and overseen by their owners.
This should help regulators to strike
the right balance.’

The Walker Review proposes
that most of its recommendations
should be enforced through their
inclusion in the Combined Code on
Corporate Governance, or a separate
Stewardship Code for institutional
investors, both operating on a ‘comply
or explain’ basis. It will be for the FRC,
which has been closely consulted, to
decide exactly how this should be
done. The FRC is currently reviewing
the Combined Code and is due to
publish its conclusions this month.

It is expected to adopt some of the
recommendations for all companies
but to restrict the application of
others to BOFIs.

The FSA will also consider how to
take forward the recommendations
applying principally to financial
institutions.

The final report, the consultation
document and most of the
submissions can be found on the
Walker Review website at www.
hm-treasury.gov.uk/walker_review_
information.htm.

Financial Services Bill

The Government intends to
implement the Walker Review
recommendations on pay disclosure
through legislation in the forthcoming
Financial Services Bill.

Chancellor of the Exchequer, Alistair
Darling, said, “Sir David’s proposals are
the blueprint for how banks must be
run in the future. His interim report
recommended changes to control
bonuses that have already become
part of a global standard agreed by
the G20. The Government strongly
supports his recommendations and will
take steps to implement them as soon
as possible.”

Specifically, the Government’s
Financial Services Bill will allow the
Treasury to issue regulations forcing
banks to disclose, in bands, the
number of staff earning more than
£1 million per annum. It will issue draft
regulations for consultation in the

New Year and bring them into force as
soon as practicable after enactment of
the Bill. It is expected that disclosure
under the new rules will be required
for the 2010 performance year.

The Financial Services Bill will also:

e require the FSA to make binding
rules which implement the G20 pay
agreement, and give the FSA power
to void any individual contract that
contravenes specified rules and
make provision for the recovery
of payments made under that
contract contrary to those rules;

e mandate the creation of a new
Council for Financial Stability,
chaired by the Chancellor and
including the FSA Chairman and
the Governor of the Bank of
England, to focus on managing
systemic risk and protecting
financial stability, both in the UK
and internationally;

e give the FSA a new, explicit
financial stability objective,
requiring it to place greater
emphasis on monitoring, assessing
and mitigating macroprudential
risks in its supervisory and

regulatory approach;

e impose duty on the FSA to require
firms to produce Recovery and
Resolution Plans (RRPs) or ‘living
wills’ to ensure that they have
robust recovery plans to deal with
periods of stress without recourse
to support from taxpayers;

e give the FSA power to obtain
information from non-regulated
firms (such as hedge funds);

e give the FSA power to place
restrictions on short selling and to
require disclosure of short selling;

e require the FSA to found, develop
and monitor an independent
consumer financial education body;

e enable consumers to collectively
challenge banks in court;

e ban unsolicited credit card
cheques; and

e enable the Financial Services
Compensation Scheme to act as
an agent to deliver compensation
to UK customers of financial firms
based overseas.

The full text of the Bill can be found
at www.hm-treasury.gov.uk/press_
108_09.htm.

Lord Myners welcomes ISC code

In his keynote speech at the ICSA
Awards 2009 last month, Lord Myners
criticised shareholders for not taking
responsibility for the companies in
which they invest, but welcomed

the new code issued by Institutional
Shareholders Committee.

‘For too many individual sharehold-
ers, shares are little more than betting
slips, bought at a low price, with the
hope that the bet will come good.’

‘No-one wants ownerless
corporations, run by managers
for their own short-term gain. But
seemingly, no-one wants to “do
governance”; they are content to free-
ride on the efforts of others to hold
boards to account.’

‘l am encouraged by what the ISC
has done with the Code — and even
more by its commitment to look at
how it can structure itself better
- but fundamentally, the ISCis a
coordinating mechanism for trade
bodies who themselves operate
primarily to promote the interests of

their own industries.’

‘I question the absence of an
organisation in the UK that speaks
solely on behalf of institutional
investors, not for those who service
the agents of investors. My view is
that there would be very real benefit
in an industry-wide institute working
closely with academic institutions,
promoting research and debate
on all aspects of governance and
stewardship.’

‘l envisage something akin to
the US Council of Institutional
Investors. | would encourage industry
to take this idea seriously. An
enlightened and responsible fund
management industry could indicate
its commitment to good governance
and stewardship by offering to
endorse such a body, possibly in a
major business school, and endorse it
without strings attached.’

Lord Myners's speech is available
in full at www.hm-treasury.gov.uk/
speech_fsst_181109_2.htm.
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ISC code on responsibilities of
Institutional investors

The Institutional Shareholders’
Committee (ISC) has published its new
ISC Code on the Responsibilities of
Institutional Investors, together with
plans to review its constitution.

The Code is expected to
be adopted by the FRC as the
‘Stewardship Code’ in line with the
recommendations of the Walker
Review. In practice, it is merely an
upgraded version of the existing
ISC Statement of Principles on the
Responsibilities of Institutional
Investors. It sets out best practice with
regard to shareholder engagement
and sets new standards in terms
of ‘comply or explain’ disclosure
and verification. It has also been
restructured for these purposes to
differentiate more clearly between
the core principles and supporting
guidance.

The Code will apply to institutional
investors on a comply-or-explain basis.
It is aimed primarily at institutions
that choose to engage with
companies as part of their investment
strategy. It does not require
institutional investors to engage.
They are free to choose whether or
not to do so according to their own
investment strategy. However, it
requires investors that choose not to
engage to state publicly that the Code
is not relevant to them and to explain
why.

Those who elect to engage are
required to provide a statement
on how they implement the Code
principles in practice and what steps
have been or will be taken in respect
of verification.

Firms which comply-or-explain
against the Code and provide a
link to their policy statement will
be listed on the ISC website (www.
institutionalshareholderscommittee.
org.uk). The ISC envisages that this list
will become an important resource,
helping to inform pension fund
trustees and other beneficiaries on
managers’ approach to engagement.

The Code applies to institutional
investors and any agents appointed
to act on their behalf. It requires

mandates given by institutional
investors to fund managers or agents
to specify the policy on stewardship,
if any, that is to be followed. The
term ‘institutional investor’ includes
pension funds, insurance companies,
investment trusts and other collective
investment vehicles.

The challenge of supporting and
implementing the Code has prompted
the ISC to review its constitution
in order to ensure that it is fit for
purpose. The ISC is an umbrella
body for institutional investors,
whose members currently comprise
the Association of British Insurers
(ABI), the Association of Investment
Companies (AIC), the Investment
Management Association (IMA) and
the National Association of Pension
Funds (NAPF). It plans to consult on
new arrangements, which will be
designed to ensure that the Code
receives firm and proactive backing
from senior levels in the investment
industry. The ISC expects the new
arrangements to be in place by the
spring of next year.

Code principles

Under the new Code, institutional
investors who elect to engage are
required to apply and report on
their compliance with the following
principles:

e Principle 1: Institutional investors
should publicly disclose their policy
on how they will discharge their
stewardship responsibilities.

e Principle 2: Institutional investors
should have a robust policy on
managing conflicts of interest in
relation to stewardship and this
policy should be publicly disclosed.

e Principle 3: Institutional investors
should monitor their investee
companies.

e Principle 4: Institutional investors
should establish clear guidelines
on when and how they will
escalate their activities as a method
of protecting and enhancing
shareholder value.

¢ Principle 5: Institutional investors
should be willing to act collectively
with other investors where
appropriate.

¢ Principle 6: Institutional investors
should have a clear policy on voting
and disclosure of voting activity.

e Principle 7: Institutional investors
should report periodically on their
stewardship and voting activities.

The original ISC Statement, upon
which the Code is based, was first
published in 1991. It was beefed up
in October 2002 in order to head off
Government proposals to introduce
legislation requiring institutional
investors to vote using their shares
set out in a Department for Work
and Pensions consultation document
entitled Encouraging Shareholder
Activism. It also underwent minor
revision in 2005 and 2007 before
being upgraded to its present status
as a Code (for previous versions going
back to 2005, see www.ivis.co.uk/
Guidelines.aspx).

Under the 2007 version of the
former ISC statement, institutional
shareholders were required to:

e publish their policy on how they
will discharge their responsibilities,
including details on conflict
management (equivalent to Code
principles 1 and 2);

e monitor the performance of
investee companies and, where
necessary, establish a regular
dialogue with them (equivalent to
Code principle 3 — monitoring);

¢ intervene where necessary
(equivalent to Code principles 4
- escalation, 5 - collective action
and 6 — voting);

e evaluate the impact of their
activism (now included as Code
guidance under principle 3
- monitoring); and

e report back to clients/beneficial
owners (equivalent to Code
principle 7 — reporting).

The ISC Code can be obtained from
the ISC website.
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Keith Walmsley LLB FCIS, Barrister

Share premiums

A company may issue its shares at a
price (or for a consideration) in excess
of their nominal value, the excess over
the nominal value being described

as the premium. The ability to do so
enables the company to raise equity
capital at a price that more accurately
reflects the value of its existing shares
and prevents undue dilution for
existing holders. This is particularly
important where the shares are being
placed with new investors.

The amount of the premium will be
determined by the contract between
the company and the investor (i.e.
the terms of issue). If the issue price
is greater than the nominal value, the
investor has in effect agreed to pay a
premium.

By law, a public company must
not allot a share unless at least one
quarter of its nominal value and the
whole of any premium on it has been
paid up (s. 586). Although there is no
equivalent rule for private companies,
the terms of issue will usually, but not
always, require the premium on shares
to be paid on application or allotment
(see further below).

If a public company does allot a
share that is paid up for less than the
minimum amount, the allottee is li-
able to pay the company the balance
which should have been received in
respect of the share, plus interest. In
addition, the Act provides that the
share is to be treated as if one-quarter
of its nominal value and the whole of
any premium had been received. It is
not clear why this minimum amount
should be treated as having been re-
ceived (which presumably means ‘paid
up’) or how this could be reflected
as a double entry in a company’s
accounts. It will certainly need to be
treated as if it has been called up for
accounting purposes and possible that
it may need to be treated as paid up
for other purposes.

Share premium account

The treatment of share premium
under the Act is similar to, but not
exactly the same as, the treatment
of share capital. If a company issues
shares at a premium, whether for

cash or otherwise, a sum equal to the
aggregate amount or value of the
premiums on those shares must be
transferred to an account called ‘the
share premium account’ (s. 610(1)),
unless one of the exceptionsin ss. 611-
616 for mergers and reconstructions
applies.

On an issue for cash of 1,000 £1
shares at £4 each on which £200
remains unpaid, the entries in the
accounts might look something like:

Assets Liabilities & equity
Bank £3,800 | Called £1,000

up share

capital
Called £200 | Share £3,000
up share premium
capital
unpaid

£4,000 £4,000

Section 610 provides that the share
premium account may be used:

a. to write off the expenses of the
issue of shares which gave rise to
the premium or any commission
paid on that issue (s. 610(2));

b. to pay up new shares allotted as
fully paid bonus shares (s. 610(3)).

Section 610(4) states that, subject to
the above exceptions, the provisions
of the Companies Acts relating to the
reduction of a company’s share capital
apply as if the share premium account
were part of its paid up share capital.

This wording, which was imported
from the 1985 Act, is rather ungainly
as it implies that the only other way
in which the share premium account
can be applied is in accordance with
the capital reduction procedures
in Part 17, Chapter 10 of the Act.
In reality, it may also be applied in
certain circumstances to finance a
redemption or purchase of own shares
(see below).

The Act makes it clear that
the share premium account is an
undistributable reserve as far as public
companies are concerned (s. 831(4)).
Although this is not explicitly stated
for private companies, it is normally
assumed that s. 610(4) precludes the

4

possibility of making a distribution
out of share premium.

Application under 1985 Act

It should be noted that, prior to

1 October 2009, s. 130 of the
Companies Act 1985 also allowed the
share premium account to be used:

a. to write off the company’s
preliminary expenses (i.e. its
formation expenses);

b. to write off any expenses incurred,
commission paid or discount
allowed in respect of an issue of
debentures; or

¢. in providing for the premium
payable on a redemption of
debentures.

Redemption and purchase

The premium payable by a limited
company on a redemption (s. 687)

or purchase of own shares (s. 692)
may, if the shares were issued at a
premium, be paid out of the proceeds
of a fresh issue of shares made for the
purposes of financing the redemption
or purchase, up to an amount equal to
the lesser of:

a. the aggregate of the premiums
received by the company on the
issue of the shares redeemed or
purchased, or

b. the current amount of the
company'’s share premium account
(including any sum transferred
to that account in respect of
premiums on the new shares).

Where advantage is taken of this rule,
the share premium account must be
reduced by a sum corresponding to
the amount of any payment under
it. In practice, this allows some or all
of the original share premium to be
replaced by new share capital and/or
the premium raised on the fresh issue.
In addition, under Part 18, Chapter
5 of the Act, a private limited
company may make a payment out of
capital in respect of the redemption
or purchase of its own shares. The
term ‘payment out of capital’ in this
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context includes any payment made
otherwise than out of distributable
profits or the proceeds of a fresh

issue of shares, and would accordingly
include a payment made out of the
share premium account.

Private companies

The Companies Act does not make
any provision requiring the premium
or any part of the nominal value of
shares issued by a private company to
be paid up on allotment. Accordingly,
it would seem that a private company
may, subject to any contrary provision
it its articles, issue shares at a
premium without actually requiring
any of that premium to be paid.

Articles have traditionally allowed
companies to issue shares as partly
paid or nil paid and, given the
directors discretion as to when to call
up the amounts outstanding on any
shares, whether in respect of nominal
value or premium (e.g. 1985 Table
A, reg. 12 and plc model article 54),
such provisions are usually expressed
as being subject to the terms of
allotment. Accordingly, a member’s
liability to pay is determined first by
those terms.

It should be noted, that the
2006 Act model articles for private
companies limited by shares require
all shares (other than subscribers’
shares) to be fully paid (see article
21) and make no provision for the
directors to make calls on shares.
Accordingly, a member of a company
subject to the private company model
articles will become liable to pay both
the nominal value and, presumably,
the whole of any premium on issue, if
not before under the terms of issue.

Accounting for premium

A company'’s balance sheet is required
to show its share capital and a
separate entry for the share premium
account, calculated in accordance
with s. 610 after making any allowable
adjustments.

Section 610 requires ‘a sum equal
to the aggregate amount or value of
premiums on shares to be transferred
to the share premium account’. There
is no question that, under this rule,
the whole of the premium should
be transferred to the share premium
account if it is actually payable on
allotment, as will always be the case
for a public company. However, it is

not totally clear what should be done
in the case of a private company if a
premium is payable under the terms
of issue but has not yet been called
up. It does not seem to make sense
from an accounting perspective

to transfer uncalled premiums to
the share premium account. Doing
so would be inconsistent with the
treatment of share capital in the
balance sheet, which is required to
show ‘called up share capital’. Such a
transfer would also appear to allow
a bonus issue to be financed out of
uncalled share premiums. The fact
that s. 610 requires that an amount
has to be transferred suggests that
this should only be done when a
corresponding liability has been
created that is capable of being
transferred, i.e. when the premium
has been called up.

A company’s balance sheet is
required to contain a separate entry
showing the amount, if any, of
‘called up share capital not paid’.

No corresponding provision is made
requiring share premiums that have
been called but remain unpaid to

be itemised. These amounts would
obviously need to be included as a
liability somewhere on the balance
sheet. It is possible that, in practice,
accountants include them in the figures
shown for debtors or for ‘called up
share capital not paid’. Wherever they
are included, it would be good practice
to at least include a note specifying the
amount of unpaid premiums.

Statements of capital

The fact that it is possible to have
uncalled share premiums and called
up premiums that are unpaid has
implications with regard to the
statement of capital that companies
are required to include on various
company forms (such as the annual
return), which are required to show,
amongst other things, ‘the amount
paid up and the amount (if any)
unpaid on each share (whether on
account of the nominal value of the
share or by way of premium)’.

Many companies have found
it impossible to comply with this
requirement as they have not retained
the records to show the premiums
paid on every share issue. The
Government is currently consulting on
possible changes to the requirements
(see www.berr.gov.uk/consultations/
page53695.html). In the interim, it

has advised companies to do the best
they can to comply, even if this means
apportioning the amount shown in
the share premium account on the
date of the return to the various
shares in issue. As we have already
seen, this does not really serve any
useful purpose as the share premium
account may not necessarily represent
the aggregate amount of premium
paid on the shares in issue.

In practice, the detailed informa-
tion currently required regarding
the amounts paid is of no real use
to people dealing with the company
where the shares and any premium
on them have been fully paid. It
would, of course, be useful for them
to know the total amount, if any, of
the uncalled share capital or premium
and the extent to which any of the
called up share capital or premiums
remain unpaid. Although it would
be relatively easy for companies to
at least provide a figure for uncalled
share capital and premiumes, it is argu-
able that neither should be shown on
the statement because they are both
liable to fluctuate without triggering
a requirement to submit an updated
return. In addition, the information
should, ideally, be ascertainable from
the company’s accounts.

Payment for shares

Shares allotted by a company, and any
premium on them, may be paid up

in money or money’s worth (s. 582).
Under s. 583, shares are treated as
being paid up in (or allotted for) cash
where the consideration received for
the allotment or payment up is:

a. cash received by the company;

b. a cheque received in good faith
that the directors have no reason
for suspecting will not be paid;

c. arelease of a liability of the
company for a liquidated sum;

d. an undertaking to pay cash to the
company at a future date; or

e. payment by any other means
giving rise to a present or future
entitlement (of the company or a
person acting on the company’s
behalf) to a payment, or credit
equivalent to payment, in cash.

This is probably not a definition an
accountant would intuitively apply,
and it is not totally clear whether
shares should in practice be treated as
paid on this basis in accounts.
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NEDs hit by the
credit crunch

According to a report by
remuneration research firm RTF, the
financial crisis has caused the number
of non-executive directors to drop
sharply. The number of FTSE 100 non-
executive directors (NEDs) has fallen
from 753 in 2007-8 to 631 in 2008-9, a
drop of more than 16 per cent.

Of the 123 NEDs who were women
on FTSE 100 boards last year, only 96
remain this year, a fall of 22 per cent.
By comparison, the number of men
has fallen just 15 per cent, from 630
to 535.

The report also notes that NED pay
levels have fallen by around 5 per cent
in the last year, from an average of
£86,576 in 2007-8 to £81,930 this year.

FRC warns on audit
boundaries

The FRC has warned audit firms to

be cautious about signing deals with
companies that blur the line between
internal and external audit services.

The FRC is currently undertaking
a review as to whether additional
services offered by audit firms, such as
‘internal audit’ or ‘extended assurance
services’, are compliant with the
Audit Practice Board’s existing Ethical
Standards.

In a letter sent to the 'big four’
audit firms, it warns that should the
review conclude that such extended
services are not compliant, the deals
would have to be unwound, which
could be a costly and time-consuming
process.

ICSA Awards 2009

The ICSA Awards 2009 took place
last month in central London. The
ceremony incorporated both the
inaugural ICSA Hermes Transparency
in Governance Awards and the fifth
annual Company Secretary Awards.

The winners of the Company
Secretary Awards were:

ICSA Outstanding Achievement
Award: David Venus FCIS

Company Secretary of the Year: Susan
Adeane, rpmi

Company Secretarial Team of the

Year: Standard Chartered plc
Deputy/Assistant Company Secretary
of the Year: Alison Drew, Wolseley plc
The One to Watch: Jennifer Wright,
PwC Legal

The winners of the ICSA Hermes
Transparency in Governance Awards
for best practice disclosures were as
follows:

Strategy formulation and execution
FTSE 250: PartyGaming Plc
FTSE 100: BAE Systems plc

Audit policy and practice
FTSE 250: Rentokil Initial plc
FTSE 100: BHP Billiton

Remuneration policy and practice
FTSE 250: Dana Petroleum plc
FTSE 100: Aviva plc

Sustainability

FTSE 250: Tate & Lyle plc

FTSE 100: Johnson Matthey plc
[Sponsors: GrantThornton]

Risk management and internal control
FTSE 250: Davis Service Group plc
FTSE 100: 3i Group plc

Stakeholder engagement
FTSE 250: PartyGaming Plc
FTSE 100: Johnson Matthey plc

Director development, board
evaluation and succession planning
FTSE 250: SOCO International plc
FTSE 100: BHP Billiton

Innovation in governance disclosure
FTSE 250: Amlin plc
FTSE 100: BAE Systems plc

See further at www.icsaawards.com.

UK annual reports
good but cluttered

The Accounting Standards Board (ASB)
has said that UK annual reports are
getting better, but are still cluttered
with unnecessary information.

The comments were made in the
ASB's review of narrative reporting,
Rising to the Challenge. The review
concludes that the level of narrative
reporting is at a ‘good standard’,
with most companies providing
content above compliance level in
their financial reviews, the description

of objectives and strategies and the
provision of financial key performance
indicators (KPIs).

However, the ASB found that
‘immaterial clutter’ detracted from
important information in CSR and risk
reporting, and that there was room
for improvement in the reporting of
principal risks, trends and factors,
contractual and other arrangements.

The review found that:

e 32 per cent of companies failed to
meet the basic level of compliance
regard to non-financial KPIs;

e only 6 per cent of companies
reached best practice levels in risk
reporting; and

e only 38 per cent of companies
provided compliant discussion of
trends and factors.

The report, which highlights examples
of good practice and provides a simple
list of do’s and don’ts for corporate
reports, can be found at www.frc.org.
uk/asb/press/pub2148.html.

RiskMetrics seeks
assurances on EGMs

RiskMetrics, the influential US proxy
voting agency, has proposed changes
to its 2010 proxy voting policies that
would require UK and other EU listed
companies seeking authority to reduce
the minimum notice period for EGMs
to 14 days to give an undertaking that
the power to call EGMs at less than

21 day’s notice would only be used

in exceptional circumstances, e.g. to
facilitate the raising of capital.

ICSA and a number of other bodies
have written to oppose the proposal.
The proposed policies, together
with responses from various bodies

(including ICSA), can be found
at www.riskmetrics.com/policy/
2010comment.

NAPF urges pay
restraint

The National Association of Pension
Funds (NAPF) has urged companies
to show restraint when it comes to
executive pay.

In a letter sent to FTSE 350
chairmen, the NAPF has urged boards
to better align company remuneration
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with the long term-term interests of
shareholders, and also called for a
review of accepted best practice in
remuneration.

‘The objective,’ says the letter,
‘should be to create simpler structures
which better align interests over
the longer term and which expose
management to significant financial
risk in the event of failure to achieve
agreed goals.’

‘The volatility of share prices,
combined with the weak economy
over the past year or so serve to
illustrate well the shortcomings
in many performance conditions,
including the timeframe over which
performance is measured. It is
therefore a good time for companies
and their shareholders to consider how
the model might best be improved.’

The NAPF also sets out its thinking
on how this could be achieved,
including bonuses being treated
as 'profit sharing’ (i.e. if profits are
lower, bonuses should be reduced), a
better balance in apportioning cash
between remuneration, dividends
and retentions, and a proportional
reduction in bonuses if targets such as
KPIs have been reduced.

The full text of the letter is
available at www.napf.co.uk.

Audit challenges
highlighted by FRC

The FRC has published two reports
designed to help audit committees
and users of actuarial data to cope
with the effects of the current
economic climate.

The first report warns audit
committees that changes to a
company'’s terms of trade brought
about by the economic crisis could
call into question the suitability
of existing accounting policies,
assumptions made in financial models
and internal control systems.

The second report, designed
to help those who use actuarial
information in their business, poses
questions regarding possible changes
to the risks surrounding the business
model, how those risks are managed,
on understanding the key assumptions
and cash flows underlying discounted
values and on the quality controls on
actuarial work.

The documents can be found at
www.frc.org.uk/press/pub2160.html.

Government response
to CVA consultation

The Government has announced its
response to the recent Insolvency
Service consultation Encouraging
Company Rescue.

The consultation invited views
on a number of possible measures
to enhance the existing company
voluntary arrangement (CVA) regime,
including a proposal to introduce a
moratorium for all companies that
need a breathing space in order to
agree restructuring proposals with their
creditors, and measures to promote
increased access to rescue finance.

The Insolvency Service will continue
to develop its plans for a moratorium,
which were welcomed by the majority
of respondents to the consultation.

However, it has decided not to
proceed with its proposals regarding
rescue finance, which would have
introduced:

e super-priority for rescue finance
advanced in administration;

e measures to create new types of
charges in an administration/CVA;
and

e measures to limit charges to assets
or book debts pre-dating an
insolvency event.

The original consultation and a
summary of responses can be found at
www.insolvency.gov.uk.

Corporate
manslaughter fines

Companies found guilty of corporate
manslaughter could face multi-million
pound fines that put them out of
business according to draft sentencing
guidelines published last month.

When the corporate manslaughter
offence was introduced, it was
thought that companies would be
fined a percentage of their average
annual profit — between 2.5 and 10
per cent — depending on the severity
of the case.

However, the Sentencing
Guidelines Council (SGC) is proposing
that an absolute fine should be
imposed on guilty companies. The
SGC's draft guidelines state that ‘the
appropriate fine will seldom be less
than £500,000 and may be measured

in millions of pounds'.

They also state that, although the
judge must consider the effect of the
fine on the company’s employees, in
some cases, it may be ‘acceptable’ to
bankrupt a company by imposing a
very large fine.

For further details, see www.
sentencing-guidelines.gov.uk/
guidelines/council/draft.html.

UK private share
ownership declines

Private investors’ ownership of UK
shares is at an all-time low, according
to Capita Registrars. At the end of
September 2009, UK investors owned
just 9.4 per cent of the FTSE All

Share index — an all-time low - and
their holdings were valued at just
£153 billion.

Private shareholders sold £1.3
billion of shares in August and
September, moving away from cyclical
stocks and into defensive shares
and savings. The sudden shift saw
the largest private trading volumes
recorded in the last 18 months.

News in brief

VAT rate returns to 17.5 per cent

The standard rate of VAT will return
to 17.5 per cent on 1 January 2010.
However, the Treasury has announced
a grace period for certain types of
business that will be trading over New
Year's Eve and that account for VAT at
the point of sale - principally retailers,
pubs and restaurants. For them, the
current reduced rate of 15 per cent will
continue to apply until the business
closes on New Year’s Day, or 6am,
whichever is earlier. So, if you are still
drinking at 6am on New Year’s Day,
don’t forget to remind the barman!

Postal strikes suspended until 2010
The Royal Mail and the Communica-
tion Workers Union have reached an
agreement to end the current run of
postal strikes until the New Year and
to hold further talks in the run-up to
Christmas in an attempt to resolve
the dispute. If they don't succeed, the
next series of strikes will be perfectly
timed for the 2010 AGM season.
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ABI guidance on articles

The Association of British Insurers
(ABI) has published guidance for
listed companies on various matters
regarding the Companies Act 2006
and articles of association (see www.
ivis.co.uk/ArticlesOfAssociation.aspx).

The guidance states that a
company'’s articles are a key element
of corporate governance and
consequently of considerable interest
to investors. The guidance outlines
the ABI Investment Committee’s views
on current best practice in relation to
articles and associated areas.

Borrowing Powers

The guidance states that all articles
should include a limit on the level of
borrowings by the company/group.
These are typically formulated as
a multiple of capital and reserves
taken from the published report and
accounts.

The guidance states that a broad
figure for such borrowing limits
is twice capital and reserves, but
that there may be wide variation
depending on the company and
sector. Goodwill and intangible
assets may be included in capital and
reserves, subject to the provisions of
FRS10 or the equivalent international
reporting standard requirements.
Netting off cash may also be
acceptable, but shareholders should
be consulted before any change is
proposed. The exclusion of pension
scheme deficits or surpluses is unlikely
to be the most appropriate way of
treating the impact of their volatility.

Fixed limits to borrowing powers
should be kept under review.

Communications

Approval may be sought for the
company to use the website as a means
of communicating with shareholders
(as the default position) who do not
request documentation in paper form.
If approved, the Company should
consult individually with shareholders
to establish by which means they wish
to receive information. Those that

opt for electronic communication
should be informed when certain

key information is available upon the
website.

Corporate representatives

The guidance clarifies that, following
final implementation of the
Companies Act, the ABI no longer
considers it necessary for companies
to make arrangements for the
appointment of designated corporate
representatives at meetings.
Corporate representatives should
instead be allowed normal access

to the meeting and have associated
rights as understood under the Act.
However, in jurisdictions where the
law has not yet been suitably clarified,
such as Jersey, the ICSA guidance on
designated corporate representatives
should still be followed.

Dispute resolution &
exclusive jurisdiction

Some companies believe that it is
appropriate to provide for a dispute
resolution procedure and governing
law in their articles. In general terms
these provide that arbitration should
be in accordance with the Rules

of Arbitration of the International
Chamber of Commerce. Where a court
determines that arbitration cannot be
used in a particular dispute, or where
a derivative claim is being brought
under the Companies Act 2006, the
courts of England and Wales would
have exclusive jurisdiction.

However, the ABI is concerned
about such dispute resolution
provisions being codified in the
articles of association. If a company
considers that such provision may
be appropriate in their case, it is
advised that careful consultation with
shareholders is necessary.

Miscellaneous matters
The guidance also

e confirms the ABI's support for
the Institutional Shareholders
Committee statement on auditor
liability limitation agreements, and
the General Counsel 100 guidance
on conflicts of interest;

e requires articles to contain a
monetary cap on the amount
of aggregate fees payable to
directors;

requires s. 793 penalties for non-
disclosure of interest to comply
with and take regard of LR 9.3.9
and DTR 5, including the minimum
14-day notice requirement for
disenfranchisement;

requires companies, when seeking
approval for EU political donations
and expenditure under Part 14 of
the Companies Act 2006, to clarify
their policy on political donations
and whether they intend to use the
authority for that purpose
requires such authorities to be
sought on an annual basis; and
requires companies considering
reincorporating outside the UK

to consult major shareholders in
advance, and states that investors
will expect the company to provide
a clear rationale for its decision
and to commit to continue to
abide by UK corporate governance
standards.
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