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FRC consults on Stewardship
Code for investors

The Financial Reporting Council (FRC) has issued a separate
consultation document on the proposed Stewardship Code for
Institutional Investors as part of its review of the Combined
Code of Corporate Governance.

The Walker Review of governance

in the banking and financial sector
made the following recommendations
regarding the stewardship role of
institutional investors:

e the FRC's remit should be extended
to cover the development and
encouragement of adherence
by institutional investors to best
practice in stewardship of UK listed
companies;

¢ the Code on the Responsibilities of
Institutional Investors, prepared
by the Institutional Shareholders’
Committee (ISC), should be
ratified by the FRC operating as
a Stewardship Code on a comply
or explain basis, and should be
reviewed by the FRC on a regular
basis;

e arrangements should be put in
place under the guidance of the
FRC for appropriately independent
oversight of a monitoring process,
with an annual engagement
survey;

e the Financial Services Authority
(FSA) should require institutions
that are authorised asset managers
to disclose on their website
whether and, if so, how they
commit to the Stewardship Code;
and

e foreign investors should be encour-
aged to commit to the Stewardship

Code on a voluntary basis.
At the request of the Government,
the FRC has agreed to take on this
new responsibility, subject to ensuring
that such a code can be operated
effectively. The FRC's consultation
document:

e Sets out certain policy objectives
for the stewardship code;

e Invites views on whether the FRC
should accept oversight of the
ISC code in its current form, or
whether amendments should be
made before it does so;

e Highlights the differences between
the ISC code and the existing
provisions in Section E of the
Combined Code directed towards
institutional investors that it would
replace;

e Seeks views on which institutional
investors and agents should be
encouraged to apply the code on
a ‘comply or explain’ basis, what
they should be asked to disclose
and to whom, and the monitoring
arrangements that should be put
in place.

The FRC believes that a Stewardship
Code could contribute to a significant
improvement in the stewardship of
UK listed companies: ‘More effective
engagement should improve the
governance and performance of
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investee companies, assist the
efficient operation of capital markets
and increase confidence in business.
Greater clarity in the respective
responsibilities of asset managers and
asset owners along with strengthened
accountability of institutional
shareholders to their clients will

also strengthen trust in the financial
system. A clear understanding of
these responsibilities will also assist
beneficial owners in setting the terms
of their fund mandates and in holding
asset managers accountable.’

Policy objectives
The FRC has identified a number of
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policy objectives against which to
judge a Stewardship Code. These are
that the Code should:

e Set standards of stewardship to
which mainstream institutional
investors should aspire, and
maintain the credibility and
quality of these standards through
independent input on the content
and monitoring of the Code;

e Promote a sense of ownership of
the Code amongst institutional
investors in order to encourage UK
and foreign shareholders to apply
and report in line with it;

e Ensure that engagement is closely
linked to the investment process
within investment firms;

e Contribute towards improved
communication between
shareholders and the boards of the
companies in which they invest; and

e Secure sufficient disclosure to
enable institutional shareholders’
prospective clients to assess how
those managers are acting in
relation to the Code so that this
can be taken into account when
awarding and monitoring fund
management mandates.

Although the Code is aimed at
institutional investors and their
agents, the FRC seems to believe it will
not succeed in its aims unless listed
companies welcome both the Code
and the greater engagement that it is
hoped will follow.

Unfortunately, as the FRC
consultation highlights, the ISC Code
does not currently address some of
the factors that concern companies
most about the engagement process.
For example, it does not repeat the
recommendations found in Section
E of the Combined Code which
encourage institutional investors
to take account of the size and
complexity of the company and its
risks when considering explanations
given for departures from the Code.
Nor does it require investors to avoid
a box-ticking approach and to make
reasoned judgements in each case.

Instead, the ISC code recommends
that investors should disclose which
voting advisory services they use.

On this subject, it is worth reading,
the IMA's Survey of Fund Managers’

Engagement with Companies for

the two years ending 30 June 2008
(see www.investmentfunds.org.uk/
press/2009/20090520-2-01.pdf), which
reveals that most fund managers use
several different advisers. One of

the problems with the IMA Survey is
that it is difficult to know whether
the answers given apply to all funds
managed by a firm. The same problem

could, of course, also arise when
investors report on compliance with
the Stewardship Code.

The FRC Consultation on a
Stewardship Code for Institutional
Investors can be found at www.frc.
org.uk/press/pub2216.html.

The proposed FSA disclosure
rule will be subject to separate
consultation at a later date.

NAPF corporate governance
policy: 2010 update

The National Association of Pension
Funds (NAPF) has approved a number
of amendments to its Corporate
Governance Policy, which it is
intended should apply during the
2010 AGM voting season.

Short-notice general meetings
The NAPF has joined the fray on the
question as to how much notice listed
companies should give for general
meetings. Following amendments
made to the 2006 Act to implement
the Shareholders’ Rights Directive,
listed companies are now required
to give 21 days’ notice of all general
meetings unless they have obtained
an annual exemption from the
members allowing them to hold
general meetings (other than the
AGM) at shorter notice of 14 days.
The NAPF has amended its policy to
say that it expects companies to give
as much notice as is practicable when
calling a general meeting and that the
additional flexibility afforded to call
a meeting at 14 days’ notice should
only be used in limited circumstances
where it would clearly be to the
advantage of shareholders as a whole.
The NAPF policy also encourages
companies to outline the circumstanc-
es in which a short-notice meeting
may be called when tabling the ena-
bling resolution at the AGM.

Director independence

The update clarifies that the NAPF will
apply its usual independence criteria
when assessing the independence

of a director nominated by, but

not associated with, a dissenting

significant shareholder, paying
particular attention to the assessment
of ‘significant links’ between the
nominee and the dissident.

Director Suitability

According to the NAPF, boards

and shareholders should consider

the history of a director when
contemplating his/her re-election.
Particular care is required where

a director has had significant
involvement, whether as an executive
or non-executive, in material failures
of governance, stewardship or
fiduciary responsibilities at a company.

Director Re-election

The NAPF policy has been brought
into line with the ABI policy which
requires the whole board to stand
for re-election where the company
has issued new shares representing
more than one-third of existing share
capital under a standing authority to
allot during the previous year.

Termination Payments

The NAPF has updated its corporate
governance policy to reflect an
update issued in February 2008 to
the joint ABI and NAPF statement on
Executive Contracts and Severance.
The NAPF notes that the requirements
of the statement do not seem to have
been widely adopted and encourages
companies to take steps to limit
contractual payments to base pay and
benefits and to explain more fully the
reasons for any payments in excess of
that amount, including steps taken to
mitigate the company’s costs.
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The treatment of old-style
memorandum clauses

The memorandum of association of
a company incorporated under the
Companies Act 2006 must be in the
relevant prescribed form (s. 8). The
new-style memorandum basically
comprises a formal subscription
clause (see box below). No other
provisions are allowed to be included.
No provision is made to allow
anything in the memorandum to be
amended, except for a consequential
administrative update of the
company’s name following a change
of name.

Companies incorporated under
previous Acts were required to
include additional clauses in their
memorandum covering matters such
as the company’s name, its status as
a public company (where applicable),
the situation of the registered office,
the company’s objects, the liability
of the members, the authorised
share capital and, in the case of a
guarantee company, the nature of
that guarantee.

The 1985 Act made specific
provision allowing most of these
clauses to be amended. The 2006 Act
no longer does so. Instead, s. 28 of
the Act provides that all clauses in the
memorandum of a company already
in existence on 1 October 2009 which
are not included in the new short
prescribed form (i.e. all the clauses
listed above, plus any other special
clauses) are now automatically treated
as being provisions of the company’s
articles of association.

It is important to understand that
s. 28 of the Act did not physically
amend the wording of a company'’s
memorandum or articles. It merely
changed the status of most of
the clauses found in the old-style
memorandum. From 1 October 2009,
a company already in existence could
be said to have its original articles
of association and an additional set
of separately numbered articles in a
document called the memorandum of
association.

Existing companies did not need to

do anything to effect the change of
treatment. It happened automatically
on 1 October 2009 by virtue of s. 28.

Further, the Government adopted
a transitional rule clarifying that
companies already in existence were
not required to file an amended copy
of their articles at Companies House
merely by virtue of the changes
brought about by s. 28 (see the 8th
Companies Act 2006 Commencement
Order (S1 2008/2860), Sch. 2, para. 8).

Indeed, if you take into account the
fact that the old-style memorandum
clauses operate as articles in pretty
much the same way as they used to,
you could argue that the two million-
plus companies to whom this change
applies, do not really need to know
that it has happened. Or, at least,
they don’t until they want to change
something in one of these clauses or
someone asks for a copy of the articles
of association.

Presentation of articles

Under the Companies Act 1985, a
company had to provide a copy of

its memorandum and articles of
association free of charge to members
on request. Under the 2006 Act,
members are only given the right

to request a copy of the articles of

association, not the memorandum.
This is presumably because there
is nothing of any great interest in
the memorandum of a company
incorporated under the 2006 Act and
that what is there will never change.
Not surprisingly, there are slightly
different rules for companies
incorporated under a pre-2006 Act
that may have memorandum clauses
that are treated as article provisions.
For so long as the memorandum of
an existing company includes clauses
that are treated as article provisions,
it is obvious that we also need to
provide members these clauses when
we provide them with a copy of
the articles. The 8th Companies Act
Commencement Order (SI 2008/2860,
Sch. 2, para. 9) provides that a
company whose articles are deemed
by virtue of s. 28 of the 2006 Act to
contain provisions formerly in its
memorandum may comply with any
obligation to send a ‘person’ a copy of
its articles:

(a) by appending to a copy of the
other provisions of the articles
a copy of the provisions of its
old-style memorandum that are
deemed to be provisions of the
articles, or

(b) by sending together with a copy

Prescribed form of memorandum under the

2006 Act

COMPANY HAVING A SHARE CAPITAL

Memorandum of association of .............

............ [Limited / PLC]

Each subscriber to this memorandum of association wishes to form a company
under the Companies Act 2006 and agrees to become a member of the company

and to take at least one share.
Name of each subscriber
Dated

Authentication by each subscriber

COMPANY NOT HAVING A SHARE CAPITAL

Memorandum of association of .............

........ [Limited]

Each subscriber to this memorandum of association wishes to form a company
under the Companies Act 2006 and agrees to become a member of the company.

Name of each subscriber
Dated

Authentication by each subscriber
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of the other provisions of the
articles a copy of its old-style
memorandum, indicating the
provisions that are deemed to be
provisions of the articles.

References to an existing company’s
‘old-style memorandum’ are to its
memorandum of association as it
stood immediately before 1 October
20009.

It should also be noted that
according to guidance issued by the
Department for Business, Innovation
and Skills (BIS) one of these methods
should also be used when filing a copy
of the articles at Companies House,
presumably on the basis that the
registrar of companies is a ‘person’
to whom the company may have an
obligation to send a copy of its articles
(e.g. following an amendment).

Option (a): Appending

The first option provided by SI
2008/2860 is to ‘append’ to a copy of
the articles a copy of the provisions
of its old-style memorandum that
are deemed to be provisions of the
articles. This should not be done,

for example, by adding the old-style
memorandum clauses at the end of
the articles using the next series of
available article paragraph numbers.
This would give the impression that
the company had amended its articles
itself. The word ‘append’ could be
taken to mean to attach to or to
include as an appendix. Either way,
in doing so, there should be some
indication that these appended
clauses were actually contained in
the memorandum of association but
are now treated by law as article
provisions. For example, if the clauses
are included in an appendix to the
articles, the following wording could
be used:

APPENDIX TO ARTICLES

The following provisions, which

on 1 October 2009 were included

in the Company’s memorandum

of association, are now treated by
virtue of s. 28 of the Companies Act
2006 (which came into force on 1
October 2009) as being provisions
of the Company’s articles of
association:

Under this alternative, only the clauses
treated as provisions of the articles
should be included (presumably with
some note as to their provenance).

Should any such provisions be altered
(or deleted) on or after 1 October
2009 (see below), the text of them
which is ‘appended’ should reflect
such changes and be appropriately
annotated (or in the case of deletions,
the deletion should be noted).

Option (b): Sending both the
memorandum and articles

The second option for existing
companies is to send the person

a copy of both the memorandum
and articles of association with

the required indications as to the
status of the memorandum clauses.
All that is required in this case is
for an additional page, note or
series of notes to be inserted in the
memorandum indicating the status of
each memorandum clause.

It should be noted that if all the
relevant clauses are eventually deleted
or replaced, there would in theory
be no need to continue doing this,
although a person receiving only
a copy of the articles would then
have difficulty knowing whether
any of the remaining old-style
memorandum provisions are still
in force. Accordingly, even if the
original memorandum provisions
are no longer still effective, it is
probably still sensible for an existing
company to continue to provide an
annotated copy of its memorandum
or some other explanation as to
what has happened to the former
memorandum clauses.

In view of the fact that different
things can happen to each of the
old-style memorandum clauses, it
may eventually be necessary to add
a separate note for each clause that
is (or was) deemed to be an article.
However, a composite note similar
to Example 1 on page 5 would be
satisfactory, at least initially. The note
could be inserted at the beginning
of the memorandum in place of the
words “[SEE NOTE A]"” in Example
1 (e.g. asin Example 2) oron a
separate page (preferably inserted
before the memorandum). Subject
to the addition of these notes and
any subsequent amendments, the
memorandum should be left exactly
as it stood immediately before 1
October 2009 with all the existing
notes left intact (e.g. those relating to
the history of the share capital).

All companies that choose this
option would be well-advised to
prepare a version of the memorandum
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with this note in readiness to satisfy
a demand for a copy of the articles
by a member or a requirement to
file an amended copy of the articles
at Companies House. The addition
of the note(s) does not particularly
require any legal knowledge. It is
not necessary to obtain shareholder
approval in order to make any such
editorial annotations. The job can be
done by the company secretary. By
preparing such a version in advance,
it should be clearer what actions
need to be taken if the company
subsequently decides to amend or
delete any of its memorandum clauses
which are now treated as part of the
articles.

Amendments

One of the important consequences of
the change of status of these old-style
memorandum clauses is that, since
they are now treated in law as article
provisions, they can generally be
amended, deleted and replaced in the
same way as the articles. This means
that they can be amended or deleted
by special resolution in accordance
with s. 21, unless a higher majority

is required because the clause must
be treated as an entrenched article
provision unders. 22.

It is possible to delete most of
the old-style memorandum clauses
without bothering to include a
replacement in the main body of
the articles. This is not the case with
regard to the clause which establishes
the liability of the members as limited
or the guarantee clause of a company
limited by guarantee. If either of
these clauses is deleted from the
memorandum it must be replaced
by a new provision in the articles.

It should also be noted that the 8th
Commencement Order (SI 2008/2860,
Sch. 2, para. 10) provides that nothing
in the Companies Act 2006 shall be
read as enabling a company to amend
or omit provisions of its articles that
were formerly in its memorandum

so as to change its status as a limited
or unlimited company otherwise

than in accordance with the relevant
provisions of Part 7 of that Act (re-
registration).

Both the objects clause and the
share capital clause continue to have
legal effect (mainly as limitations
on the powers of the directors).

The other clauses no longer have
any great legal significance and can
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actually be deleted without changing
the status of the company.

I will deal in more detail with the
effect of these remaining old-style
memorandum clauses and how to
amend or delete them in a later issue.

Share capital clause

In the rest of this month’s article, |
want to deal with how some of the
resolutions | covered in this column
last month relating to the share
capital clause should be reflected in
the memorandum/articles.

Special provision is made by the 8th
Commencement Order (SI 2008/2860,
Sch. 2, para. 42) to enable the share
capital clause, which still operates
as a limit on the amount of capital
that may be issued by a company, to
be amended or revoked by ordinary
resolution. In order to increase the
amount of the share capital stated
in a share capital clause similar to
clause 5 in Example 1, an ordinary
resolution amending the clause to
read something like “The share capital
of the company is £2,000” is needed.
It should be noted that it is no longer
necessary to specify how the share
capital is divided up and that the
above amendment would eliminate
this information. Such division can,
however, still be included if that is
desired.

As para. 42 of SI 2008/2860 requires
any ordinary resolution amending
or revoking the share capital clause
to be filed at Companies House, the
resolution must (under s. 36) either
be incorporated in the articles by
amendment or attached as a copy. If
our resolution to increase the share
capital is drafted as an amendment
it can obviously be incorporated by
amendment, as in Example 2. We
have also included a voluntary note
explaining what change we made,
and when, as is traditional with the
share capital clause.

Example 3 demonstrates how
a resolution to revoke the share
capital clause by ordinary resolution
pursuant to SI 2008/2860, Sch. 2,
para. 42 should be reflected in
the memorandum. In this case the
resolution must be reproduced in full
as it cannot be incorporated solely by
amendment.

Similar notes and entries could be
made in the relevant places if the old-
style memorandum clauses have been
appended to the articles.

Examples of notes required in old-style memoranda

Example 1: A note indicating the status of old-style memorandum clauses
THE COMPANIES ACT 1985
COMPANY LIMITED BY SHARES
MEMORANDUM OF ASSOCIATION
OF
[COMPANY NAME]
[SEE NOTE A]

The Company’s name is “[Company Name]".
. The Company'’s registered office is to be situated in England and Wales.
3. The objects of the Company are:-
[Objects .. .]
4. The liability of the members is limited.
5. The Company’s share capital is £1,000 divided into 1,000 shares of £1 each.

N —

WE, the Subscribers to this Memorandum of Association, wish to be formed into a
Company pursuant to this Memorandum, and we agree to take the number of shares
shown opposite our respective names.

NAMES AND ADDRESSES OF SUBSCRIBERS Number of shares taken by

each subscriber

[Name & address 1] [No. x]
[Name & address 2] [No.y]
Total shares taken [Nox +vy]

NOTE A

Clauses 1 to 5 of the company’s memorandum of association are treated as provisions
of the company'’s articles of association by virtue of s. 28 of the Companies Act 2006
(which came into force on 1 October 2009).

Example 2: Note explaining amendment of the share capital clause
COMPANY LIMITED BY SHARES
MEMORANDUM OF ASSOCIATION
OF
[COMPANY NAME]
[NOTE: Clauses 1 to 5 of the company’s memorandum of association are treated as
provisions of the company’s articles of association by virtue of s. 28 of the Companies
Act 2006 (which came into force on 1 October 2009).]
[Clauses 1 to 4]
5. The Company’s share capital is £2,000.

[Subscribers’ statement]

NOTES

1. The amount stated as the Company’s share capital in clause 5 was increased from
£1,000 to £2,000 by an ordinary resolution passed [at a general meeting held/by
written resolution*] on [date]; the clause is stated as amended by that resolution

Example 3: Note explaining revocation of the share capital clause
COMPANY LIMITED BY SHARES
MEMORANDUM OF ASSOCIATION
OF
[COMPANY NAME]
[NOTE: Clauses 1 to 4 of the company’s memorandum of association are treated as
provisions of the company’s articles of association by virtue of s. 28 of the Companies
Act 2006 (which came into force on 1 October 2009).]
[Clauses 1 to 4]
5. ...[See Note 1]

[Subscribers’ statement]

NOTES

1. Clause 5 of the memorandum was revoked by the following ordinary resolution
passed [at a general meeting/by written resolution] on [date]: “THAT clause 5 of the
Company’s memorandum of association setting out the share capital of the Company,
which was in force immediately before 1 October 2009 and which is now treated as part
of the Company’s articles by virtue of Section 28 of the Companies Act 2006, be revoked
pursuant to paragraph 42 of Schedule 2 to the Companies Act 2006 (Commencement
No. 8, Transitional Provisions and Savings) Order 2008 (SI 2008/2860)."
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New APB guidance
on governance and
going concern

The Auditing Practices Board (APB)
has published new guidance for
auditors responsible for reviewing
going concern and corporate
governance statements by listed
companies.

The guidance contained in APB
Bulletin 2009/04 relates to:

e the Listing Rule requirement
for the auditors to review the
directors’ going concern statement
published in accordance with the
FRC's 2009 guidance;

¢ the requirements, affecting
auditors, of the Disclosure
and Transparency Rules and
the Companies Act 2006, with
respect to corporate governance
statements; and

e reporting on standard listed
companies under the new Listing
Regime.

APB Bulletin 2009/4, Developments
in Corporate Governance Affecting
the Responsibilities of Auditors of UK
Companies can be downloaded from
www.frc.org.uk/apb/publications/
pub2190.html.

ICSA urges changes
to statement of
capital requirements

ICSA has called for the requirement
to disclose aggregate share premiums
to be dropped from statements of
capital.

The call comes in a response to
a BIS consultation on proposals to
deal with problems identified with
the existing statement of capital
requirements.

Broadly, ICSA welcomes the
proposals from BIS, but suggests
that the repeated calculation of
the aggregate share premium
required for the completion of
many Companies House forms which
require a statement of capital would
prove unnecessarily burdensome,
particularly for those companies that
allot shares on a regular basis as part
of their employee share plans.

Furthermore, ICSA suggests that
there appears to be no demand
for more frequent updates to the
share premium figure outside of its
inclusion in the annual report, as was
the situation under the Companies
Act 1985. Therefore, ICSA is of the
opinion that the costs of including the
aggregate share premium figure far
outweigh the benefits.

ICSA’s response to the BIS
consultation can be found at
www.icsa.org.uk/knowledge/
consultations/2009/2745.

Treasury seeks views

on alternative credit

The Treasury has published a
discussion document on the
availability of non-bank lending
channels for UK businesses.

The document seeks views on the
barriers to more diverse financing for
firms, with the intention to introduce
proposals for reform later in the year.
In particular, the paper requests views
on:

e credit assessment and monitoring;

e corporate transparency;

e transparency in the pricing of bank
loans;

e UK investor preferences; and

e non-bank loan markets and high
yield bond markets.

Lord Myners, Financial Services
Secretary to the Treasury said: ‘The
extraordinary events in credit markets
over the past two years have shown
that the continued availability of

any single form of business finance
cannot be taken for granted. Right
across the world, firms that had relied
on loans from banks to finance their
operations found themselves in a very
difficult situation when bank lending
contracted.’

'Here in the UK, our large
corporations have had a great deal of
success in accessing finance directly
from credit markets with a surge in
corporate bond issuances. Smaller
firms, however, have not been able
to similarly replace bank lending by
directly tapping financial markets or
non-bank financing.’

‘A more diverse funding market,
where large and mid-size firms can
go directly to markets or have options
other than banks when they are

looking for support, would clearly be
an advantage to the UK economy, not
just in economic slowdowns.’

The discussion document can be
found at www.hm-treasury.gov.uk/
fin_non_banking.htm.

loD & ICSA launch
working group on
board evaluation

ICSA and the Institute of Directors
(loD) have launched a joint working
group on board performance
evaluation. The objective of the group
is to develop best practice guidance
on the undertaking of externally
facilitated board evaluations.

The working group will include
representatives from several existing
board evaluation service providers,
together with directors, institutional
investors and academics.

Both the loD and ICSA believe
that periodic evaluation of the
performance of company boards with
independent external facilitation
of the process can contribute to
improved standards of corporate
governance.

The FRC has proposed the inclusion
of a new provision in the Combined
Code of Corporate Governance (soon
to be renamed as the UK Corporate
Governance Code) which states that
evaluation of the board should be
externally facilitated at least once
every three years.

The loD and ICSA believe that the
publication of best practice guidance
will encourage the wider utilisation
of external board performance
evaluation. In addition, the proposed
guidance will seek to address any
potential conflict of interest issues
that may arise in the conduct of such
evaluations.

Miles Templeman, Director General
of the loD, commented: ‘Although
we would not necessarily expect
best practice guidance on board
evaluation to become a formal
corporate governance requirement, it
is hoped that the guidance will gain
widespread recognition — particularly
in the eyes of investors — and thereby
play a significant role in improving
overall corporate governance
standards.’
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FRC criticises
standards of M&A
accounting

The FRC has called for improvements
in the standard of merger and
acquisition (M&A) accounting.

Following a study which examined
20 recent acquisitions, the FRC has
concluded that companies are not
properly applying the requirements
of IFRS 3: Business combinations, and
that this is resulting in the production
of costly reports that are of little use
to investors.

The study found that, although
companies gave a logical and
comprehensive account of the
reasons and expected benefits of the
acquisitions in their business reviews,
there was generally not a consistent
and coherent link between the
information in the business review
and the intangible assets recorded.

Furthermore, companies also failed
to account for goodwill properly, and
many companies failed to account
for the different classes of intangible
assets arising from each material
transaction, instead providing only
aggregate data.

‘A step change is needed in the
quality of the information about
M&A transactions given in annual
reports and accounts,’ according to
lan Wright, Director of Corporate
Reporting at the FRC. ‘Improvements
should result, in part, from new fair
value guidance and more practical
experience of estimating fair values
for intangible assets.’

‘This may help ensure a greater
degree of consistency between
what is disclosed about acquisitions
in the accounts and the rationale
for acquisitions set out in business
reviews.’

The FRC report, Accounting for
acquisitions, can be downloaded at
www.frc.org.uk/press/pub2205.html.

FRRP expresses
concern over
segmental reporting

The Financial Reporting Review
Panel (FRRP) has expressed concern
over the way that some companies
are reporting on their operating

segments.

Under IFRS 8: Operating Segments,
companies are required to define their
operating segments in accordance
with how their operations are
managed in practice. This change was
brought about to reduce the ability
of management to disguise poor
performance of a part of the business,
and to enable investors to review a
company'’s operations from the same
perspective as management.

However, after examining a
sample of 2009 reports and accounts,
the FRRP is concerned that many
companies are not fulfilling the
criteria laid out in the standard.

In particular, the Panel has asked
a number of companies to provide
additional explanations where:

e the group appeared to be diverse,
but only one operating segment
was reported;

e the operating analysis set out in
the narrative report differed from
the operating segments in the
financial statements;

e the titles and responsibilities of the
directors or executive management
team implied an organisational
structure not reflected in the
operating segments; or

e the commentary in the narrative
report focused on non-IFRS
measures but segmental disclosures
were based on IFRS amounts.

The Panel has clarified that no
exemption from IFRS 8 can be given
on the grounds that disclosure could
be commercially prejudicial.

It is also seeking to encourage
boards to test their initial conclusions
about segmental reporting by
answering a number of questions
which can be found at www.frc.org.
uk/frrp/press/pub2203.html.

EU fails to agree on
final form of SPE

The European Union has failed to
reach an agreement on the final form
of the proposed European Private
Company (SPE).

A report published by the Swedish
EU Presidency has indicated that,
although the majority of EU countries
agree on ‘most parts’ of the proposal,
there are still areas of contention.

Despite a compromise proposal put

forward by the Presidency, agreement
could not be reached on the
treatment of the ‘seat’ of a company
incorporated under SPE rules. Under
the existing proposals from the
European Commission, an SPE can
have its registered office in a different
country to that of its principal place
of administration. The compromise
suggested that a transition period of
two years, starting from when the
Regulation applies, be allowed for the
SPE to move these two addresses to
the same member state.

However, despite discussion
by the Competition Council, an
agreement still could not be reached.
Apparently the strongest objections
have been raised by Austria, which
wants SPEs to have to register in
the Member State where they have
their central administration, while
Spain and the Netherlands argue
for a longer transition period. Three
other member states also entered
reservations on the point. The matter
has been sent back to the Council for
further consideration.

The SPE is intended to allow small-
and medium-sized entities to do
business throughout Europe without
setting up a subsidiary in every state
in which it does business.

More details on the SPE can be
found at http://ec.europa.eu/internal_
market/company/epc/index_en.htm.

NESTs

The Government has rebranded

its new low cost pension scheme,
previously known as personal
accounts, as the National Employment
Savings Trust (NEST). The new scheme,
due to start in low volumes in 2011
with full implementation in 2012, will
be run by the NEST Corporation, a
not-for-profit trustee corporation (see
further at www.padeliveryauthority.
org.uk/nest.asp).

Expect more trouble

PwC is warning listed companies

to expect more trouble at their
2010 AGMs over executive pay in

its Executive compensation: review
of the year 2009 (see www.pwc.
co.uk/eng/publications/executive_
compensation_review_of_the_year_
2009.html).
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Improving governance disclosure In
annual reports

ICSA has published a report based on
the findings of the 2009 ICSA Hermes
Transparency in Governance Awards
that suggests there is still room for
improvement in corporate governance
reporting amongst FTSE companies.

The post-Awards report pulls
together the general impressions and
conclusions reached by the judges on
the eight awards categories, each of
which were split into sub-categories
for the FTSE 100 and the FTSE 250.

Although the report acknowledges
that every company is different and
that analysing a company’s disclosure
is a subjective exercise, it says several
common observations can be made.

The judges observed that the
general quality of disclosure varied
greatly between top FTSE 100 and
low FTSE 100, and not just between
the FTSE 100 and FTSE 250. In fact,
some top FTSE 250 companies
performed better than their FTSE 100
counterparts. It was also noticeable
that companies in more sensitive
or controversial business activities
provided better explanations
— presumably because they see value
in doing so.

Additionally, it seemed that some
award categories were generally
weaker than others — reporting on
board evaluation was a clear example
of this. The report argues that this
variance demonstrates the need for
companies to lift their game and strive
for continuous improvement.

Reporting varied tremendously
within individual reports. For
example, the remuneration report
might be, and sometimes was,
excellent, but other areas - such as
the audit committee report — could
be relatively poor. In some cases,
there could be considerable variance
in quality of reporting within a single
report. The report suggests that
companies should consider why this
may be the case, and how such quality
swings can be avoided.

According to the post-Awards
report, some new or recently-listed
companies showed a refreshing tone
of openness and communication.
These up and coming ‘stars’ could,
with minor improvements, be future

winners of an award. In the case of
some other companies a little extra
effort would make all the difference
in helping them move away from
boilerplate.

One key theme which the
judges wished to encourage is that
companies should take an ‘explain
and comply (or apply)’ approach,
rather than the other way around.

In this regard, the report suggests
that more emphasis is needed on
evidence of progress on governance
issues, and especially on achievements
and outputs. ‘Bland narrative’, as

the judges put it, ‘is increasingly
unacceptable’.

The judges particularly liked extra
detail on governance processes
which revealed how the company
delivers its strategy, arguing that this
information provides unique and
valued insights into the company.
They also commented that narrative
reporting was more persuasive where
a company provided evidence of how
its governance arrangements suited
its business model.

‘The judges and | were left in
no doubt that some companies
were making a significant effort at
engaging with their stakeholders
on governance issues,’ said Sir John
Parker, Chairman of National Grid and
Chair of Judges for the ICSA Hermes
Transparency in Governance Awards.

"We believe that transparency and
accountability generates trust and
confidence with stakeholders. This is
particularly important in the current
climate in which all of us in business
need to rebuild trust with society.’

‘Good disclosure gives great
visibility of companies’ brands,
their ethos, and values, as well
as the competence and ability of
the board,’ he added. ‘The best
disclosure demonstrates that good
governance is a business enabler and
the best companies demonstrate that
governance is truly embedded in the
company and is not regarded as a
compliance exercise to be completed
once a year for the Annual Report
disclosure under the Combined Code.’

The publication of the post-Awards
report follows the call from the FRC

for companies to be more transparent
in their disclosure and produce less
cluttered annual reports. The Awards,
which have received the support

of the FRC and investors, were also
endorsed by Sir David Walker, whose
recent review of banking governance
emphasised the need for banks to
become more transparent in the way
they communicated and engaged with
their owners.

Lord Myners, Financial Services
Secretary to the Treasury who
spoke at the Awards ceremony,
stated: ‘Transparency and openness
are an essential part of effective
communication with a company’s
employees, owners, business partners
and other key stakeholders.’

The report, Delivering
transparency, changing behaviour:
Improving governance disclosure
in annual reports, is available from
www.icsa.org.uk/assets/files/pdfs/
Policy2/TIGApostawards.pdf.
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