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Introduction

Pensions & Investment Research Consultants Ltd (PIRC) welcomes the
opportunity to respond to the Review. PIRC has been an independent adviser
to pension funds and other institutional investors for over 20 years. PIRC’s
clients have combined assets of approximately £1.5 trillion and include some
of the largest pension funds, investment management companies and
insurance companies in the UK and overseas. Together, they comprise a
diverse group of institutional investors with long-term liabilities and broad
fiduciary duties.

PIRC undertakes company research on corporate governance and corporate
social responsibility issues at public companies, and provides advice to clients
on proxy voting strategies and other shareholder engagement initiatives. Our
comments are based on two decades of practical experience, which inform
our views on the strengths and weaknesses of disclosures, governance
structures, and the interaction of statute, regulation and codes of practice.

In drafting our response to the Review's consultation document, we have
carried out research into governance arrangements at the 17 banks and other
financial institutions (BOFIs). This research has been undertaken in order to
provide a clear picture of existing practice in the market to inform our
response. We have included the results of our research within the text of this
response.

General comments

We welcome the Review's contribution to the debate about how to reform
governance in the wake of the financial crisis.

Whilst we agree with much of the Review's commentary, we believe that a
number of the recommendations made would not, as they stand, change
behaviour. Our analysis suggests that in a number of places the Review’'s
recommendations are effectively a restatement of existing practice. As such
we do not believe they would significantly alter the practices of BOFIs. We
detail in our response the areas where this is the case.

We also believe that the Review should put more emphasis on universal
principles in some areas. For example, Recommendation 36 that a
remuneration committee chair should stand for re-election a year after a
company’s remuneration report receives a significant lack of support has an
internal logic but, in our opinion, is impractical. It would be much simpler to
recommend the universal principle of annual election of all directors. Then if
shareholders are concerned by remuneration arrangements at a given BOFI
they can vote against the committee chair in the same year as opposing the
remuneration report.

We also believe that some of the Review’'s recommendations should have a
greater compulsory element to them. For example, we consider



Recommendation 22 could be strengthened since currently it merely repeats
what a number of existing voluntary initiatives already suggest that
institutional investors should be doing. The problem is that too few
shareholders actually put these recommendations into practice. Therefore if
the Review’s aim is to change behaviour then it would make more sense for it
to call for mandatory reporting, for example through compulsory public
disclosure of voting records.

Overall we believe that taken together the Review's recommendations are a
useful contribution to the improvement of corporate governance in the
financial sector. We will be working with our clients to ensure that we
encourage BOFIs to adhere to the best practice outlined, once the Review’s
recommendations are finalised.

The remainder of this document provides our detailed response to the
Review’s commentary and recommendations, and follows the same structure
as the consultation document itself.



Board size, composition and qualification

We have sympathy with the commentary in this section of the report, in
particular the need for greater financial expertise on BOFI boards, and the
need for experience along side independence. We also have some sympathy
with the implication that the substance of independence (quality of
independent of mind and spirit and of character and judgement coupled with
relevant industry experience) should be considered alongside some of the
more traditional independence criteria (time on the board etc). Indeed PIRC is
in the process of developing its analysis of director capabilities in order to
enhance shareholders’ understanding of such issues.

Nonetheless we believe that the Review should be cautious in advocating a
significant shift away from current independence criteria. The use of
considerations such as tenure on the board have developed because of
shareholders’ experience that long-standing non-executives may provide less
of a challenge where necessary. Whilst we accept that such guidelines may
appear somewhat arbitrary, shareholders need to draw the line somewhere.

We would also counter the Review’s point that where former CEOs have
become chairman in the same company the bank boards have performed well
both over a longer period and during the recent financial crisis. We do not
believe that the Review should advocate a move away from a sensible
principle based on the experience of a very small number of cases.
Shareholders are generally opposed to a chief executive going on to become
chair because of, for example, the perception that they may have difficulty in
accepting a challenge to a strategy they had previously put in place. As an
example, consider if Sir Fred Goodwin had moved to become chair of RBS
before the ABN Amro acquisition was progressed, but once the decision to
pursue it had been decided. How likely is it that he would have facilitated
critical discussion of the strategy undertaken? Because of such concerns
PIRC remains opposed to chief executives going on to chair the same
company.

It is also surprising, since risk is such a central theme in the Review (and the
financial crisis more broadly), that its recommendations in respect of the
gualities expected of board members put no emphasis on risk management
experience. One could argue that it would make more sense for the Review to
prioritise risk management experience over experience in the financial sector.
Therefore we believe that the Review should emphasise the desirability of
such experience, perhaps by amending one of its recommendations to
incorporate this.

Finally, we share the view expressed by some shareholders that taken
together the Review’s recommendations, and the responsibilities they entail,
could be perceived as blurring the line between executive and non-executive
somewhat.



Recommendation 1

To ensure that Non-executive directors (NEDs) have  the knowledge and
understanding of the business to enable them to con tribute effectively, a
bank or other financial institution (BOFI) board sh ould provide thematic
business awareness sessions on a regular basis and each NED should
be provided with a substantive personalised approac h to induction,
training and development to be reviewed annually wi th the chairman.

We agree with this recommendation. PIRC’s policy has been that directors
should have continuing professional development. Companies should have a
formal induction policy for new directors, and specialist support on particular
issues related to certain committees, such as remuneration and audit. We
also believe that the areas covered within induction, training and development
should be disclosed in the annual report and accounts to provide
shareholders with an overview of how these issues are

addressed. Continuous professional development should also be subject to
externally verified review and appraisal.

Recommendation 2

A BOFI board should provide for dedicated support f or NEDs on any
matter relevant to the business on which they requi re advice separate
from or additional to that available in the normal board process.

We agree with this recommendation. Currently A.5.3 of the Code states that
all directors should have access to the advice and services of the company
secretary. We believe this can be built on by BOFIs confirming in the annual
report and accounts that dedicated resources exist, available to all NEDs.

Recommendation 3

NEDs on BOFI boards should be expected to give grea  ter time
commitment than has been normal in the past. A mini mum expected
time commitment of 30 to 36 days in a major bank bo  ard should be
clearly indicated in letters of appointment and wil | in some cases limit
the capacity of the NED to retain or assume board r  esponsibilities
elsewhere.

Currently, according to the Review, the typical commitment of a NED on major
UK BOFI boards (excluding the exceptional circumstances of the past two
years) appears to be around 25 days per year. As such the increase in the
time commitment to 30 days does not appear onerous. This is borne out at
HSBC where the company estimates that NEDs devote 24 days per annum to
company business after an induction phase, with committee members
devoting significant additional time.

PIRC believes that companies should publish the number of days that
directors spend on company business. Of the list of 17 BOFIs attached to the
consultation paper, our research found that in addition to HSBC only Aviva
provided any data on the approximate number of days service required
(between 25 and 50), and reporting on actual days spent (as opposed to
estimated days required) is non-existent. Therefore this recommendation



could be amended to include guidance that companies disclose actual days
spent working in addition to minimum expected time commitment, and a board
review of activities undertaken commensurate with responsibilities.

PIRC further believes that a limit on the number of directorships held should
be imposed. Given that the Review foresees an increase in the amount of
time spent on NED duties PIRC recommends that in the case of a NED who is
an executive elsewhere no further NED roles should be allowed. Where a
NED holds no executive roles elsewhere a maximum of three NED positions
elsewhere should be allowed.

Recommendation 4

The FSA’s ongoing supervisory process should give c loser attention to
both the overall balance of the board in relationt o the risk strategy of
the business and take into account not only the rel evant experience and
other qualities of individual directors but also th eir access to an
induction and development programme to provide an a ppropriate level
of knowledge and understanding as required to equip them to engage
proactively in board deliberation, above all on ris k strategy.

Currently, the role of director in an FSA-authorised institution is a controlled
function (CF) and a NED proposed for a BOFI board must be approved by the
FSA to perform that function through application to the FSA by the proposing
company. In this current authorisation process, the FSA places substantial
reliance on the judgement of the chairman and board of the entity when a
putative new board member is proposed for authorised status. PIRC
welcomes a structured induction and development programme.

Recommendation 5

The FSA'’s interview process for NEDs proposed for m ajor BOFI boards
should involve questioning and assessment by one or more senior
advisers with relevant industry experience at or cl ose to board level of a
similarly large and complex entity who might be eng aged by the FSA for
the purpose, possibly on a part-time panel basis.

Whilst we see the merit in this, particularly another check on board
appointments, we would like to see this extended to both current and
proposed NEDs whether they have financial industry experience or not. We
would also like to see it be made mandatory that NEDs, like those in the
executive positions, get interviewed by the FSA. By not making it so would be
to downplay the supervisory aspect of corporate governance. Non-executive
supervision of the company executives at BOFIs is a vital tool of boardroom
accountability, especially in the light of controlling risk.

PIRC believes that, on top of the interviews which take place prior to the
appointment of directors, that follow-up interviews should be conducted where
appropriate. That is to say, the FSA should be allowed to ‘call in’ directors of
companies it believes to have behaved irresponsibly in regards to the financial
decisions it has taken.



An underlying problem with the proposed interviewing process as they stand
is that the executives and non-executives at the failing banks (RBS, Bradford
and Bingley, Northern Rock, and HBOS) would most probably have passed
through the initial interview process as their backgrounds were, on the whole,
exemplary. The problem then becomes not one relating to a lack of expertise
or experience, but one of tacit deference to executive power once they take
their seats on the board. In other words, it is in their refusal, as opposed to
their lack of capability, to hold the executive to account that problems arose.



Functioning of the board and evaluation of performa nce

Recommendation 6

As part of their role as members of the unitary boa  rd of a BOFI, NEDs
should be ready, able and encouraged to challenge a  nd test proposals
on strategy put forward by the executive. They shou Id satisfy
themselves that board discussion and decision-takin g on risk matters is
based on accurate and appropriately comprehensive i nformation and
draws, as far as they believe it to be relevant or necessary, on external
analysis and input.

We agree with this recommendation. PIRC firmly believes that NEDs should
constructively challenge proposals on strategy where necessary. NEDs
should scrutinise the performance of management in meeting agreed goals
and objectives and be satisfied with the integrity of the financial information.
NEDs should also keep track on the financial controls and systems of risk
management. We strongly consider that the NED’s terms of appointment
should be made publicly available.

In order to ensure that there is effective challenge when necessary, PIRC
places great importance on there being a sufficient number of independent
NEDs, in order to counterbalance executive representation. The board should
be of sufficient size that the balance of skills and experience is appropriate for
the requirements of the business and that changes to the board’s composition
can be managed without undue disruption. We also consider there should be
sufficient meetings between the NEDs without the presence of executives and
the annual report should include reference to the number of such meetings.

We support the need for NEDs to have adequate financial industry experience
along with the relevant skills and experience so as to contribute individually
and as a group. We support a greater specificity in the NED’s responsibilities
in board debate and decision-taking and also the facility to seek external
advice. We consider the company should provide a detailed biography of a
newly appointed NED with a detailed rationale for appointment, considering
the experience and skill set, which should be disclosed in the Notice of
Meeting to shareholders. Similarly, a detailed disclosure is essential on a NED
standing for re-election, in order to inform shareholders’ voting decisions.

It would also be sensible for the briefings issued to recruitment consultants,
candidate specifications and job descriptions and other material used in the
recruitment of NEDs to be made available prior to appointment. This could, for
example, be made available on company websites.

Recommendation 7

The chairman should be expected to commit a substan tial proportion of
his or her time, probably not less than two-thirds, to the business of the
entity, with clear understanding from the outset th at, in the event of
need, the BOFI chairmanship role would have priorit y over any other
business time commitment.



We agree with this recommendation. PIRC believes that companies should
adopt and disclose a policy on time commitments which should be strictly
followed when an external appointment is considered. As stated previously in
relation to NEDs, we believe that companies should disclose directors’
expected time commitment and actual days worked.

According to our analysis, and taking into account prior commitments to
relinquish roles!, we believe that, of the UK-listed banks, only Standard
Chartered would be affected by this recommendation. Looking at the full the
list of BOFIs the Review has included in its consultation document, we believe
that it could also affect ICAP, the London Stock Exchange, Friends Provident
and Admiral. In all these cases the chair holds the same role with at least one
other company, and, given the requirement to devote at least two-thirds of
their time to the BOFI, there would be a question mark over time
commitments.

Recommendation 8

The chairman of a BOFI board should bring a combina  tion of relevant
financial industry experience and a track record of successful
leadership capability in a significant board positi on. Where this
desirable combination is only incompletely achievab le, the board should
give particular weight to convincing leadership exp erience since
financial industry experience without established | eadership skills is
unlikely to suffice.

We agree with the general thrust of this recommendation. We strongly support
the need for directors to have relevant industry experience and the process
starts at the initial recruitment phase. We consider it important that the
process for board appointments is fully described where open advertising is
being used for the appointment of a chairman or even in the case of a non-
executive.

To ensure that executives are not able to introduce undue personal patronage
into the appointment process, the nomination committee should be comprised
solely of independent directors, though executive directors may well be invited
to contribute to discussions and appointment will be subject to board
ratification.

However it should be noted that the suggestion that leadership experience
should take precedence over financial sector experience may mean that this
recommendation has limited impact. Indeed using this guidance the boards of
some of the failed financial institutions that required taxpayer support could be
judged to have been sound. For example whilst Sir Tom McKillop’s
background was not in the finance sector, he clearly did have significant
leadership experience from his time as chief executive at AstraZeneca. Yet
such experience was still insufficient to lead him to challenge the disastrous
RBS acquisition of ABN Amro, or the subsequent enhancement to Sir Fred
Goodwin’s pension.

1 Sir Philip Hampton has previously stated his ititento stand down as chair of Sainsbury’s.



We therefore believe that there should be a clear statement by the company
on the rationale for the appointment of a chairman on the board who does not
have sufficient financial experience. This should be disclosed in the Notice of
Meeting.

Finally, as stated in our general comments earlier, we believe that the Review
could emphasise that risk management experience is desirable.

Recommendation 9

The chairman is responsible for leadership of the b oard, ensuring its
effectiveness in all aspects of its role and settin g its agenda so that fully
adequate time is available for substantive discussi on on strategic
issues. The chairman should facilitate, encourage a nd expect the
informed and critical contribution of the directors in particular in
discussion and decision-taking on matters of risk a nd strategy and
should promote effective communication between exec utive and non-
executive directors. The chairman is responsible fo r ensuring that the
directors receive all information that is relevant to discharge of their
obligations in accurate, timely and clear form.

We agree with this recommendation. Board effectiveness is a key factor in
corporate performance and therefore the role of the chairman is crucial.
However we strongly consider that the roles of chairman and chief executive
should be separate and that the CEO should not be appointed to become
chairman of the same company. This is due to the potential difficulties arising
from a former CEO not having sufficient detachment to objectively assess
executive management and strategy; or obstructing the ability of the new chief
executive to develop different policies.

Recommendation 10
The chairman of a BOFI board should be proposed for election on an
annual basis.

We agree with the recommendation that chairs of BOFIs should stand for
annual re-election, but we believe that the Review should go further. PIRC
believes that all directors should face annual re-election. This is vital if
shareholders are to be able to hold directors directly accountable, including
those that have been involved at failed BOFIs.

With the current system of retirement by rotation, it is merely coincidental if a
relevant director faces election in a year when shareholders may wish to vote
on an issue of concern that has emerged during the period. For example, a
number of former directors at RBS also held non-executive positions at other
companies. Understandably some investors believe that the serious failures at
RBS may call into question their competence as directors, and may wish to
express their concern via the exercise of voting rights. However one of the ex-
RBS directors was not facing re-election at the 2009 AGM of the other
company on whose board they sit because they are on a 3-year election
cycle. Shareholders were therefore unable to express their concerns at the



AGM.

Introducing annual elections for directors would certainly improve shareholder
accountability in the finance sector. According to PIRC’s analysis of the list of
17 BOFlIs in the consultation document, currently only two — HSBC and
Barclays - have instituted this, and in both cases for one year only. However
we note that in neither case was there any likelihood that the board would be
ejected — one of the arguments that companies have sometimes put forward
for not having all directors face election in the same year. And in practice
votes against incumbent directors are typically very small, unless there is
genuine shareholder concern.

We therefore urge the Review to amend the recommendation to include the
annual election of all directors on BOFI boards.

Recommendation 11
The role of the senior independent director (SID) s  hould be to provide a

sounding board for the chairman, for the evaluation of the chairman and
to serve as a trusted intermediary for the NEDs as and when necessary.
The SID should be accessible to shareholders in the event that
communication with the chairman becomes difficult o r inappropriate.

We agree with this recommendation. PIRC supports the Code provision that
boards should designate an independent director to whom shareholders can
address issues of concern. As the requirements of the role will vary
depending on the company’s specific circumstances a summary of the SID’s
responsibilities should be made publicly available, as part of the individual's
terms of engagement.

There should be a dialogue with shareholders based on the mutual
understanding of objectives. The board as a whole has responsibility for
ensuring that a satisfactory dialogue with shareholders takes place.
Companies should attempt to include as wide a selection of shareholders as
possible in any consultation exercise, in order to ensure equitable treatment.
All the non-executive directors should evaluate the chairman’s performance,
under the leadership of the SID and the chairman should evaluate all the
directors’ performance.

Recommendation 12

The board should undertake a formal and rigorous ev  aluation of its
performance with external facilitation of the proce ss every second or
third year. The statement on this evaluation should be a separate
section of the annual report describing the work of the board, the
nomination or corporate governance committee as app ropriate. Where
an external facilitator is used, this should be ind icated in the statement,
together with an indication whether there is any ot her business
relationship with the company.

We agree with this recommendation, though we favour an annual
performance appraisal process. Boards should look to provide a balanced,



meaningful report, bearing in mind the different skills, knowledge and
experience the directors bring to the board. The appraisal process should be
described for both non-executives and executives, including the criteria used
and minimum requirements set. Appraisals should be undertaken in relation to
individual directors, committees and the board as a whole, and outcomes
should be disclosed. The director or committee responsible for the process
should be identified. Companies should consider the appointment of an
independent third-party to conduct the review, and we concur with the Review
that where this is the case then this should be disclosed, along with any other
commercial relationship with the company.

Recommendation 13

The evaluation statement should include such meanin gful, high-level
information as the board considers necessary to ass ist shareholders
understanding of the main features of the evaluatio n process. The board
should disclose that there is an ongoing process fo r identifying the
skills and experience required to address and chall enge adequately the
key risks and decisions that confront the board, an d for evaluating the
contributions and commitment of individual director s. The statement
should also provide an indication of the nature and extent of
communication by the chairman with major shareholde rs.

We agree with this recommendation. We believe shareholders should be
made aware of the exact process for individual director, board and committee
evaluations, and these should be clearly specified in the annual report.



The role of institutional shareholders: communicati on and
engagement

PIRC shares the view expressed in the consultation document that more
should be done to encourage engagement with companies by institutional
shareholders. It is unfortunate that some in the fund management industry
have reacted negatively to the Review’'s recommendations in this area.
However we believe that this reaction is indicative of the lack of commitment
to engagement by a number of asset managers and, by extension, the rather
ambivalent stance sometimes taken by investor representative bodies.

We share the Review’s perspective that “the commitment of a fund manager
to engagement does not preclude a decision to sell a holding”, and we accept
that not all asset managers wish to undertake the ownership role. However if
asset managers will not play this role — and are allowed to ‘explain’ this in
policy statements — then there will be an ownership vacuum. In PIRC’s
opinion this must be addressed by encouraging asset owners — pension funds
and other beneficial shareholders — to take a more responsible stance in this
area.

As the Review itself notes in paragraph 5.39, the proposals put forward lack
an enforcement mechanism. Already many asset managers have detailed
statements on corporate governance, but in our opinion too often these fail to
translate into effective engagement outcomes. They appear to principally be
marketing material rather than a guide to the manager’s actual approach to
ownership. We are concerned that the Review’s recommendations do little to
address this. We do however welcome the suggestion that the Financial
Reporting Council has a role in this area, as we are very sceptical of the
ability of the Institutional Shareholders Committee (ISC) to provide
disinterested oversight.

One general criticism we have of the Review’s approach in this area is the
suggestion that voting against management should be seen as a “last resort”
(paragraph 5.48). In contrast PIRC believes that a principal problem in
shareholder engagement has been the unwillingness of asset managers to
utilise this option often enough (a point even the ISC has made?).

In addition there are clearly a number of engagement options open to
shareholders that are significantly more challenging to the boards of investee
companies than simply voting against a management resolution at a company
meeting. These include filing a shareholder resolution, requisitioning a
meeting and undertaking litigation. Therefore suggesting that voting against a
management resolution is a radical step to take risks a) undercutting current
practice (some asset managers already regularly do use their voting rights to
challenge management) and b) encouraging the view that the other types of
options listed are beyond the pale.

2«Where... dialogue fails to produce an appropriasponse, shareholders and/or their agents should
be prepared to use the full range of their powschkiding voting against resolutions and follow-up
afterwards. The ISC considers that investors havecgasion been too reluctant to act in this way.”
ISC statement, June 2009



Finally, it is unfortunate that the Review did not provide any data to support its
analysis of in this area, as we feel that the full story of shareholder
engagement with BOFIs in the run-up to the crisis has still not been told. PIRC
is in the process of carrying out a survey of the voting and engagement
disclosures made by asset managers and other institutional investors in the
UK in order to provide this kind of evidence base.

Recommendation 14

Boards should ensure that they are made aware of an  y material changes
in the share register, understand as far as possibl e the reasons for
changes to the register and satisfy themselves that they have taken
steps, if any are required, to respond.

We agree with this recommendation.

Recommendation 15

In the event of substantial change over a short per  iod in a BOFI share
register, the FSA should be ready to contact major selling shareholders
to understand their motivation and to seek from the BOFI board an
indication of whether and how it proposes to respon d.

We agree with this recommendation. It might pose some practical challenges
for the FSA, but we do not believe these are insurmountable.

Recommendation 16

The remit of the FRC should be explicitly extended to cover the
development and encouragement of adherence to princ iples of best
practice in stewardship by institutional investors and fund managers.
This new role should be clarified by separating the content of the
present Combined Code, which might be described as the Corporate
Governance Code, from what might most appropriately be described as
Principles for Stewardship.

We agree with the creation of a set of Principles of Stewardship, though these
would need to cover more than the section on shareholders in the Combined
Code, and be more prescriptive than the ISC’s statement of principles. We
also agree that the FRC’s remit should be extended to cover this area, which
we discuss further below.

Recommendation 17

The present best practice “Statement of Principles — the Responsibilities
of Institutional Shareholders and Agents” should be ratified by the FRC
and become the core of the Principles for Stewardsh ip. By virtue of the
independence and authority of the FRC, this transit  ion to sponsorship
by the FRC should give materially greater weight to the Principles.

We agree that the FRC should have responsibility for the proposed new
Principles of Stewardship. This is consistent with the FRC'’s role in respect of
the Combined Code (which of course currently includes the short section



within it dealing with shareholders). As noted above, we believe that the
proposed principles must be more prescriptive than the current ISC
statement, which in our opinion has been largely forgotten about and as such
does not have an influence on actual investor behaviour.

In addition, as the Review itself notes, there is an issue of monitoring and
enforcement, and this is not really dealt with in the consultation paper. We
concur with the Review’s suggestion that the FRC should devote resource to
this function, therefore we suggest that this form part of the recommendation,
rather than being left as an aspiration. The FRC should ultimately seek to
undertake research into how the proposed principles are being applied as, in
our experience, policy statements often do not translate into effective
outcomes.

In addition the FRC’s enhanced role must also lead to a change in its own
governance structure. We believe that the FRC should set up a separate
investor council, featuring representation from leading institutional investors —
both asset managers and asset owners — and their advisers.

Recommendation 18

The ISC, in close consultation with the FRC as spon  sor of the Principles,
should review on an annual basis their continuing a ptness in the light of
experience and make proposals for any appropriate a  daptation.

We disagree with this recommendation and do not believe that the ISC should
play this role. When given such a role previously the ISC has failed to carry it
out. Former Treasury financial secretary Ed Balls asked that the ISC carry out
a review of the operation of its voluntary guidance on voting disclosure by
Autumn 2008, and produce annual statistics thereafter. No such review
appears to have been carried out by the ISC and no such information is
disclosed on the Committee’s website. Indeed we note that statistics on voting
disclosure were removed from the ISC’s final June 2009 statement in
response to the financial crisis, despite having been included in an earlier
draft.

Nor does the ISC represent the views of all institutional shareholders
effectively. It has refused the Local Authority Pension Fund Forum’s repeated
requests that it be allowed to become a member. In addition a number of
investors have been very critical of the June 2009 statement for not going far
enough.

In PIRC’s view such problems stem from the inevitable conflicts the ISC
faces. It is not a body in its own right — it is a collective of trade bodies which
have their own organisational objectives. For example, three of its member
bodies have been involved in vocal lobbying against public voting disclosure
(which the Review supports). A number of the ISC members lobby on different
fronts as trade bodies — the ABI represents insurers both as institutional
investors and as listed companies subject to governance requirements (and a
number of these, of course, form a subset of the 17 BOFIs listed in the
consultation document). In our view, giving the ISC responsibility for reviewing



the Principles of Stewardship would be analogous to giving responsibility for
reviewing the Combined Code over to a combination of the CBI, Institute of
Directors etc.

Instead we recommend that reviewing the Principles is the sole responsibility
of the FRC, as is the case with the Combined Code.

Recommendation 19

Fund managers and other institutions authorised by the FSAto
undertake investment business should signify on the ir websites their
commitment to the Principles of Stewardship. Such r eporting should
confirm that their mandates from life assurance, pe nsion fund and other
major clients normally include provisions in suppor t of engagement
activity and should describe their policies on enga gement and how they
seek to discharge the responsibilities that commitm ent to the Principles
entails. Where a fund manager or institutional inve  stor is not ready to
commit and to report in this sense, it should provi de, similarly on the
website, a clear explanation of the reasons for the position it is taking.

We agree that asset managers should be compelled to make a statement on
their websites in respect of their policy (if any) on ‘ownership’ activity, and this
could be in reference to the proposed Principles of Stewardship. However we
reiterate the point that many asset managers already have policy documents
on corporate governance and responsible investment available on their
websites, yet these result in very different outcomes. Policy statements on
their own mean little. As we discuss below, there will be more of an impact if
asset managers are required to disclose information about their actual activity
in respect of their ownership responsibilities.

Recommendation 20
The FSA should encourage commitment to the Principl es of
Stewardship as a matter of best practice on the par  t of all institutions

that are authorised to manage assets for others and  , as part of the
authorisation process, and in the context of feasib ility of effective
monitoring to require clear disclosure of such comm itment on a

“comply or explain” basis.

We agree with this recommendation, taking into account our reservations
about the practical impact of requiring only adherence to principles, rather
than outcomes. We would also stress that we think that it is reasonable that
the FSA has a role in ensuring there is disclosure by institutional investors.
This is of course directly comparable to the listing requirements on
companies, and as such we believe it is a reasonable stance for the Review
to take.

In effect this would redefine ‘fiduciary duty’. This raises a broader question of
how effective current understanding of fiduciary duty is in relation to
stewardship responsibilities. A wholesale review of this area of investment
responsibilities is overdue.



Recommendation 21

To facilitate effective collective engagement, a Me  morandum of
Understanding should be prepared, initially among m ajor long-only
investors, to establish a flexible and informal but agreed approach to
issues such as arrangements for leadership of a spe  cific initiative,
confidentiality and any conflicts of interest that might arise. Initiative
should be taken by the FRC and major UK fund manage rs and
institutional investors to invite potentially inter ested major foreign
institutional investors, such as sovereign wealth f unds and public
sector pension funds, to commit to the Principles o f Stewardship and,
as appropriate to the Memorandum of Understanding o n collective
engagement.

We agree with the spirit of the recommendation as any potential obstacles to
greater shareholder engagement should be tackled. However we are sceptical
to what extent concerns about confidentiality, or conflicts of interest, or fear of
‘concert parties’ currently inhibit collaborative engagement. This may be a
post-hoc rationalisation by asset managers which are largely inactive in this
area. We therefore welcome the FSA’s recent intervention to seek to dispel
the myths propagated about regulatory impediments to collaborative
engagement.®

In addition if the facilitation of more collaborative engagement is a serious
objective, we believe that a more ambitious approach is required. There is
currently no UK equivalent to the Council of Institutional Investors in the US.
The CII prioritises the asset owners — pension funds — over the asset
managers, which gives the organisation a unique perspective. In contrast in
the UK the co-ordination of a significant amount of shareholder engagement
occurs through trade bodies which may not share the same perspectives and
objectives as the ultimate beneficiaries. This not to denigrate the work that is
undertaken by such bodies, but rather to point up the fundamental conflicts of
interest that must be involved.

PIRC believes that the Review should consider whether there is scope to
develop an equivalent to the CIl in the UK in order to facilitate more
shareholder engagement, and to reduce conflicts of interest. In common with
the Cll we believe such a body should be driven by the asset owners, not by
the asset managers. It could provide a vital and un-conflicted forum through
which investors could discuss governance issues of concern both at specific
companies and across the market as a whole, and could facilitate
collaborative engagement where necessary. In addition the CIl allows non-US
bodies to affiliate to it, which would address the Review’s point about the need
to draw in overseas investors.

Recommendation 22

Voting powers should be exercised, fund managers an d other
institutional investors should disclose their votin g record, and their
policies in respect of voting should be described i n statements on their

3 http://www.fsa.gov.uk/pages/Library/CommunicatioR/P009/110.shtml




websites or in other publicly accessible form.

We agree with the thrust of this recommendation, but we are concerned that
there is no notion of compulsion expressed in it. Without compulsion, the
content of this recommendation is again simply restating existing best practice
guidance (which is in any case ignored by numerous asset managers), and as
such takes us no further forward. In addition the lack of prescription in the
proposal will inevitably mean that those asset managers which do apply it will
do so in a variety of ways, adding to complexity and therefore difficulty in
assessing the information disclosed.

It is worth recounting the experience of disclosure of voting records by asset
managers to date. Despite repeated calls to improve transparency, asset
managers continue to drag their feet and we believe a majority disclose no
voting data publicly. The ISC’s ‘comply or explain’ approach to voting
disclosure is ineffective. Of those managers which do not disclose PIRC has
only been able to indentify one which ‘explains’ why not. In addition the lack of
prescription in what and when to disclose has resulted in numerous different
approaches, making comparative analysis very problematic. Even now it is
impossible to provide a full picture of how voting rights were exercised at the
banks in the run-up to the financial crisis, though as highlighted earlier PIRC
is currently attempting to put such an analysis together.

We strongly believe that the Government must bite the bullet on the issue of
voting disclosure. Unless disclosure in a specified form is mandatory the asset
management industry will continue to provide patchy data that in aggregate
tells us little about how this core aspect of ownership is exercised. Therefore
we urge that the Review amends this recommendation. It should specifically
recommend that the Government exercise the reserve power in the
Companies Act 2006 and make voting disclosure in a prescribed format
mandatory.

PIRC has more detailed ideas about how such a disclosure framework could
be structured, and would be happy to share these with the Review if helpful.



Governance of risk

Generally, the Review's recommendations on the governance of risk do not
deal with the content of risk reporting, though Annex 10 provides some limited
guidance. In addition, whereas the consultation document focuses on the
structure of committees, PIRC would welcome a more specific approach on
the identification of risks for BOFIs and more importantly on procedures to
mitigate risks. We also believe that clear guidance should be given on what
the Review considers to be a suitable composition of risk committees and the
level of independent representation required on them. These are areas where
we believe the Review’s recommendations need to be more prescriptive.

In addition PIRC has carried out its own research into the governance of risk,
looking at the 17 BOFIs listed in Annex 4 to the consultation document. In our
opinion this research demonstrates that a number of the Review’s
recommendations merely articulate existing practice. As such we have
highlighted areas where we think the Review should go further.

In fact, looking at the Review’s list of BOFIs, if the focus is primarily on
traditional financial risks only (credit, liquidity, capital, and market risks) then
most are actually already commented on by the large majority of the sample
group. Therefore the Review does not even promote best practice in our view.
In contrast PIRC strongly encourages companies to look at a wide range of
risks including non-financial and operational risks. In addition, we believe that
investment-related risks and pension-related risks should always be
considered in light of the current economic climate.

With regards to the management of risk within a company it would seem that
Walker’'s recommendations have a bias towards top down management, with
a new committee and executive officer with responsibility for risk. There is the
potential for over concentration of responsibilities and PIRC supports the
emphasis of the Turnbull Report on Internal Controls*view of risk
management that:

“All employees have some responsibility for internal control as part of
their accountability for achieving objectives. They, collectively, should
have the necessary knowledge, skills, information, and authority to
establish, operate and monitor the system of internal control.”

This would necessitate some form of increased protection for members of
staff that report non-compliance with risk management and audit processes
and those highlighting unforeseen risks. This ‘bottom-up’ approach to the
reporting of risks to shareholders has been clear as many of the recent
corporate scandals have not been brought to the attention of the market by
committees, but by so called ‘whistle-blowers’ frustrated by their internal

* Financial Reporting Council Report on Internal €oh Revised Guidance For Directors On The
Combined Code — October 2005
http://www.frc.org.uk/documents/pagemanager/frciBed%20Turnbull%20Guidance%200ctober%2

02005.pdf




control systems. The long-term integrity of the market place could be well
served by the strengthening of elements of the internal control process.

Finally, mitigation is the most valuable information for shareholders and
strategies for mitigating different types of risks should be detailed in our view.
We therefore strongly encourage the Review to reconfigure its
recommendations taking this into account.

Recommendation 23

The board of a BOFI should establish a board risk c ~ ommittee separately
from the audit committee with responsibility for ov ersight and advice to
the board on the current risk exposures of the enti ty and future risk
strategy. In preparing advice to the board onits o verall risk appetite and
tolerance, the board risk committee should take acc ount of the current
and prospective macro-economic and financial enviro nment drawing on
financial stability assessments such as those publi shed by the Bank of
England and other authoritative sources that may be relevant for the risk
policies of the firm.

Although we support the recommendation that risk committees should be
formally established as a separate entity, it appears that 15 out of the 17
BOFIs listed in Annex 4 of the consultation paper already have a separate
committee in place. This includes those institutions which have been partly or
wholly taken into public ownership such as Northern Rock, RBS, HBOS and
Lloyds. Thus whilst we agree in principle with the recommendation, and would
suggest it could apply to all FTSE 100 companies, the Review should note
that its proposal does not push beyond existing and widespread practice
amongst BOFIs.

It is also to be recognised that it is the responsibility of all board members to
oversee and report upon risks and mitigating risk management actions. The
creation of a risk management committee should only be viewed as an
additional level of support to the board and audit committee functions. To
keep in line with the recommendations of the Turnbull Report management
should remain accountable to the board for monitoring the system of internal
controls, and for providing assurance to the board that it has done so.

There should be greater clarification of the requirements of the board, audit
and risk committees to report upon risks inherent within the company,
including non-financial and off balance items. The audit and risk committees
should be expected to report upon the processes they use in the reviewing
and monitoring of risks.

We would also note from our research on BOFlIs that it seems to currently be
the case that risk committees are not viewed by companies as being of a
similar status to their audit and remuneration committees. Our analysis found
few tables or graphs showing frequency of meetings or attendees, or clear
indications of processes and how their work interlocks with the board and
other committees. Therefore, the Review could emphasise the role of the
committee and disclosure requirements that risk committees should have at



BOFIs.

The report talks about achieving the desired balance between financial
industry experience and independence, but makes little explicit mention of the
benefits of directors having risk management experience as well as, or
instead of banking sector experience. In order to challenge the potentially
excessive-risk taking nature of the sector, independence and risk
management experience should still take precedence and ensure members of
a risk management committee are suitably competent.

The Walker report recommendations needs to ensure that there is not a
movement towards risk committee members becoming semi-executive
positions as at present there are elements in the report which will require
increased burdens of: responsibility; time commitments to the board position
and committee roles; and regular liaising with the executive Chief Risk Officer
(CRO). Detailed industry experience could potentially lead to the directors
being put into positions where they might end up becoming shadow
executives, or shadowing current executives to closely.

Recommendation 24

In support of board-level risk governance, a BOFI b  oard should be
served by a CRO who should participate in the risk management and
oversight process at the highest level on an enterp rise-wide basis and
have a status of total independence from individual business units.
Alongside an internal reporting line to the CEO or FD, the CRO should
report to the board risk committee, with direct acc ess to the chairman of
the committee in the event of need. The tenure and independence of the
CRO should be underpinned by a provision that remov al from office
would require the prior agreement of the board. The remuneration of the
CRO should be subject to approval by the chairman o r chairman of the
board remuneration committee.

We agree with the recommendation. The independence of the CRO should be
upheld at every opportunity. There is, however, the danger that the
recommendation could be viewed as a requirement to have a risk executive
member of the board, thus increasing the possibility that the board become
more implicated with the management of risk within an organisation, rather
than the overseer of activities to mitigate risk.

We are disappointed that the Review fails to address the issue of the
composition of the risk committee itself. PIRC believes that the committee
should be fully independent and the chairman should not be the chairman of
the board, or the chairman of the audit committee in order to maintain an
independent review of risk management.

Recommendation 25

The board risk committee should have access to and, in the normal
course, expect to draw on external input to its wor k as a means of taking
full account of relevant experience elsewhere andi  n challenging its

analysis and assessment.



We agree with this recommendation.

However we note that it does not state whether the committee should report
on external advice being sought. In practice it would appear that current
boards are not forthcoming with regards to which external advisors were used
or indeed the nature of the advice that was provided. We would therefore
suggest that the recommendation could be broadened to encourage
disclosure on the use of external advisers.

Recommendation 26

In respect of a proposed strategic transaction invo Iving acquisition or
disposal, it should as a matter of good practice be for the board risk
committee to oversee a due diligence appraisal oft  he proposition,
drawing on external advice where appropriate and av  ailable, before the
board takes a decision whether to proceed.

We agree with this recommendation. It should be noted a number of
companies already claim to be undertaking such appraisals. The Lloyds
Banking Group is of particular interest due to its acquisition of HBOS. Lloyds
claims to have carried out a rigorous investigation into the potential risks that
may emerge at a later date due to this transaction. Nonetheless we agree with
the Review that the formal involvement of the risk committee must be part of
strategic transactions, and PIRC believes this should be standard operating
procedure.

An additional recommendation is that companies should issue a report based
upon the risk committee’s views of a proposed acquisition or disposal, and
that this report should be made available to shareholders ahead of seeking
authorisation.

Recommendation 27

The board risk committee (or board) risk report sho uld be included as a
separate report within the annual report and accoun ts. The report
should describe the strategy of the entity in a ris k management context,
including information on the key exposures inherent in the strategy and
the associated risk tolerance of the entity and sho uld provide at least
high level information on the scope and outcome of the stress-testing
programme. An indication should be given of the mem bership of the
committee, of the frequency of its meetings, whethe r external advice
was taken and, if so, its source.

We agree with the recommendation, but again would stress that much of what
is proposed is already current practice, albeit in a slightly different format.

Although PIRC already encourages companies to report on risks in a separate
manner, most report extensively on risks as part of the business review or
OFR. Going into more detail, our analysis of the 17 BOFIs listed in the annex
to the review, found that 15, including all those institutions which have
required taxpayer support, already comment on a number of key financial



factors — credit, liquidity, capital and market risks. In fact all 17 report on at
least three of these factors. As such these institutions might argue that they
already meet the Review’s recommendation that they set out information
about “key exposures”.

Beyond these core factors, the issues on which risk committees report vary
dramatically. We set out some further findings from our research below —

* Aviva, Barclays, Lloyds and HSBC are the companies with the most
rounded approach to risk reporting.

* In contrast LSE Group and Standard Chartered are the least informative
companies in regards to their approach to risk management.

* Residual value, tax, claims and competition were the least highlighted
forms of risk.

* Only two out six banks comment on interest rate and foreign exchange
risks in their risk reports.

Unfortunately broad guidance on the content of risk committee reports
contained in the recommendation leaves much room for interpretation, if not
evasion. Therefore PIRC urges the Review to develop a specific definition of a
risk committee report in order to improve reporting in this area. And, as stated
earlier, we urge the review to encourage reporting on the mitigation of risks.
The scope of such a report needs to be clearly defined as well and should
include all of the organisations activities, rather than those the Company
deems to be of relevance to the balance sheet, thus avoiding items that might
have a higher risk profile being kept off balance sheet so as to avoid reporting
upon them.

Finally, as noted previously, our analysis has revealed that few risk reports
detail factors such as the composition of the risk committee, frequency of
meetings, attendance etc and we therefore fully support the Review’'s
proposals for proper reporting in this area.



Remuneration

We agree with the consultation document in viewing remuneration practices at
BOFIs as a contributory factor towards encouraging excessive risk-taking.
PIRC has been a long-term critic of remuneration in the finance sector, only
supporting a small minority of remuneration reports at BOFIs over the last four
years.

We welcome further disclosure requirements for those below board, however
we consider that the scope is too limited. Rather than simply requiring special
consideration and disclosure for those executives who exceed the median
compensation of executive board members, we consider that all employees
that receive performance-related pay as a significant part of their total
package should be considered. This would better capture the remuneration of
influential figures within the company who are not necessarily employed at
executive level.

Also we question whether risk can be fully-accounted for simply by methods
of deferral and putting more ‘skin in the game’. We note that the FSA appears
to be much more pioneering in the area of risk-adjustment and that this Code
should also take account of those features.

Further ad-hoc comments:

1. It would be ideal if remuneration committee members are not active staff or
directors at competing firms, particularly if those competing firms are within
the pool of firms against which remuneration policy is assessed. This would
help to avoid any conflict of interest when setting remuneration policy.

2. Achievement of long-term goals and the award of any pertaining LTIP
should be assessed before award of short-term goals. Failure to meet long-
term goals should disqualify an employee from receiving short-term goals
accruing in that year. The establishment of a primacy of long-term focus over
short-term would help to align shareholder and management interests.

Recommendation 28

The remit of the remuneration committee should be e  xtended where
necessary to cover all aspects of remuneration poli cy on a firm-wide
basis with particular emphasis on the risk dimensio n.

We agree with the fundamental notion that the Remuneration committee
should be given oversight of the remuneration policy of the entire firm. By
increasing its knowledge of firm-wide remuneration practice, the
Remuneration committee will be able to give greater consideration to the
sensitivities of all employees when designing, monitoring and awarding
executive remuneration, and will be more aware of the potentially damaging
effects of divergence of executive pay practice from that which applies to the
wider work-force. This may improve implementation of the Combined Code
guidance to be sensitive to pay and conditions across the company when
determining remuneration, currently honoured more in the breach than the



observance.

We also agree that the Remuneration committee should be required to cover
the ‘risk dimension’, in so far as this requires consultation with the risk
committee in the establishment of appropriate incentive plans to manage risk
in an active sense.

Recommendation 29

The terms of reference of the remuneration committe e should be
extended to oversight of remuneration policy and re muneration
packages in respect of all executives for whom tota | remuneration in the
previous year or, given the incentive structure pro posed, for the current
year exceeds or might be expected to exceed the med ian compensation
of executive board members on the same basis.

Although we agree with this recommendation, we would suggest that the
recommended oversight requirement does not go deep enough through the
company. We note that all of the BOFIs listed in the annex to the consultation
document already refer in the Terms of Reference of their Remuneration
committees to other groups of employees whose remuneration is overseen to
a greater or lesser extent by the remuneration committee; ‘senior
management of the Group™, ‘senior employees™, ‘senior executives’’, ‘senior

individuals™®, ‘executive job family’® and the like are often identified®.

Instead, we would urge that this recommendation should be extended to all
employees that are eligible to receive a performance-related bonus as a
substantial part of their remuneration package'’, rather than just the most
senior executive figures. Given that the Non-Executive Directors have a duty-
of-care to the shareholders to scrutinise performance'?, we believe that any
employee receiving performance-related pay should ultimately be accountable
to the Remuneration committee.

For the avoidance of doubt however, we do not support the view that
oversight is to be interpreted as a passive role, simply ‘signing off’ the
remuneration policies for the below-board executives as prepared by the
Human Resource function. Instead, we view oversight as quite the converse,
requiring Remuneration committee members to take an active interest in the

® Aviva, http://www.aviva.com/investor-relations/parate-governance/terms-of-
reference/remuneration-committee/

® Old Mutual, http://www.oldmutual.com/download/268004_02_Terms_of Reference_-
_Remuneration_Committee.pdf

"RSA,
http://www.rsagroup.com/rsa/_uploads/documents/@RamunerationCommittee TermsofReference.p
df

8 L&G, http://files.shareholder.com/downloads/L GEBH@99469x0x117136/70DA70EE-99F2-4CA1-
BB89-77BBBC378FA6/termsrenumercomm.pdf

° Standard Life, http://www.standardlife.com/statim¢s/tor_remunerationcommittee.pdf

% We have also seen some BOFIs provide exemplacjodisre in this area such as Lloyds Annual
Report 2008, p.77

1 As is already the case at Friends Provident ple, s
http://www.friendsprovident.co.uk/doclib/rc_tor 2B8I9.pdf

2 Higgs Review, 2003



remuneration of the firm’s employees in order that they can effectively assess,
evaluate, amend and deploy remuneration policies for different groups of
employees as appropriate. Consistent with the Review, we do not believe that
the Remuneration committee should concern itself with the remuneration
packages of individual employees (save those on the Board and ‘key
management employees’).

Recommendation 30

In relation to executives whose total remuneration is expected to exceed

that of the median of executive board members, the remuneration
committee report should confirm that the committee is satisfied with the

way in which performance objectives are linked to t he related
compensation structures for this group and explain the principles
underlying the performance objectives and the relat ed compensation
structure if not in line with those for executive b oard members.

We agree with the recommendation that the Remuneration committee should
confirm its satisfaction that compensation structures will promote the
achievement of associated performance objectives. A clearly reasoned
statement to indicate how remuneration strategies are intended to promote
achievement of objectives would provide a better understanding of the firm’s
commitment to long- and/or short-term success, and furthermore how this
ethos is transmitted through the firm*3. Current practice amongst BOFIs tends
towards the concealment of such information.

Furthermore, we would argue that the Remuneration committee should be
obliged to include an informative statement on remuneration policy as it
relates to the firm as a whole within the Remuneration report. As things stand,
the Remuneration committee is only required to disclose an outline of the
remuneration policy on salary, annual bonus, long-term incentive plans and
pension at board level within the Remuneration report. We would repeat our
opinion that disclosure should be extended to all employees that are eligible
to receive a performance-related bonus as a substantial part of their
remuneration package, rather than those executives that receive above the
median earnings of the Board.

In addition we would argue that this recommendation should encourage non-
generic ‘boilerplate’ disclosure that has developed in response to other similar
recommendations. A good example of this is the disclosure in response to the
ABI's requirement that Remuneration committees consider ESG issues, to
which a typical reply is:

“The Committee also takes into account environmental, social and
governance aspects when determining executive Directors’ remuneration...”*

If statements of this type are to be retained in Remuneration reports, an

13 Consistent with the guidance on Principle 2 offfi8#\'s new Code on Remuneration Practices,
Appendix 1, Annex B, para. 19.3.4 (3), to come iisiwe in January 2010
http://www.fsa.gov.uk/pubs/policy/ps09 15.pdf

14 HSBC, Annual Report 2008, p. 316



indication of how remuneration policy takes these factors into account should
also be provided.

Recommendation 31

The remuneration committee report should disclose f or “high end”
executives whose total remuneration exceeds the exe  cutive board
median total remuneration, in bands, indicating num bers of executives
in each band and, within each band, the main elemen ts of salary, bonus,
long-term award and pension contribution.

We agree with this recommendation, reflecting as it does a movement
towards the requirements already imposed by the US Securities and
Exchange Commission and the Hong Kong Stock Exchange. UK-domiciled
subsidiaries of US or Hong Kong entities would certainly have few issues
about reporting this information. Graphically displaying the constituent
elements of top earners’ remuneration will assist in the determination of the
relative weight of short- and long-term incentives.

Breaking down remuneration into bands and the composite elements of
salary, annual bonus, LTIPs and pension is used for Board directors by just
under half of the BOFIs we sampled. Where it relates to below-board
employees (6 out of 20 BOFIs), bands usually relate either to salary alone or
to aggregate compensation; only in one instance did bands distinguish
between salary, annual bonus and long-term pay.*® Furthermore, none of the
BOFIs appears to disclose information on pension contributions of any below-
board executives, although in several cases details were given in a broad
sense of pension scheme characteristics. Therefore we would welcome
greater disclosure in this area.

Recommendation 32
Major FSA-authorised BOFIs that are UK-domiciled su  bsidiaries of non-

resident entities should include in their reporting arrangements with the
FSA disclosure of the remuneration of “high end” ex ecutives broadly as
recommended for UK-listed entities but with detalil appropriate to their
governance structure and circumstances agreed on a case by case

basis with the FSA. Disclosure of “high end” remune ration on the
agreed basis should be included in the annual repor  t of the entity that is
required to be filed at Companies House.

We agree with this recommendation in principle, however we are concerned
about the practicality of its application, especially given the FSA’s recent back
track concerning non-resident entities that have subsidiaries in the UK. We
consider a ‘case by case’ response to be an appropriate one in the hope of
mitigating any of the difficult circumstances that can stem from requiring
disclosure from a non-resident entity.

Recommendation 33
Deferral of incentive payments should provide the p rimary risk

15 HBOS, Annual Report 2007, p.144



adjustment mechanism to align rewards with sustaina ble performance
for executive board members and executives whose re muneration
exceeds the median for executive board members. Inc  entives should be

balanced so that at least one-half of variable remu  neration offered in

respect of a financial year is in the form of a lon g-term incentive scheme

with vesting subject to a performance condition wit h half of the award
vesting after not less than three years and of the remainder after five

years. Short-term bonus awards should be paid over a three year period
with not more than one-third in the first year. Cla  wback should be used

as the means to reclaim amounts in limited circumst ances of
misstatement and misconduct.

Although PIRC encourages the deferral of incentive payments, we only
consider them to be effective in encouraging sustainable performance when
guantifiable underpin targets are attached. We do not consider that simply
deferring bonus payments into shares provides a proper alignment with
shareholders, because although the value of any holding would decrease if
the share price were to decline, we consider there is little correlation between
an individual's efforts and the share price of the company.

In addition we consider that it is insufficient to only reclaim amounts under
claw back for misstatement and misconduct, both of which are poorly defined
and only a small example of jeopardising long term performance. Rather we
advocate a system by which deferred bonuses are subject to further
guantifiable performance conditions which provide a performance floor, under
which it is no longer considered acceptable for any of the deferred amount to
be released. This would provide further accountability and re-assurance to
shareholders which is specific to the business.

Regarding long-term incentive schemes, we consider that all schemes should
have five year performance periods in place in order to encourage longer-term
performance. We note that out of the current BOFIs, nhone have schemes that
measure performance over more than three years, however such a move
would correlate well with the deferral of annual bonuses leading to an
additional payout in the third year, which would fill the gap left by extending
longer-term arrangements. In addition we believe that this would encourage
the retention element for executives.

Recommendation 34

Executive board members and executives whose total remuneration
exceeds that of the median of executive board membe rs should be
expected to maintain a shareholding or retain a por  tion of vested awards
in an amount at least equal to their total compensa  tion on a historic or

expected basis, to be built up over a period at the discretion of the
remuneration committee. Vesting of stock for this g roup should not
normally be accelerated on cessation of employment other than on

compassionate grounds.

We agree with the recommendation to formalise the shareholding requirement
for executive board members and top earners. From our analysis, it appears



from information contained in Remuneration reports that most BOFIS’
employee board-level executives who already have significant shareholdings.
However, based on share prices in early August 2009, we found only two
BOFIs employed executives, each of whom had shareholdings in excess of
salary.’® Two further BOFIs would also have met this requirement based on
shareholding information in their most recent remuneration reports,
notwithstanding recent slumps in their respective share prices.’” All other
BOFIs had one or more executive with a shareholding significantly beneath
salary, although generally this could be explained away by virtue of having
been a recent appointment.

An important aspect of shareholding requirements that we would wish to
emphasis is the time period required for the level of shareholding to be
attained. It has long been PIRC’s policy that a significant shareholding worth
100% be achieved in three years from appointment, not five years as is
common market practice. This policy is based on the belief that directors
should buy shares themselves in order to truly get their ‘skin in the game’,
rather than simply waiting for shares under three-year share plans to be
released. We would encourage the Review to adopt a similar time frame
within this recommendation.

Recommendation 35

The remuneration committee should seek advice from the board risk
committee on an arm’s-length basis on specific risk adjustments to be
applied to performance objectives set in the contex t of incentive
packages; in the event of any difference of view, a  ppropriate risk
adjustments should be decided by the chairma n

We agree with this recommendation. The creation of effective remuneration
packages relies on a clear understanding of the risk environment in which an
employee operates.

Recommendation 36

If the non-binding resolution on a remuneration com mittee report
attracts less than 75 per cent of the total votes ¢ ast, the chairman of the
committee should stand for re-election in the follo wing year irrespective
of his or her normal appointment term.

We agree with the general thrust of this recommendation, however consider
that it is too reactive, rather than pro-active. Although we understand that this
recommendation is suppose to capture the most egregious of cases, we note
that only one BOFI'*® received less than 75% support for its remuneration
report in the last five years. This includes the 2009 which might be expected
to have been a high point for activism. Therefore we believe that this
recommendation is likely to have no practical impact on BOFIs.

16 Standard Chartered, and MAN Group

"HBOS Annual Report 2008 (Oct '08: share price 8f90and Alliance + Leicester Annual Report
2007 (Jul '07: share price = 1100p)

* RBS, 2009



Looking more broadly, the average vote against a remuneration report at a
UK-listed company was under 4% in the 2008 season®. Whilst there has
been an undoubted uptick in votes against in 2009, we estimate the average
oppose vote is still well under 10%, and as the economy emerges from
recession no doubt oppose votes will drop down again in 2010. Therefore we
believe that even if this proposal was applied across the market its impact
would still be very limited.

Finally, we would note that the phrase ‘votes cast’ is a little ambiguous. If a
remuneration report attracted a 15% vote against and 15% abstentions would
this count as 85% of votes cast in favour, or 70%? If the Review does proceed
with this recommendation it should clarify how abstentions will be considered.

However, as explained previously, PIRC would recommend instead that all
directors, rather than just the board chairman (as advised in Recommendation
10), be subject to annual re-election in order to promote greater
accountability. In this particular instance, rather than theoretically for one
more year, shareholders would be able to voice their disapproval instantly.
We understand the motivation behind allowing a one year ‘grace period’ to
allow the director involved to reform company practices, but we consider that
it should be shareholders that decide if the director is deserving of this, not as
a matter of default.

Recommendation 37

The remuneration committee report should state whet her any executive
board member or senior executive has the right or o pportunity to
receive enhanced pension benefits beyond those alre ady disclosed and
whether the committee has exercised its discretion during the year to
enhance pension benefits either generally or for an y member of this

group

We consider that this recommendation is too restrictive in its scope. In the
case of Sir Fred Goodwin’'s pension enhancement, to which this
recommendation appears to be a direct response, the provision was clearly
disclosed to shareholders for the two years previous to his retirement.
However we do consider that increased disclosure in this area would be
beneficial for shareholders going forward.

From a survey of BOFIs, we conclude that out of the 14 that have defined
benefit schemes, only five analysed actually disclose the retirement age or
accrual rates for their schemes. Given the differentiation between the
retirement benefits for directors compared to other employees, there is a
strong argument to be had for generally improving disclosure in this area
beyond enhanced pension provisions.

PIRC believes that companies should be required to disclose accrual rates in
DB schemes, contribution rates in DC schemes, normal retirement ages, early
retirement provisions and any other enhancements. There should also be

19 See forthcoming PIRC/Railpen rep&dy on Pay: Six Years On



clear disclosure of any payments in lieu of pension, expressed as a
percentage of salary. Companies should be required to disclose any
preferential treatment for directors in any of these areas.

Recommendation 38

The remuneration consultants involved in preparatio n of the draft code
of conduct should form a professional body which wo uld assume
ownership of the definitive version of the code whe n consultation on the

present draft is complete. The proposed professiona | body should
provide access to the code through a website with a  n indication of the

consulting firms committed to it; and provide for r eview and adaptation
of the code as required in the light of experience.

We agree that the involvement of remuneration consultants using an
appropriate code of conduct is essential towards reforming remuneration
practices in BOFIs, especially given their level of contribution in the
deliberation process. However we do not consider it appropriate that
remuneration consultants take ownership of the code of conduct themselves
via a self-selected professional body, as this runs contrary to our response
made elsewhere (to Recommendation 17) regarding shareholders and
agents. In a similar light, we consider that the FRC should assume ownership
of the code of conduct for remuneration consultants, as well facilitating the
monitoring of compliance, in order that the code be external and subject to
independent scrutiny. We believe that only in this capacity will it be effective.

Recommendation 39

The code and an indication of those committed to it should also be
lodged on the FRC website. In making an advisory ap  pointment,
remuneration committees should employ a consultant who has

committed to the code.

We agree with this recommendation.



Further information

PIRC would be happy to discuss the points we have made in our submission
in more detail. Please contact:

Tom Powdrill

Head of Communications
PIRC Limited

6™ Floor

9 Precot Street

London E1 8AZ

Tel: +44 (0)20 7392 7887
Fax: +44 (0)20 7247 2457



