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through clearer identification of best practice and more effective but, in most areas,

non-statutory routes to implementation so that boards and their major owners feel

“ownership” of good corporate governance.

Regulation will make BOFIs safer but cannot assure that they will be attractive to investors

and thus able to strengthen their balance sheets other than on very expensive terms. Thus

regulation cannot assure that the array of financial services that may be required will

continue to be available to individual, corporate and other clients without potentially

substantial increases in fees and charges. For its part, better corporate governance of banks

cannot guarantee that there will be no repetition of the recent highly negative experience for

the economy and society as a whole. But it will make a rerun of these events materially less

likely. The challenge will be to find the right balance with, on the one hand, materially

enhanced supervision and regulation to ensure safety and soundness but without, on the

other hand, so cramping enterprise in major financial institutions that they fail adequately to

meet the needs of the wider economy. The desirable balance is more likely to be found the

greater the confidence of government and regulators that corporate governance in these

institutions is set to become dependably more robust.

The consultation process since publication of the July consultation paper has 

been substantial, with widespread support for the main thrust of the analysis and

recommendations but with important reservations expressed on various aspects of 

the coverage, scope and content of specific recommendations. These reservations 

were in six main areas:

a) Overall scope – while the terms of reference of the Review relate to BOFIs, the

consultation process generated much discussion around the applicability of many of

the recommendations to non-financial listed companies and whether, how far and

how these might be adopted, above all by the FRC, for wider application.

b) Differentiation among BOFIs – there are large differences in the nature of business

and risk characteristics of major banks, life assurance companies, fund managers and

other entities which, it was widely represented, were inadequately reflected in the

July recommendations on specific matters such as appropriate non-executive director

(NED) time commitment, board oversight of risk and disclosure on remuneration.

c) Shareholder engagement – some fund manager respondents were concerned at what

was seen as the at least implicit proposition in the July consultation paper that active

engagement represented superior or best practice for major shareholders and fund

managers as against other ownership or trading strategies. It was widely felt that the

emphasis should be on disclosure of the business model being used by a fund manager,

with the principles or code for stewardship seen as best practice for those whose

business model embraced active engagement.
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d) Degree of prescriptiveness – whereas some responses called for more specific guidance

in areas such as the content of reports by the remuneration and risk committee and

on board or governance evaluation, others expressed concern that “comply or explain”

affords less flexibility in practice than the original intent and accordingly that greater

flexibility should be built into recommendations themselves such as those on board

oversight of risk, the role and status of the chief risk officer and the structure of

“high end” remuneration (where this Review defines “high end” to cover individuals

in a BOFI who perform a “significant influence function” for the entity or whose

activities have, or could have, “a material impact on the risk profile of the entity”).

e) International competitiveness – while the responses indicated general recognition of

the need for material strengthening in corporate governance standards, concerns were

expressed that the UK should not move significantly ahead of or out of line with

relevant policy developments elsewhere, in particular in the United States and

elsewhere in the European Union. Such concerns were largely associated with the

recommendations on remuneration.

f) Role of the FSA – several respondents called for an increased role for the FSA in the

governance of BOFIs, in effect moving several of the existing Combined Code “comply

or explain” provisions (and some of those proposed in the July consultation paper) into

the FSA’s Handbook with which BOFIs have to comply. But this partly reflected

concern that the July corporate governance recommendations might, unless explicitly

taken into the ambit of the FSA, be extended over time to non-financial entities. In

contrast, there was some BOFI argument against further extension of the FSA role on

the basis that this would unduly circumscribe the ability of boards and of fund

managers in discharge of their wider obligations.

The comments and suggestions that have been made are reviewed in more detail in the

chapters that follow in the same sequence as in the July consultation paper.

The five key themes of the Review as set out in the July consultation paper are reiterated

and attracted widespread support in the consultation process. But they have been improved

and in some areas sharpened through this process and the associated discussion.

First, both the UK unitary board structure and the Combined Code of the FRC remain

fit for purpose. Combined with tougher capital and liquidity requirements and a tougher

regulatory stance on the part of the FSA, the “comply or explain” approach to guidance

and provisions under the Combined Code provides the surest route to better corporate

governance practice, with some additional BOFI-specific elements to be taken forward

through the FSA. The relevant guidance and provisions require amplification and better

observance but the only proposal for new primary legislation relates to mandatory

disclosure of remuneration of senior employees on a banded basis.
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Second, principal deficiencies in BOFI boards related much more to patterns of behaviour

than to organisation. The sequence in board discussion on major issues should be:

presentation by the executive, a disciplined process of challenge, decision on the policy or

strategy to be adopted and then full empowerment of the executive to implement. The

essential “challenge” step in the sequence appears to have been missed in many board

situations and needs to be unequivocally clearly recognised and embedded for the future.

The most critical need is for an environment in which effective challenge of the executive

is expected and achieved in the boardroom before decisions are taken on major risk and

strategic issues. For this to be achieved will require close attention to board composition

to ensure the right mix of both financial industry capability and critical perspective from

high-level experience in other major business. It will also require a materially increased

time commitment from the NED group on the board overall for which a combination of

financial industry experience and independence of mind will be much more relevant than

a combination of lesser experience and formal independence. In all of this, the role of the

chairman is paramount, calling for both exceptional board leadership skills and ability to

get confidently and competently to grips with major strategic issues. With so substantial

an expectation and obligation, the chairman’s role in a major bank board will involve a

priority of commitment leaving little time for other business activity.

Third, given that the overriding strategic objective of a BOFI is the successful management

of financial risk, board-level engagement in risk oversight should be materially increased,

with particular attention to the monitoring of risk and discussion leading to decisions on

the entity’s risk appetite and tolerance. This calls for a dedicated NED focus on high-level

risk issues in addition to and separately from the executive risk committee process and the

board and board risk committee should be supported by a CRO with clear enterprise-wide

authority and independence, with tenure and remuneration determined by the board.

Fourth, there is need for better engagement between fund managers acting on behalf of

their clients as beneficial owners, and the boards of investee companies. Experience in the

recent crisis phase has forcefully illustrated that while shareholders enjoy limited liability

in respect of their investee companies, in the case of major banks the taxpayer has been

obliged to assume effectively unlimited liability. This further underlines the importance of

discharge of the responsibility of shareholders as owners, which has been inadequately

acknowledged in the past. For the future, this does not exclude business models that

involve greater emphasis on active trading of stocks rather than active engagement on the

basis of ownership on a longer-term basis. But there should be clear disclosure of the fund

manager’s business model, so that the beneficial shareholder is able to make an informed

choice when placing a fund management mandate, and where active engagement is the

business model, the fund should commit to the Stewardship Code as discussed later in this

Review and set out in Annex 8.
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Fifth, against a background of inadequate control, unduly narrow focus and serious excess in

some instances, substantial enhancement is needed in board level oversight of remuneration

policies, in particular in respect of variable pay, and in associated disclosures. The remit and

responsibility of board remuneration committees should be extended beyond executive board

members to cover the remuneration structure and levels for all senior employees whose role

puts them in a position of significant potential or actual influence on the risk profile of the

entity. With expectation, guidance and, ultimately, pressure from major shareholders, the

remuneration committee, in its enlarged role, should ensure that remuneration structures for

all such “high end” employees are appropriately aligned with the medium and longer-term

risk appetite and strategy of the entity; and should be a key and mature counterbalance to any

executive pressure to boost short-term remuneration provision in response to a perceived

threat of competitor pressure.

There has been recurrent media pressure for the naming of individuals in the “high end”

category. But no evidence has been produced that this would be likely to yield any

enhancement in the governance of risk in major institutions, the core preoccupation of this

Review, and it is not proposed here. But disclosure of “high end” remuneration, going well

beyond the previous exclusive focus on executive board members, is essential if major

shareholders are to be able to reach informed views on the governance of their investee

companies and appropriate alignment of incentives. There is, therefore, a recommendation

for disclosure of “high end” remuneration on a banded basis and that this disclosure

should be based on new statutory provision. Implementation of this provision together

with the other recommendations on remuneration would create a more demanding regime

than that currently in place in any other major jurisdiction.

Reflecting concerns raised in the consultative process, an indication is given in the

recommendations below (and in Annex 14) of the particular group of entities to which

a particular recommendation relates; and, to the extent possible and appropriate, of a

proposed assignment of responsibility for a recommended initiative or oversight of its

implementation as among government, the FSA and the FRC.

For convenience and ease of comparison the same identifying numbers are used for

recommendations as in the July consultation paper.
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Board size, composition and qualification

Recommendation 1

To ensure that NEDs have the knowledge and understanding of the business to enable

them to contribute effectively, a BOFI board should provide thematic business awareness

sessions on a regular basis and each NED should be provided with a substantive

personalised approach to induction, training and development to be reviewed annually

with the chairman. Appropriate provision should be made similarly for executive board

members in business areas other than those for which they have direct responsibility. 

Recommendation 2

A BOFI board should provide for dedicated support for NEDs on any matter relevant to

the business on which they require advice separately from or additional to that available

in the normal board process.

Recommendation 3

The overall time commitment of NEDs as a group on a FTSE 100-listed bank or life

assurance company board should be greater than has been normal in the past. How this

is achieved in particular board situations will depend on the composition of the NED

group on the board. For several NEDs, a minimum expected time commitment of 30 to

36 days in a major bank board should be clearly indicated in letters of appointment and

will in some cases limit the capacity of an individual NED to retain or assume board

responsibilities elsewhere. For any prospective director where so substantial a time

commitment is not envisaged or practicable, the letter of appointment should specify

the time commitment agreed between the individual and the board. The terms of letters

of appointment should be available to shareholders on request.

Recommendation 4

The FSA’s ongoing supervisory process should give closer attention to the overall balance

of the board in relation to the risk strategy of the business, taking into account the

experience, behavioural and other qualities of individual directors and their access to fully

adequate induction and development programmes. Such programmes should be designed

to assure a sufficient continuing level of financial industry awareness so that NEDs are

equipped to engage proactively in BOFI board deliberation, above all on risk strategy.
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Recommendation 5

The FSA’s interview process for NEDs proposed for FTSE 100-listed bank and life

assurance company boards should involve questioning and assessment by one or more

(retired or otherwise non-conflicted) senior advisers with relevant industry experience

at or close to board level of a similarly large and complex entity who might be engaged

by the FSA for the purpose, possibly on a part-time panel basis.

Functioning of the board and evaluation of performance

Recommendation 6

As part of their role as members of the unitary board of a BOFI, NEDs should be ready,

able and encouraged to challenge and test proposals on strategy put forward by the

executive. They should satisfy themselves that board discussion and decision-taking on

risk matters is based on accurate and appropriately comprehensive information and draws,

as far as they believe it to be relevant or necessary, on external analysis and input.

Recommendation 7

The chairman of a major bank should be expected to commit a substantial proportion of

his or her time, probably around two-thirds, to the business of the entity, with clear

understanding from the outset that, in the event of need, the bank chairmanship role

would have priority over any other business time commitment. Depending on the balance

and nature of their business, the required time commitment should be proportionately less

for the chairman of a less complex or smaller bank, insurance or fund management entity.

Recommendation 8

The chairman of a BOFI board should bring a combination of relevant financial

industry experience and a track record of successful leadership capability in a

significant board position. Where this desirable combination is only incompletely

achievable at the selection phase, and provided that there is an adequate balance of

relevant financial industry experience among other board members, the board should

give particular weight to convincing leadership experience since financial industry

experience without established leadership skills in a chairman is unlikely to suffice.

An appropriately intensive induction and continuing business awareness programme

should be provided for the chairman to ensure that he or she is kept well informed

and abreast of significant new developments in the business.
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Recommendation 9

The chairman is responsible for leadership of the board, ensuring its effectiveness in all

aspects of its role and setting its agenda so that fully adequate time is available for

substantive discussion on strategic issues. The chairman should facilitate, encourage

and expect the informed and critical contribution of the directors in particular in

discussion and decision-taking on matters of risk and strategy and should promote

effective communication between executive and non-executive directors. The chairman

is responsible for ensuring that the directors receive all information that is relevant to

discharge of their obligations in accurate, timely and clear form.

Recommendation 10

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

board should keep under review the possibility of transitioning to annual election of all

board members.

Recommendation 11

The role of the senior independent director (SID) should 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, when necessary. The SID should be accessible to shareholders in the event

that communication with the chairman becomes difficult or inappropriate.

Recommendation 12

The board should undertake a formal and rigorous evaluation of its performance, and that

of committees of the board, with external facilitation of the process every second or third

year. The evaluation statement should either be included as a dedicated section of the

chairman’s statement or as a separate section of the annual report, signed by the

chairman. Where an external facilitator is used, this should be indicated in the statement,

together with their name and a clear indication of any other business relationships with

the company and that the board is satisfied that any potential conflict given such other

business relationship has been appropriately managed.

Recommendation 13

The evaluation statement on board performance and governance should confirm that a

rigorous evaluation process has been undertaken and describe the process for identifying

the skills and experience required to address and challenge adequately key risks and

decisions that confront, or may confront, the board. The statement should provide such

meaningful, high-level information as the board considers necessary to assist shareholders’

understanding of the main features of the process, including an indication of the extent
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to which issues raised in the course of the evaluation have been addressed. It should

also provide an indication of the nature and extent of communication with major

shareholders and confirmation that the board were fully apprised of views indicated 

by shareholders in the course of such dialogue. 

The role of institutional shareholders: communication 
and engagement

Recommendation 14

Boards should ensure that they are made aware of any material cumulative changes in

the share register as soon as possible, understand as far as possible the reasons for

such changes and satisfy themselves that they have taken steps, if any are required, 

to respond. Where material cumulative changes take place over a short period, the FSA

should be promptly informed.

Recommendation 15

Deleted.

Recommendation 16

The remit of the FRC should be explicitly extended to cover the development and

encouragement of adherence to principles 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 the Stewardship Code.

Recommendation 17

The Code on the Responsibilities of Institutional Investors, prepared by the

Institutional Shareholders’ Committee, should be ratified by the FRC and become the

Stewardship Code. By virtue of the independence and authority of the FRC, this

transition to sponsorship by the FRC should give materially greater weight to the

Stewardship Code. Its status should be akin to that of the Combined Code as a

statement of best practice, with observance on a similar “comply or explain” basis. 
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Recommendation 18

The FRC should oversee a review of the Stewardship Code on a regular basis, in close

consultation with institutional shareholders, fund managers and other interested parties,

to ensure its continuing fitness for purpose in the light of experience and make proposals

for any appropriate adaptation.

Recommendation 18B

All fund managers that indicate commitment to engagement should participate in a

survey to monitor adherence to the Stewardship Code. Arrangements should be put in

place under the guidance of the FRC for appropriately independent oversight of this

monitoring process which should publish an engagement survey on an annual basis. 

Recommendation 19

Fund managers and other institutions authorised by the FSA to undertake investment

business should signify on their websites or in another accessible form whether they

commit to the Stewardship Code. Disclosure of such commitment should be accompanied

by an indication whether their mandates from life assurance, pension fund and other

major clients normally include provisions in support of engagement activity and of their

engagement policies on discharge of the responsibilities set out in the Stewardship Code.

Where a fund manager or institutional investor is not ready to commit and to report in

this sense, it should provide, similarly on the website, a clear explanation of its

alternative business model and the reasons for the position it is taking.

Recommendation 20

The FSA should require institutions that are authorised to manage assets for others 

to disclose clearly on their websites or in other accessible form the nature of their

commitment to the Stewardship Code or their alternative business model. 

Recommendation 20B

In view of the importance of facilitating enhanced engagement between shareholders and

investee companies, the FSA, in consultation with the FRC and Takeover Panel, should

keep under review the adequacy of the what is in effect “safe harbour” interpretation and

guidance that has been provided as a means of minimising regulatory impediments to

such engagement.
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Recommendation 21

Institutional investors and fund managers should actively seek opportunities for

collective engagement where this has the potential to enhance their ownership

influence in promoting sustainable improvement in the performance of their investee

companies. Initiative should be taken by the FRC and major UK fund managers and

institutional investors to invite potentially interested major foreign institutional

investors, such as sovereign wealth funds, public sector pension funds and endowments,

to commit to the Stewardship Code and its provisions on collective engagement.

Recommendation 22

Voting powers should be exercised, fund managers and other institutional investors

should disclose their voting record, and their policies in respect of voting should be

described in statements on their websites or in another publicly accessible form.

Governance of risk

Recommendation 23

The board of a FTSE 100-listed bank or life insurance company should establish a board

risk committee separately from the audit committee. The board risk committee should

have responsibility for oversight and advice to the board on the current risk exposures of

the entity and future risk strategy, including strategy for capital and liquidity management,

and the embedding and maintenance throughout the entity of a supportive culture in

relation to the management of risk alongside established prescriptive rules and procedures.

In preparing advice to the board on its overall risk appetite, tolerance and strategy, 

the board risk committee should ensure that account has been taken of the current and

prospective macroeconomic and financial environment drawing on financial stability

assessments such as those published by the Bank of England, the FSA and other

authoritative sources that may be relevant for the risk policies of the firm.

Recommendation 24

In support of board-level risk governance, a BOFI board should be served by a CRO who 

should participate in the risk management and oversight process at the highest level on an

enterprise-wide basis and have a status of total independence from individual business units.

Alongside an internal reporting line to the CEO or CFO, the CRO should report to the board risk

committee, with direct access 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 removal from

office would require the prior agreement of the board. The remuneration of the CRO should be

subject to approval by the chairman or chairman of the board remuneration committee.
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Recommendation 25

The board risk committee should be attentive to the potential added value from seeking

external input to its work as a means of taking full account of relevant experience elsewhere

and in challenging its analysis and assessment.

Recommendation 26

In respect of a proposed strategic transaction involving acquisition or disposal, it

should as a matter of good practice be for the board risk committee in advising the

board to ensure that a due diligence appraisal of the proposition is undertaken,

focussing in particular on risk aspects and implications for the risk appetite and

tolerance of the entity, drawing on independent external advice where appropriate 

and available, before the board takes a decision whether to proceed.

Recommendation 27

The board risk committee (or board) risk report should be included as a separate report

within the annual report and accounts. The report should describe thematically the strategy

of the entity in a risk management context, including information on the key risk exposures

inherent in the strategy, the associated risk appetite and tolerance and how the actual risk

appetite is assessed over time covering both banking and trading book exposures and the

effectiveness of the risk management process over such exposures. The report should also

provide at least high-level information on the scope and outcome of the stress-testing

programme. An indication should be given of the membership of the committee, of the

frequency of its meetings, whether external advice was taken and, if so, its source. 

Remuneration

Recommendation 28

The remuneration committee should have a sufficient understanding of the company’s

approach to pay and employment conditions to ensure that it is adopting a coherent

approach to remuneration in respect of all employees. The terms of reference of the

remuneration committee should accordingly include responsibility for setting the 

over-arching principles and parameters of remuneration policy on a firm-wide basis.

Recommendation 29

The terms of reference of the remuneration committee should be extended to oversight

of remuneration policy and outcomes in respect of all “high end” employees.
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Recommendation 30

In relation to “high end” employees, the remuneration committee report should confirm

that the committee is satisfied with the way in which performance objectives and risk

adjustments are reflected in the compensation structures for this group and explain the

principles underlying the performance objectives, risk adjustments and the related

compensation structure if these differ from those for executive board members.

Recommendation 31

For FTSE 100-listed banks and comparable unlisted entities such as the largest building

societies, the remuneration committee report for the 2010 year of account and thereafter

should disclose in bands the number of “high end” employees, including executive board

members, whose total expected remuneration in respect of the reported year is in a

range of £1 million to £2.5 million, in a range of £2.5 million to £5 million and in £5

million bands thereafter and, within each band, the main elements of salary, cash bonus,

deferred shares, performance-related long-term awards and pension contribution. Such

disclosures should be accompanied by an indication to the extent possible of the areas

of business activity to which these higher bands of remuneration relate.

Recommendation 32

FSA-authorised banks that are UK-domiciled subsidiaries of non-resident entities should

disclose for the 2010 year of account and thereafter details of total remuneration bands

(including remuneration received outside the UK) and the principal elements within such

remuneration for their “high end” employees on a comparable basis and timescale to that

required for UK-listed banks.

Recommendation 33

Deferral of incentive payments should provide the primary risk adjustment mechanism to

align rewards with sustainable performance for executive board members and “high end”

employees in a BOFI included within the scope of the FSA Remuneration Code. Incentives

should be balanced so that at least one-half of variable remuneration offered in respect of a

financial year is in the form of a long-term incentive scheme with vesting subject to a

performance condition with 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. Clawback should be used as the means

to reclaim amounts in circumstances of misstatement and misconduct. This recommended

structure should be incorporated in the FSA Remuneration Code review process next year and

the remuneration committee report for 2010 and thereafter should indicate on a “comply or

explain” basis the conformity of an entity’s “high end” remuneration arrangements with this

recommended structure.
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Introduction

1.1 The role of corporate governance is to protect and advance the interests of shareholders

through setting the strategic direction of a company and appointing and monitoring capable

management to achieve this. In the case of BOFIs in the UK, this statutory corporate

governance responsibility under the Companies Act 2006 (CA 2006)i (described more

fully in Annex 3) is complemented by the “comply or explain” principles of the Combined

Code which is overseen and maintained by the FRCii and by financial regulation under

the Financial Services and Markets Act 2000 (FSMA).iii The latter has as a core

objective the protection of markets and the financial system as a whole from the

consequences of failure in a regulated entity. Specifically, section 2.2 of FSMA states:

“The regulatory objectives are: (a) market confidence; (b) public awareness; (c) the

protection of consumers; and (d) the reduction of financial crime”.

1.2 The principal focus of this Review is on major banks and this focus accordingly does

not embrace BOFIs such as fund managers who act largely or wholly in an agency

capacity. But non-bank BOFIs such as life assurance companies and fund managers play

a major role in the capital markets and wider financial system. The consequences of

serious financial difficulties or failure in any such entity call not only for appropriately

close supervision by the financial regulator but also for appropriately high governance

standards. So while the principal focus of this Review is on banks, many of its

recommendations are intended to be applied proportionately to BOFIs more generally.

Unless specifically indicated otherwise, reference to BOFIs in the text and recommendations

of this Review should be interpreted in this wider sense.

1.3 Alongside toughened financial regulation and significantly enhanced overall systemic

oversight of financial markets and exposures, principal reliance for corporate governance

beyond the basic statutory provision in CA 2006, rests on the Combined Code. The

result is that arrangements for corporate governance in the UK reflect an amalgam of

primary legislation, prescriptive rules, “comply or explain” codes of best practice, custom
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and market incentive. Much of this somewhat idiosyncratic mix represents organic

growth over time, driven by expert practitioner consensus. But there are also event-driven

elements, some directly sponsored by government, that were designed to address

perceived or actual market failures. The question now, in the wake of a severe financial

crisis, is whether these hybrid arrangements for corporate governance in the UK should,

at least in respect of BOFIs, be replaced by a more clearly statute-based structure

designed to deliver a model and outcomes closer to a corporate governance “ideal”.

1.4 The focus of this Review is on the governance of BOFIs, and in particular the major

banks, that are systemically significant in the sense that the nature of their business and

balance-sheet management leads to higher leverage and thus potentially greater

vulnerability than non-financial business. Moreover, the conduct of the business of

major banks touches all parts of the economy and society in ways that are highly

interconnected and pervasive. The partial or complete failure of such an institution is

likely to give rise to public interest externalitiesiv and moral hazardv of a kind and to an

extent far in excess of those for any other type of business. Appropriate financial

regulation is justified in economic terms as the means of ensuring that appropriate

capital, liquidity, risk management and other arrangements are in place internally within

the entity, so as to minimise the risk of failure and the associated negative consequences

externally for depositors, counterparties and more widely. This function of regulation

may be described as the means of internalising the externalities involved in BOFIs,

which, as is now painfully apparent, have been in recent experience massively negative

for society as a whole.vi

1.5 The risk of such negative externalities is a larger preoccupation for regulators than for

shareholders, who will not invariably see their interests as promoted by more onerous

capital or liquidity requirements. There is nonetheless an important concentricity between

public policy objectives and the interests of shareholders. This relates respectively to the

“downside” protection of shareholders as a responsibility of their boards and, in the

case of the financial regulator, the central bank and the Treasury, their attentiveness to

the public interest more widely, including the potentially unlimited liability of taxpayers.

The separate, non-concentric interest and responsibility of the board in generating

“upside” in the sense of positive returns for shareholders is plainly not a responsibility

for the public authorities. But the concern of prudential supervision and financial

regulation to maintain the stability of and confidence in the financial system would be

unlikely to be achieved if major financial institutions failed over time to generate

sufficient returns to justify the continuing investment commitment of their owners. Thus

the public authorities in the widest sense have a broad interest in the overall financial

health and performance of financial institutions in society as a whole.
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1.6 These factors and the particular complexities of much of BOFI business suggest that

governance arrangements require elements going beyond those that are regarded as

sufficient for major non-financial business. Banks are different from other corporate

entities because public confidence is critical to their survival in a way and to an extent

that does not arise even in the wake of serious brand damage sustained by a major

consumer-oriented non-financial business. When depositor confidence is lost in a bank,

its whole survival is put in jeopardy. The likely impact of a serious loss of confidence in

a major life assurance company would be less in the short term. But the potential

externalities mean that the standards expected of corporate governance in a major life

company should be in line with those for a major bank.

Context for this review of corporate governance

1.7 Alongside specific regulatory provisions relating in particular to the adequacy of capital

and liquidity against the risk profile of a financial institution, regulators are keenly

interested in the effectiveness of the corporate governance of the entity. In a broadly

reciprocal way the directors of the entity are interested in the degree of reliance they can

place on the regulatory process, in particular in relation to continuing oversight of the

risk profile and of the adequacy of the internal control systems that are in place. Ideally,

corporate governance and regulation of a financial entity should be mutually reinforcing.

They were palpably less than adequately so in important recent experience, as UK

taxpayers face huge underwriting and other costs and many shareholders in UK BOFIs

saw more than 60% of the market value destroyed.vii

1.8 This reciprocity of interest between a BOFI board and the regulator should not,

however, be overestimated. It may have been an entirely rational calculation for some

bank shareholders and boards that, although operating up to the maximum leverage

accepted by the regulator involved higher risk of substantial loss or failure, the very

high returns that could be generated justified the assumption of such risk. How far and

how widely this was in practice the calculus of bank investors and boards before the

recent crisis is moot. But it was undoubtedly an influence in many cases, boosted by

continuing argument from the analyst community on the attraction and priority of

improving the efficiency of balance sheet management in a low yield environment. In

any event, whatever this risk calculus, there appears to have been in addition some

tendency for boards to delegate important parts of risk oversight to the financial

compliance function with the object of meeting regulatory capital requirements at

minimum cost and with minimum erosion of returns on equity.
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1.9 Plainly any residual attitudes of this kind must be changed. The difficulty of the task,

for both financial regulators and bank directors, will depend in part on the complexity

of the business that a bank undertakes. Where the business of a bank is in relatively

low-risk activity, both the regulatory and the governance task will be less than in the

case of a bank whose scope extends to activities involving larger risk such as proprietary

trading, co-investment with private pools of capital and some forms of securitisation.

The working assumption, for the purposes of this Review, is that although capital and

liquidity requirements are being adjusted substantially to an extent that may make some

areas of higher risk activity unattractive, BOFIs will continue to be permitted to engage in

a wide range of activities some of which involve materially higher risk than “utility-type”

business. Investors in such entities will accordingly be seeking higher returns than those

capable of being generated by utility business, thus underscoring the key continuing role

of corporate governance by the board alongside strengthened financial regulation.

1.10 There were material deficiencies in both financial regulation of individual institutions

and in the prudential oversight of the stability of the financial system overall. Substantial

public policy initiative is underway domestically in the UK, the US, both nationally and

regionally in Europe, and globally, under the Financial Stability Board (FSB), to address

these gaps. But there were also material deficiencies in the effectiveness of boards in the

well-publicised cases of some financial institutions and, albeit less directly, inadequate

capability within major fund managers to protect the interests of those for whom they

were acting. Inadequate oversight by the boards and shareholders of the executive

management of these BOFI entities and their collective failure to understand the new

complex products resulted in spiralling enterprise-wide risk.

1.11 This Review will address both aspects, that is, the discharge of their own responsibilities

by board members and the way in which major institutional investors such as pension

funds, life assurance companies and major fund managers, relate to the boards of investee

companies in discharge of their fiduciary and other responsibilities.

1.12 A core challenge is that of the agency problemviii, the seriousness of which is a direct

function of the distance between owner and manager. In private equity, this distance –

effectively between the general partner as manager of a fund and the executive of a

portfolio company – is relatively short. The effectiveness of the direct link between

owner and manager is an important ingredient in the performance of at least the larger

private equity firms in generating returns for their limited partners. In the listed

company sector (the principal focus of this Review) the agency problem is amplified by

the very large number of shareholders, averaging some 300,000 for a FTSE 100 BOFIix,

and the wide array of regulatory and related constraints relevant to contact between

owner and manager. These constraints have increased over the last two decades, in part

as an unintended consequence of additional financial regulatory measures designed to
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protect overall market integrity. There has also been a very substantial reduction in the

overall share of UK equity holdings in the hands of UK-domiciled long-only institutions

that have at least a presumptive interest in long term engagement with the boards of

companies in which they invest.

1.13 These influences have been complemented by greatly increased focus on short-term

horizons. Key elements here are the increased weight placed on full reporting of

company performance on a quarterly basis, increasing short-term pressures on market

valuations that inevitably feed back to the way in which chief executives and, by

inference, their boards seek to run their businesses and the pressure exerted by relative

benchmarks that have sharpened fund manager attention to short-term performance.

These feedback loops, boosted by the substantial quantum of sellside equity research

with its own heavy reliance on quarterly disclosures, have increased board attentiveness

to short-term performance in terms of revenue, market share and margin and in many

cases led to both encouragement and greater acceptance of increased leverage. All this

has is in turn been relevant internally for executive bonuses and externally for share

buybacks and dividend decisions, in many cases potentially or actually to the detriment

of adequate attention to the longer term.

1.14 The extent of quarterly financial and accounting disclosures is unlikely to reduce. It will

remain as a major short-term source and influence for the equity analyst and market

community. But this Review examines (and makes recommendations in) two areas through

which corporate governance initiatives under the two rubrics of stewardship by major

shareholders (further discussed in Chapter 5) and governance of remuneration (discussed

in Chapter 7) could help to redress the balance by injecting longer-term perspective. The

first relates to engagement between major shareholders and boards which, where this

can become a means of building greater shareholder confidence in a company’s medium

and longer-term strategy, should in parallel moderate shareholder focus on short-term

performance. Second, it is clearly appropriate and necessary to reduce the dependence 

of executive remuneration on short-term performance by increasing the share of total

remuneration represented by incentive arrangements that are appropriately and clearly

linked to long-term outturns; and to ensure that appropriate adjustment is made if the

revenue or other data on which short-term bonus awards were made are seen to have

been overstated.
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The FRC and the Combined Code

1.15 The Combined Code sets out standards of good practice on issues such as board

composition and development, remuneration, accountability and audit and relations

with shareholders. All companies incorporated in the UK with a Premium listing on the

Official List are required under the FSA Listing Rules and the FSA Disclosure and

Transparency rules (DTR) to report on how they have applied the Combined Code in

their annual report and accounts.x All Premium Listed companies in the UK, including

overseas companies, should disclose on a “comply or explain” basis the significant ways

in which their corporate governance practices differ from those set out in the Combined

Code.xi The Combined Code contains broad principles and more specific provisions.

Listed companies are required to report on how they have applied the main principles

of the Code, and either to confirm that they have complied with its provisions or where

they have not, to explain how and why these principles are not in the best interests of

the company.

1.16 In the light of the scale and scope of the financial crisis, the key questions from a

corporate governance perspective must be: could boards of failed entities have done more

to prevent the collapse and, if so, what stood in their way? Governance practices are, by

their nature, organic, dynamic and behavioural rather than akin to black letter

regulation. But it is critically important to know how the boards of entities that best

survived the storm were different or “better” than the boards of entities that were

effectively taken over by the state or lost their identity through forced merger.

1.17 Corporate governance in listed entities, that is, on behalf of dispersed owners, is

reflective of the need of the business for scale and capital. In this model, directors are

given substantial ex ante rights of decision and are held to account ex post. The origin of

this construct has been the long-held view that imposing more prescriptive requirements

up-front would bring increased risk of inflexibility, box-ticking conformity and compliance

cost. The implicit preference embedded in the current UK corporate governance model is to

focus principal attention on key matters such as the qualities of directors, the functioning

of boards and appropriate incentive structures, with primary legislation and black letter

regulation reserved for a limited array of prescriptive rules related to explicit obligations

relating to disclosure and fiduciary duties.

1.18 Migration from this model to a wider statutory approach would have profound

implications, including not least the possibility that it would increase the vulnerability of

boards to litigation. But while the facts and consequences of the massive recent individual

and collective failure of risk assessment and control are unlikely to be forgotten,

recollection of experience is not as dependable as it should be. Indeed the understandably

widespread desire to leave this disagreeable experience behind and to “move on” may
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lead some not only to want to forget but to deny the relevance of recent experience in

the “new situation”. There is, however, palpably no scope for complacency, and the

extreme severity of the recent crisis and inadequate performance of many BOFI boards,

means that no opportunity for improvement, however radical, should be beyond the

scope of this Review. Hence the discussion in the following chapter and Annex 3 of the

possible benefit of clarification or enlargement of the statutory responsibilities set out in

Sections 172 and 174 of CA 2006.

1.19 It is very doubtful whether any form of stronger statutory provision in relation to

governance could have prevented that part of failure that was attributable to the general

failure (on the part of regulators, central banks and rating agencies as well as boards) 

to foresee fat-tail eventsxii such as the relatively sudden effective closure of wholesale

markets. There is an important asymmetry here in that errors of commission, often

associated with specific events or decisions, are generally more readily identifiable for

purposes of legislation, regulation and enforcement than errors of omission which tend

to stem from some behavioural process or deficiency which is more difficult to pin

down. Moreover, although there is scope and need to encourage greater engagement with

the boards of their companies by institutional investors and the leverage exerted by voting

outcomes might be increased, it seems unlikely that much more could be done through

new statute or regulation to promote this in practice.

1.20 More generally, the dependence of the overall quality of corporate governance on

behavioural issues and style suggest that further regulation beyond the specific tightening

in capital and other requirements may have little or no comparative advantage or

relevance when set against the powerful influence exerted by the FSA Handbook and

the Combined Code process. No doubt because directors and boards know that there is

continuing opportunity to promote adaptation in the Combined Code, together with its

inherent built-in flexibility, a sense of ownership has been generated among those that

the Code is designed to influence. The consequence is a degree of readiness to conform

that would be unlikely to be matched by box-ticking conformity with new statutory

provisions. In any event, any further statutory provision in this area – for example in

respect of a director’s necessary qualification – would almost inevitably call for interpretation

and guidance which, in the end, might not be very different from that in the Combined

Code, but with the serious disadvantage that it would be materially less capable of

adapting to changing circumstances.

1.21 Against this perspective, the general approach in this Review is to examine the case for

strengthening corporate governance in BOFIs through better implementation of

provisions that are already in place and for incorporation of new provisions that seem

necessary and appropriate within the Combined Code. While changes as a result of

recent reviews of the Code since the 2003 Higgs Review have been modest and
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incremental, bigger changes are likely now to be called for at least in respect of the

application to BOFIs. This leaves for separate consideration how far Combined Code

changes that are proposed in respect of BOFIs should be extended to provisions in

respect of non-financial institutions; and whether, in respect of amended provisions for

BOFIs, an explicit and dedicated Combined Code review and monitoring process should

be put in place beyond that currently undertaken by the FRC.

Scope and criteria for this Review

1.22 The terms of reference for the Review relate to corporate governance in UK-resident

BOFI entities, including both those listed on the London Stock Exchange and those

whose parent companies are listed elsewhere. Where an FSA-authorised but unlisted

BOFI entity is a subsidiary of a UK-listed holding company, the best practice proposals

of this Review should be taken to apply to the holding company. In the case of other

BOFIs, it is envisaged that these will be encouraged by the FSA to take account of such

best practice to the extent that is appropriate to their circumstances and can be

accommodated within understandings between regulators on regulation and supervision of

international corporate structures. The proposals are also relevant for governance in other

non-listed UK-resident BOFI entities such as private banks, building societies and asset

management groups. The need to promote conformity with the proposed best-practice

standards should be influenced in particular by their potential significance in terms of the

customer and wider market impact of possible failure. As indicated in paragraph 1.2,

the major focus of this Review is on major banks, but many of the recommendations are

intended to apply proportionately to other BOFIs and, unless specifically indicated

otherwise, reference to BOFIs in the text and recommendations should be interpreted in

this wider sense.

1.23 In the consultation process in the wake of the July consultation paper, much reference

was made to the difference between the typical risk exposures of major banks – and their

associated systemic significance – and the lesser risk exposures and systemic significance

of other financial institutions. The intention throughout this Review and in relation to

the final recommendations is that alongside judgement on proportionality exercised by the

regulator, boards of non-bank financial entities will themselves similarly use their

discretion in assessing applicability of specific recommendations for their current and

prospective circumstances, neither eschewing change consistently with a recommendation

of this Review where this has clear relevance nor instituting change in line with a

recommendation of this Review where their existing arrangements seem fit for purpose.
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1.24 This Review complements the consultative processes undertaken by the FSA on the

regulation and supervision of authorised firms, BISxiii and that undertaken by the FRC

on the Combined Code in respect of all UK-listed entities. This Review has also taken

account of the extent possible of international initiatives in the governance space, including

those of the European Commission, the FSB and the US Securities and Exchange

Commission (SEC) and of two OECD reportsxiv earlier this year on the corporate

governance crisis and on key findings and main messages. Elements of this Review and

some of its recommendations inevitably involve overlap with these and other domestic

and international studies. But in this fraught risk environment, a degree of overlap is

preferable to underlap. And in particular, contact and consultation with the FSA and

FRC has been close throughout the whole of this review process.

1.25 Four criteria have been given priority throughout. First, the aim has been to develop

proposals for best practice which, when adopted, would be likely to add value over time

to the benefit of shareholders, other stakeholders and for society more widely. The principal

emphasis is in many areas on behaviour and culture, and the aim has been to avoid

proposals that risk attracting box-ticking conformity as a distraction from and alternative

to much more important (though often much more difficult) substantive behavioural change.

1.26 Second, given the weight that has increasingly been given by many shareholders and

boards to short-term horizons and objectives – a myopia that does not appear to have

been relieved by lower inflation and lower interest rates – the emphasis wherever

possible has been on ways and means of lengthening time horizons, for example in

communication and engagement between major shareholders and boards and in setting

long term incentives in remuneration schemes for executives.

1.27 Third, there is emphasis throughout the Review on the importance of safeguarding the

flexibility provided in the Combined Code through the “comply or explain” approach.

Few matters if any in the corporate governance space (such as, for example, precise board

composition and criteria for independence in a NED) warrant hard and fast prescription.

Circumstances and situations vary, and a theme throughout this Review is that boards

should be readier than appears to have been the practice hitherto to adopt a non-compliant

position where they believe this to be substantially justified and are ready and able to

furnish adequate explanation for it. There is, however, quite widespread criticism that

fund managers and other institutional investors give inadequate weight to explanation

of non-compliance so that the practice becomes (as one respondent described it) “comply

or else”. This was not – and is not – the intention of the “comply or explain” approach,

which this Review concludes should continue as a core element in the UK model.

Boards that provide inadequate explanation for non-compliance and investors who

appear to disregard reasonable explanations should expect to come under increasing

pressure to explain their positions.
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2.1 The drivers of this massive phase of financial disruption were deep-seated and complex.

Apportionment of responsibility among the various key actors and public and public

policies is not the purpose of this Review. But the fact that similar financial institutions

under essentially similar regulatory regimes weathered the market storm materially

better than others is indicative of differing qualities and capabilities of governance as

major contributory explanatory variables. The pressures sustained by BOFIs, in particular

major banks, during this crisis phase might be categorised as the results of one, or some

combination, of: over-reliance on an inappropriate business model; insufficiently rigorous

management and control processes; and defective diligence and judgement on acquisitions

shortly before or during the crisis phase. Even for the entities that emerged in essentially

their previous shape and ownership, substantial losses were sustained in virtually all

cases as a result of the financial and market disruption. The functioning of their boards

was different in either generating good strategies and ensuring that they were implemented

well, or through perpetrating more or less serious errors of omission or commission.

These boards all had ultimately the same responsibilities to their shareholders, which

highlights the importance of identifying why some boards discharged this obligation so

much more effectively than others.

2.2 Key questions to be addressed are the relative weight to be attached respectively to the

experience and qualities of individual members of the board, to its composition and to

the process and style of the overall functioning of the board. Specifically this Review has

considered the following: 

i. whether to extend the current statutory statement of the responsibility of the board

at least in the case of BOFIs to include an explicit responsibility to depositors and

policyholders or to a still wider external group such as society as a whole;

ii. whether, in the light of recent experience with unitary boards, some form of two-tier

board structure (which would not be excluded under current UK statutory provisions)

might have merit as an alternative option;
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iii. whether the respective responsibilities of executive and non-executive directors

should be separated in statute; 

iv. whether, similarly in the light of recent experience of BOFIs, the long-established

conventional wisdom and practice that NEDs make an essential contribution to

governance continues to be as realistic as previously envisaged; 

v. whether a forced break up of major global banks would significantly diminish the

relevance and difficulty of the corporate governance challenge; and

vi. whether reliance on the Combined Code and the “comply or explain” basis for

ensuring conformity with best practice standards is still adequate in the case of BOFIs.

Statutory and other foundations of the board

2.3 Suggestions made to this Review to broaden the statutory responsibility of the board

beyond the primary duty to shareholders have taken several forms, including: raising the

priority to be accorded to employees, depositors and/or taxpayers to be at least on a par

with the duty to shareholders; creating a new board post of ‘non-executive director for

public interest’; or mandating the presence of employee or small shareholder

representatives on the board.

2.4 A discussion of the rationale for these suggestions and the adequacy of current statutory

provision is provided in Annex 3. In summary, this Review concludes that the overriding

aim should be to ensure that BOFI boards are equipped and driven to focus more

effectively on the core elements in the wide array of accountabilities that they already

have. Adding to the list would hinder rather than help.

Unitary versus two-tier board structures

2.5 The deficiencies of governance through unitary boards on both sides of the Atlantic

have led to some suggestion that two-tierxv models of governance might be expected to

perform better. Weight has been placed in particular on the clear constitutional capability

of the supervisory board in some Continental models to modify or block strategic proposals

without generating the interpersonal tension that can arise from such challenge to the

executive in a unitary board environment. As a matter of law, the two-tier board model

is already an optional alternative in the UK since company law does not exclude it. The

question thus arises why UK firms have not moved to a two-tier approach and why

shareholders do not appear to have pressed for it. The key issue in practice, however, is

not one of formal board structure, but the comparative effectiveness of board

functioning under the two different approaches.
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2.6 In practice, two-tier structures do not appear to assure members of the supervisory

board of access to the quality and timeliness of management information flow that

would generally be regarded as essential for non-executives on a unitary board.

Moreover, since, in a two-tier structure, members of the supervisory and executive

boards meet separately and do not share the same responsibilities, the two-tier model

would not provide opportunity for the interactive exchange of views between executives

and NEDs, drawing on and pooling their respective experience and capabilities in the

way that takes place in a well-functioning unitary board. Directors and others whose

experience is substantially that of the unitary model appear generally to conclude that

such interaction is commonly value-adding in the context of decision-taking in the

board. On this criterion, the two-tier model did not in general yield better outcomes

than unitary boards in the period before the recent crisis phase and recent experience, in

particular in Germany, Switzerland and the Benelux makes no persuasive case for

departing from the UK unitary model.

Respective roles of executives and NEDs

2.7 Although executive and non-executive directors have the same duties under company

legislation, the core separation between the roles is well-entrenched if not always

well-understood. In broad practical terms, the role of the executive board team, led by

the CEO, is to make strategic proposals to the board and then, after what may need to

be challenging board discussion, fully empowered by the board, to execute the

strategy that is set to the highest possible standards. For the avoidance of doubt, it

should be emphasised that the most important factor in ensuring long-term corporate

success, whether in a BOFI or a non-financial business, is a highly effective executive

team that is not dominated by a single voice; where open challenge and debate occurs;

and yet the executive team is cohesive and collectively strong. If there is a weak

executive team, even the most robust corporate governance procedures and effective

independent directorsare unlikely to be able to protect the company.

2.8 In broad terms, the role of the NED, under the leadership of the chairman, is: to 

ensure that there is an effective executive team in place; to participate actively in 

the decision-taking process of the board; and to exercise appropriate oversight over

execution of the agreed strategy by the executive team.

2.9 But despite these major differences in the respective role of executive and non-executive

directors, a statutory separation of their responsibilities would not appear to bring any

advantage. In particular, a legislative approach would weaken and could undermine the

concept and practice of the unitary board and the associated common accountabilities

of executive and non-executive directors alike to all shareholders. In the absence of any
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material evidence or argument to the contrary in this review process, the continuing

presumption is that these shared, common accountabilities provide for the most

effective pooling of different executive and non-executive experience and capabilities in

decision-taking. Some NEDs on a BOFI board should have financial industry experience

closely relevant to the business of the entity. But others, with less immediately specific

industry knowledge, should bring other relevant experience, for example of senior

management in a global business or in a major non-financial trading function, that will

broaden and enrich the perspective of decision-taking in the board and challenge any

tendency toward the emergence of a comfortable group-think between the executives

and the more “industry-literate” NEDs. This would seem to provide a healthy balance.

Potential contribution of the NED

2.10 The Combined Code describes the role of the NED as follows: 

“As part of their role as members of a unitary board, non-executive

directors should constructively challenge and help develop proposals on

strategy. Non-executive directors should scrutinise the performance of

management in meeting agreed goals and objectives and monitor the

reporting of performance. They should satisfy themselves on the integrity

of financial information and that financial controls and systems of risk

management are robust and defensible. They are responsible for

determining appropriate levels of remuneration of executive directors

and have a prime role in appointing, and where necessary removing,

executive directors, and in succession planning.”

It will be suggested in Chapter 3 that the statement might be strengthened to give greater

emphasis to challenge in a board environment in which constructive challenge is expected

and could be encouraged. But greater specificity as to “best practice” expectations in this

respect should be achievable within the Combined Code framework.

2.11 Doubts have been aired in some quarters whether it is, in practice, realistic to rely on a

significant contribution from NEDs in future in the governance of BOFIs which, already

heavily regulated and becoming more so, will continue to engage in risk business of

substantial complexity. A sceptical answer might acknowledge the important potential

contribution of NEDs to board deliberation and decisions on other matters including

audit, remuneration and nomination, but would leave core decisions on risk and

strategy to be taken largely by the executive on the basis that the NED cannot be

expected to get under the skin of complex risk issues in a way that is likely to be useful.
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2.12 Advice to this Review on available economic and business school research on the impact

of NEDs in the decision-taking of boards (and the resulting added value to the entity) is

that such research gives little evidence-based guidance. It seems useful to restate here the

core purposes of the unitary board. Under the leadership of the CEO, the role of the

executive is to propose direction for a company’s business and for effective implementation

of the strategy ultimately determined by the board. The reasonable and legitimate

expectation of the shareholder in a company governed by a unitary board has, at any

rate until now, been that there will be a material input from the NEDs to decisions on

strategy and in oversight of its implementation; and that such shared decision-taking

between executive and non-executive directors is likely, at any rate in general and over

time, to yield better performance for their company than if strategy were determined

exclusively by the executive without external input independently of the executive. And

certainly in the light of recent experience on both sides of the Atlantic, several banks

whose strategies appear to have been determined by long-entrenched executives with

little external input to their decision-taking appear to have fared materially worse than

those where there was opportunity for effective challenge within the boardroom.

2.13 While in some recent situations NEDs may have made little effective input, it seems

clear that the NED contribution was materially helpful in financial institutions that

have weathered the storm better than others. This, and similar experience in many 

non-financial companies, suggests that the most relevant question is how to identify 

and draw lessons from recent experience so that best practice is more widely and

dependably attained.

Forced break-up and corporate governance

2.14 Beyond specific doubts that have been aired as to the realism of expecting a material

contribution from NEDs in complex groups, concern has been expressed that major

global banks may be too complex; pose unacceptable risks of instability however well

regulated and governed; that their riskier activities should be detached; and that core

deposit-based banking should be operated on a much more conservative basis than was

seen in the period before the crisis phase. The larger issues here are clearly beyond the

scope of this Review. But it is relevant to emphasise that, while implementation of a

“break-up approach” would greatly simplify the task of corporate governance in the

reduced core banking entity, the issue of corporate governance (and of course regulation)

of the detached but continuing higher risk “parallel banking” and capital markets

business would remain to be resolved. There would be no diminution in the relevance

and difficulty of the corporate governance challenge which could in some respects

become greatly more complex. So there is no sense in which forced break-up of major

banks (for reasons other than competition concerns) would diminish the need for close
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attention to corporate governance unless it were expected or intended that such 

break-up would lead to a substantial diminution in financial product or service

provision to non-financial entities. Such an outcome could have profound implications 

for non-financial business in terms of the cost of capital, the ability to hedge financial

risks and access to the capital markets for debt and equity financing.

Flexibility through “comply or explain”

2.15 Concerns have been aired in the context of the Review discussions whether the “comply

or explain” approach has been interpreted and implemented effectively by companies

and their shareholders and whether a more rule-based system would be more appropriate

for BOFIs. The Combined Code describes the “comply or explain” approach as follows:

“The Code is not a rigid set of rules. Rather, it is a guide to the

components of good board practice distilled from consultation and

widespread experience over many years. While it is expected that

companies will comply wholly or substantially with its provisions, it is

recognised that non-compliance may be justified in particular

circumstances if good governance can be achieved by other means. A

condition of non-compliance is that the reasons for it should be explained

to shareholders, who may wish to discuss the position with the company

and whose voting intentions may be influenced as a result. This ‘comply

or explain’ approach has been in operation since the Code’s beginnings in

1992 and the flexibility it offers is valued by company boards and by

investors in pursuing better corporate governance.”

2.16 Some shareholders appear to have interpreted this in a somewhat minatory way as

“comply or else” whereas others have taken a more flexible approach. Contributors to

this Review have expressed frustration about such confusion in interpretation and about

the lack of acceptance of explanations by some shareholders and their agents. The FRC

has confirmed that the intended and correct interpretation is not “comply or else” and

that clear and well-founded explanations which support actions to enhance the long-term

value of the firm should be acceptable to shareholders. This Review supports the

flexibility provided by such an interpretation and, for the reasons set out earlier in this

chapter, concludes that the associated Combined Code approach with reliance on

principles and guidance, continues to be preferable to a more specifically rule-based

approach to corporate governance. In the same vein, the Review envisages that commitment

to the new Stewardship Code for institutional shareholders as discussed in Chapter 5

should call for disclosure on a “comply or explain” basis.
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2.17 A separate but closely related question is whether there has been adequate

implementation of the “comply or explain” approach by BOFI boards, and adequate

monitoring of conformity by their shareholders. The summary answer is that conformity

has overall been good in the sense that where boards do not comply, they generally

explain. But as research by Grant Thornton UK LLP for this Review showsxvi, the

quality of explanations appears to have been variable; Chapter 5 on the role of

shareholders emphasises the need for greater shareholder attentiveness to such

disclosures in their engagement with BOFI investee companies.

2.18 Beyond such monitoring by shareholders of conformity with the Code on the part of

their investee companies, the FSA Listing Authority monitors the existence of “comply

or explain” disclosures under the provision that commitment to the Combined Code is a

requirement of listing in the UK. This does not, however, involve any assessment of the

substance of explanations. In this context, the Review welcomes the indication by the

FSA of its intention to give greater weight to the substance of such disclosures by larger

BOFI firms as part of the ongoing supervisory process.

2.19 The “comply or explain” approach only requires boards to explain themselves or their

action in the event that they do not comply with a particular aspect of the Combined

Code. One suggestion made in the course of this Review is that “comply or explain”

might transition to “apply and explain” which, in cases where aspects of the Combined

Code are not being complied with in a strict sense, would put the onus on the board to

explain what steps it was taking to apply the spirit of the relevant principle. The suggestion

put forward is that moving in this way from “comply” to “apply” acknowledges that

there may be instances where it is in the best interests of the shareholder for the

philosophy underpinning a Combined Code principle to be met in a different way from

that set out in the Code itself. Transition of this kind would be a welcome development

of a “comply and explain” principle and in a practical way that minimises or eliminates

any sense of stigma that may be felt to attach to non-compliance. The conclusion of this

Review, however, is that the most immediate priority is to entrench more effectively

normal recourse to and acceptance of the “comply or explain” approach. “Apply and

explain” is available to any board that chooses to offer such further explanation and

might come to be commended as best practice generally at a later stage.

Mitigation of NED liability

2.20 In the course of the Review discussions, attention has been drawn to the possible need

for further mitigation of risks that directors face and which may be particularly

substantial on BOFI boards. The statutory duties of directors set out in CA 2006 apply

equally to NEDs and executive directors, although the particular knowledge and
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Board size and composition

3.1 Research by Deloitte for this Reviewxvii shows that UK-listed banks have much bigger

boards and that the median bank board size has increased from 15 in 2002/03 to 

16 in 2007/08, whereas the average board size across the whole of the FTSE 100 has

decreased from 11 to 10 over the same period.xviii Discussion and consultation in the

course of the present Review points to a widely-held view that the overall effectiveness

of the board, outside a quite narrow range, tends to vary inversely with its size. That

view would probably tend to converge around an “ideal” size of 10-12 members, not

least on the basis that a larger board is less manageable, however talented the chairman,

and that larger size inevitably inhibits the ability of individual directors to contribute.

This view appears to be confirmed by behavioural studies of optimal group size as

described briefly (with other matters) in the summary paper prepared for this Review by

the Tavistock Institute and Crelos, attached as Annex 4.

3.2 In practice, however, decisions on board size will depend on particular circumstances,

including the nature and scope of the business of an entity, its organisational structure

and leadership style. In a global business such as that of several of the major UK banks

judgement is needed on the priority attached to board participation by the executive

heads of major business units and regional operations as against the expansion of board

size that this entails. So there can be no general prescription as to optimum board size

and no recommendation is made in this respect.

3.3 The Combined Code states that 50 per cent of the board, not including the chairman,

should be independent. But given other influences that have tended to increase bank

board size, it would seem inappropriate for this standard in respect of board

composition, in particular the independence criterion for NEDs, to exert still further

upward pressure on board size beyond what would on other grounds be regarded as

optimal. It follows that BOFI boards, where the priority of relevant industry experience

Board size, composition 
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is potentially greater than for non-financial boards, should not be inhibited in departing

from compliance with the Combined Code where this is felt to be justified in achieving

the desired balance between financial industry experience and independence.

Specifically, a board should not be obliged to expand in size in circumstances in which

the recruitment or retention of financial industry expertise deemed not to be

independent, for example, the appointment to the board of a former executive, or

retention on the board or an experienced NED beyond nine years, means that the

recommended executive/non-executive balance is not achieved.

3.4 Practice elsewhere, in particular in the US, Canada and Australia, typically involves a

smaller executive membership of the board as against the broad balance of executive

and non-executive participation commended in the Combined Code. Argument in support

of the UK model includes, in particular, concern that a board in which the CEO and

possibly the Chief Finance Officer (CFO) are the only executive members puts the CEO

in an unduly strong position in controlling information flow to and from the board,

materially increasing vulnerability to overdependence on one individual on major

strategy and risk issues. This vulnerability will be amplified still further in a situation in

which the style and entrenchment of the CEO blocks the possibility of constructive

challenge from within the executive team. But recent experience of cataclysmic outcomes

encountered by boards on both sides of the Atlantic does not point to any particular

board composition as consistently preferable. This Review accordingly makes no

proposal for change in the balance envisaged in the Combined Code. This is, however,

in the last analysis a key area for judgment on the part of the chairman, CEO and

board members. A departure from a broad executive/non-executive balance on the

board should not be excluded if it would seem justified in particular circumstances. In

which case, however, the justification should be clearly explained to shareholders and

regulators under the “comply or explain” provisions.

3.5 What is, however, clear is that the stronger the executive presence in any board, whether as

one dominant individual as CEO (possibly flanked by the CFO) or through participation

by major business unit heads, the greater the risk that overall board decisions come to

be unduly influenced by what has been described as “executive groupthink” (see also

Annex 4). It will accordingly be a high priority for a chairman to ensure that there is

open debate and challenge within both the executive team and the whole board, which

should not be dominated by a single voice. This underscores the critical importance of

the necessary experience and overall capability of NEDs on BOFI boards, as discussed

further below.

3.6 As indicated in paragraph 3.1, the average board size of all FTSE 100 companies has

fallen from 11 to 10 over the period 2002/03 to 2007/08. Within this, there has been a

still sharper reduction in the number of executive directors on non-BOFI boards (an
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average reduction of two executive board members, compared to an average reduction of

one in banks). This change has considerable potential relevance for the interest of BOFI

boards in broadening the base for their recruitment of NEDs because it will inevitably

be difficult to take on to a major BOFI board a new NED who has not had board

experience elsewhere. This is most likely to have been acquired initially through an

executive board position in the entity in which the individual is, or has been, employed

in an executive capacity. This development, involving fewer executives on non-BOFI

boards, has still greater specific relevance for the recruitment of women as NEDs, which

would improve the gender balance and diversity of experience on BOFI boards. But on

the basis that NED board appointments should be merit and experience-based, and

eschewing positive discrimination, the decline in the proportion of executives on 

non-BOFI boards has to be seen as a negative factor in terms of board access to NEDs,

including women, who have had executive board experience elsewhere. This is a matter

beyond the scope of this Review but despite the importance of improving diversity, not

least on bank boards, it would be unrealistic to expect to reduce the present unfortunate

gender imbalance by “parachuting” into boardrooms as NEDs women without

executive board or senior executive experience elsewhere. The first focus of initiative

should thus be in promoting the development of women to take senior executive and

executive board positions within companies in which they are employed. This will be an

essential element in boosting the scale and diversity of the pool of talent available to fill

NED positions in BOFIs and elsewhere.

Required experience and competence

3.7 The combination of complexities in setting risk strategy and controlling risk and the

potentially massive externalities involved in failure of a major financial entity means that

the need for industry experience on BOFI boards is greater than that in non-financial

business – such as pharmaceuticals, defence, energy and retailing – where the principal

impact of failure will be on shareholders and, possibly, major creditors, rather than

society more widely. Particularly relevant in this respect is that in non-financial business

the acceptable capital cost of a major venture such as, for example, a drug research

programme or energy exploration will be determined by the board and controlled from

the outset as specific research or exploration expenditure over an extended period. In

contrast, the risk strategy of a bank or life assurance company is likely to be vulnerable

to buffeting by short-term financial and market developments and the associated capital

commitment will normally be much less susceptible to control through a direct capital

disbursement process. So while the day-to-day monitoring of risk exposure in a BOFI is

the responsibility of the CEO and the executive team, the potential speed and scale of

change means that the whole board needs to be attentive to developments in the risk

space to a degree far exceeding that in non-financial business.
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3.8 The need for financial industry expertise among NEDs on a BOFI board will be greater,

the greater the prospective risk appetite of the entity and the greater the complexity of

the instruments at the heart of its business. In any event, this need for a substantial

leavening of financial industry experience on a BOFI board will require one or both of:

adaptation of the relevant Code provision (to give greater weight to experience alongside

the independence criteria), and greater readiness of boards to depart from the current

independence criterion where they believe this to be appropriate. The substance as

distinct from the form of independence relates to the quality of independence of mind

and spirit, of character and judgement, and a NED who brings both independence of

approach in this sense together with relevant industry experience is most likely to be

able to bring effective and constructive challenge to the board’s decision-taking process.

3.9 This has particular relevance to the recruitment as NEDs of former executives – which is

inhibited by the independence criterion under the Code where the individual served as an

employee of the company within the previous five years. This restriction was introduced on

the basis of concern that NEDs with a close past association with the company could not

be expected to bring sufficient objectivity to their role. But it cannot be regarded as a

satisfactory outcome that the experience of many BOFI executives is effectively excluded

from the industry because they are unable to serve on the boards of the entities from which

they retire and will commonly in practice understandably, be reluctant to serve on the

boards of entities with which they were in keen competition in their former executive roles.

It is also noteworthy that bank boards where the previous CEO became chairman appear

to have performed relatively well both over a longer period and in the recent crisis phase.

3.10 None of these “independence” issues necessarily call for amendment of the Combined

Code. But they emphasise the responsibility of the board, where a new or continued

NED appointment is judged to be in the best interest of the entity even though not in

compliance with the Code independence criteria, to be ready to make the appointment

and to explain why they have done so. Where such an appointment is made and a clear

justification is provided, shareholders and fund managers should be expected to show a

reciprocal readiness to interpret the Code flexibly.

3.11 All this underscores the importance of clarity as to reasonable expectations for the

contribution of the NED to board deliberation in a BOFI whose products, services and

processes may involve considerable complexity. This clarity needs to be articulated from

the outset so that the NED is aware of the job specification and what is expected in the

role and so that other board colleagues, including in particular the executive team, have

a clear understanding as to the way in which a good NED is expected to contribute.

Such ex ante clarity is important for all board members but has special importance for

the most senior board members, in particular the chairman and SID as discussed further

in Chapter 4.
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3.12 Financially experienced NEDs may have direct and closely applicable experience in a

similar business, may have served as CFO in a non-financial business or may have had

substantial risk management and financial responsibility in a global business. NEDs

with such experience should be able to draw on this through focussing on the large

issues involved in strategic options. They should bring to bear sufficient familiarity with

and understanding of the company’s business and the overall sensitivity of overall group

outcomes to potential developments and performance in different business areas, so as

to be able to contribute effectively to strategic discussion and ultimately judgement

about the likely sustainability of a strategy, the need for modification or disengagement

from it or for a wholly new approach.

3.13 But while a majority of NEDs should be expected to bring materially relevant financial

experience as described here, there will still be scope and need for diversity in skillsets

and different types of skillset and experience. In any event, the pace of change in the

array of products, services and trading mechanisms of a complex BOFI entity mean that

industry experience brought to the board by an NED on appointment will need updating

potentially on a fairly regular basis through appropriate training and business

awareness programmes. A BOFI board should not be overspecialised and should be able

to draw on a broad range of skills and experience. These generic skills should ideally

include perspective, insight and confidence in distinguishing between major issues for

the board and important but lesser issues that, if unchecked, can crowd out and distract

from board focus on the larger issues; a readiness where necessary to challenge the

executive and other NEDs in debate on major issues where a strategic proposition from

the executive or emerging conventional wisdom may require closer scrutiny; and

experience relevant to assessing the performance of the CEO and senior executive team.

These capabilities will plainly have heightened relevance where a dominant and hitherto

apparently successful chief executive seeks to embark on an aggressive growth or

acquisition strategy.

3.14 Within the constraint of avoiding excessive board size, an important challenge is the need for

a sufficient NED complement and time commitment to populate the audit and remuneration

committees and, as recommended in Chapter 6, the board risk committee. Some part of this

challenge should be met by a slower rate of turnover of NEDs, so that relevant experience is

built up and not lost to a board prematurely and by explicit extension of the time

commitment of NEDs. On the former, where a chairman and board members believe that a

NED continues to make a significant contribution, possibly enhanced by the build-up of

experience, there should be greater readiness to extend NED tenures beyond their three

three-year terms (the so-called “nine-year rule”) and, if this leads to a change in the balance

of the board since the NED would no longer be formally regarded as independent, boards

should (as indicated in paragraph 3.10) be ready to justify and explain any imbalance that

has arisen without feeling pressured to increase the size of the board.
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3.15 Even where the NED complement on the board is well balanced between financial

industry experience and deep experience from elsewhere, the effectiveness of the overall

NED contribution will be enhanced by a combination of appropriate induction and,

thereafter, regular training programmes, adapted to the needs of the individual director;

and dependable access for NEDs to support from within the company, for example

from a dedicated capability in the company secretariat and greater time commitment.

Induction, training and development

3.16 Practice and experience in respect of induction and training programmes appears to be

quite variable. This is clearly unsatisfactory. It should in the case of all BOFI boards be

a clear priority to ensure that fully adequate and substantive induction and continuing

business awareness programmes are in place for NEDs and that, where appropriate,

reference is made to specific development needs and the dedicated programmes intended

to meet those in letters of appointment. Some boards have found that the induction

process can be enriched and made more effective by provision for mentoring of a new

NED board member over the initial period by a senior member of the executive team 

(a point whose relevance and importance was raised by some respondents). In other

cases, an externally-sourced programme may be appropriate, for example in the area

of risk management. Precisely how to organise induction, training and mentoring will be

for individual boards to determine. But the responsibility should be taken very seriously

and it is proposed that reference to such programmes should be explicitly included in

the governance evaluation statement as recommended below in Chapter 4. In response

to input to the Review, Recommendation 1 has been expanded so that such programmes

should also be available for executive directors in respect of major areas of the entity’s

business other than those for which they have direct responsibility. Induction and

training requirements for the chairman are addressed in Recommendation 8.

Recommendation 1

To ensure that NEDs have the knowledge and understanding of the business to enable

them to contribute effectively, a BOFI board should provide thematic business awareness

sessions on a regular basis and each NED should be provided with a substantive

personalised approach to induction, training and development to be reviewed annually

with the chairman. Appropriate provision should be made similarly for executive board

members in business areas other than those for which they have direct responsibility.
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The need for internal support

3.17 There has been extensive comment to this Review on the importance of assuring fully

adequate and dedicated internal support for NEDs. Concerns were raised that this Review

was mandating a separate or ‘competitive’ resource to the group secretariat.

3.18 To clarify, it will be for the chairman and board members to determine how best such

NED support is provided. The important point is that it is done. A practical process,

used in several cases, is through installation of a dedicated resource under the group

secretary – which can also coordinate arrangements for induction and training. Where

the group secretariat is the focal point for such support, adequate resourcing in terms of

available time commitment and capability will be required. Some suggestion has been

made that NEDs should not only (as now) have access to but should be expected to

make regular use of advice from sources outside the company. But such external

involvement would be unlikely to provide more dependable support than that provided

by the company secretariat (or some other dedicated internal capability) and could risk

generating needless friction with the executive. A possible exception to this proposition

is in board oversight of the groups’ risk appetite and tolerance and it is suggested below

(in Chapter 6) that a board risk committee should consider drawing on an external

perspective where it is available to ensure that, in a complex and potentially fast

changing environment, it has up-to-date access to perspectives on product, market and

other developments relevant for the enterprise which may not be captured by individual

business units within the company.

Recommendation 2

A BOFI board should provide for dedicated support for NEDs on any matter relevant to

the business on which they require advice separately from or additional to that available

in the normal board process.

Time commitment

3.19 As to time commitment, the typical commitment of NEDs on major UK BOFI boards

(excluding the exceptional circumstances of the past two years) appears to be around 

25 days per year and, given the need for more intensive work in board committees such

as audit, and a more explicitly focussed risk function at board level as proposed in

Chapter 6, there would appear to be unavoidable need to increase the expectation of

time commitment from NEDs as a group. This relates to the expected time commitment

in “normal” situations, but many NEDs have committed substantially more time in the

exceptional circumstances of the past two years. Enhanced time commitment will be
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particularly relevant for chairmen of the audit, remuneration and any newly instituted

board risk committee but also for the chairman of the board and potentially for the

SID. But all NEDs should in any event be ready and able to spend time with the

executive within the business as a means of gathering insight and understanding of how

the organisation works over and above the substantial time spent in thorough review of

board and committee papers before each meeting.

3.20 But while the need for a bigger NED time commitment to a board should be made clear

at the outset of the recruitment process and in a new NED’s letter of appointment, undue

prescriptiveness about required time commitment seems inappropriate. This point has

been made forcefully in comment on the July document, where a “minimum expected

time commitment of 30-36 days” was recommended for a major bank board. Several

respondents commented that this recommendation gave inadequate weight to the

importance of diversity on a major bank board. Access to diverse capabilities may yield

substantial benefit through participation by an NED from overseas with major relevant

experience or by an NED who is an active CEO, neither of whom would be likely to be

able to give a materially greater time commitment.

“We support the call for non executive directors to give greater time

commitment than has been normal in the past, but we believe it is

the responsibility of each director, and ultimately the chairman, to

determine the appropriate time commitment. Consequently, we see

no need for a prescriptive minimum number of days duty to be

stated in offer letters.”

Norges Bank Investment Management

“This would reduce the ability and enthusiasm of companies to

allow their own executives to take up non-executive positions (a

valuable contribution to the pool of NEDs).”

Institute of Chartered Secretaries and Administrators (ICSA)

3.21 It seems clear for the reasons discussed above that the NED time commitment to major

BOFI boards will need to be materially greater than in the past, but this should be achievable

through an appropriately composed team of NEDs, some of whom are able and expected

to commit significantly more time.

3.22 The core message for NEDs on BOFI boards is that a materially bigger time commitment

will be called for overall than has been normal in most cases in the past and that this

will inevitably constrain the total number of appointments that a BOFI NED can hold.

The focus should be on the overall output of the board rather than time input, and
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there should be scope to improve the overall effectiveness of the board as a whole, and

of the NEDs’ contribution, through increasing the proportion of the board’s time

commitment to the most substantive issues with pruning of time absorbed by process

matters. The prospectively more prescriptive approach now being put in place by the

FSA and other regulators, particularly for the highest-impact BOFIs, will require more

substantial engagement of the regulator with NEDs and with executive management.

But this should be accompanied by determined effort to free up and liberate board time

for review of strategic franchise issues, with the board continuing to hold the executive

to account for operational and compliance matters but using board time on these

matters more effectively.

3.23 In this situation, one suggestion has been that one or more of the NEDs on a BOFI

board should be full-time, although explicitly precluded from assuming any executive

role. But this would seem to underestimate the difficulty of the balancing act of being

non executive but full time; and, still more seriously, to underestimate the seriousness of

the risk that such full time presence, oversight and potential challenge would impede the

ability of the executive to implement the agreed strategy.

Recommendation 3

The overall time commitment of NEDs as a group on a FTSE 100-listed bank or life

assurance company board should be greater than has been normal in the past. How this

is achieved in particular board situations will depend on the composition of the NED

group on the board. For several NEDs, a minimum expected time commitment of 30 to

36 days in a major bank board should be clearly indicated in letters of appointment and

will in some cases limit the capacity of an individual NED to retain or assume board

responsibilities elsewhere. For any prospective director where so substantial a time

commitment is not envisaged or practicable, the letter of appointment should specify

the time commitment agreed between the individual and the board. The terms of letters

of appointment should be available to shareholders on request.

The regulatory authorisation process for NEDs

3.24 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. As it

is the responsibility of the chairman to ensure that the board is fit for purpose given the

business strategy of the company, it seems appropriate that the FSA authorisation
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Such suggestions appear to be drawn from experience of very specific circumstances.

The conclusion of this Review is that the ultimate accountability of the CRO is to the

board and that, in a situation in which concerns are not, in the view of the CRO, being

adequately addressed by the executive, the right course is for the CRO to raise such

concerns with the chairman of the risk committee or of the board. The need for contact

with the FSA at the sole initiative of the CRO in a particular matter should only arise in

an exceptional situation in which the chairman of the risk committee or of the board

were inattentive to such concerns when these were appropriately presented to them.

6.25 The remit of the board risk committee calls for a high degree of rigour and judgement

and members must have dependable access to whatever material they need to enable

them to discharge their responsibilities. But this should not require data and paper flow

on the scale that is frequently encountered, and probably necessary, for the audit

committee. The audit committee is unavoidably confronted with very substantial data

input, in particular in preparation of the financial accounts and interim reports on a

half-yearly and, increasingly, quarterly basis. In the case of the board risk committee, the

need is for effective distillation of key issues in a thematic way, and delivering this

should be the responsibility of the CRO. This supportive role for the board risk

committee is of key importance for the effective functioning of the committee and will

not be met by a sequence of impenetrable slides. A CRO who is incapable of

commissioning effective analysis and of boiling the essentials down to a succinct

presentation is probably the wrong individual for the role.

External advice to the board risk committee

6.26 Given the priority and complexity of the risk monitoring role, external advice to the

board risk committee and board may make a significant contribution to the quality 

of decision-taking. Risk matters are, of course, key to a BOFI’s strategy and a necessary

condition is plainly that any such engagement with an external adviser should be on 

a dependably confidential basis. But where this condition is satisfied, recourse to a

high-quality source of external advice might be found to serve the board risk committee

as a sounding board and to assist the NEDs through articulation of the core issues as

far as possible in succinct format questioning, supplementing or validating the input to

the committee from the executive. The external adviser should be asked for specific

input to the stress and scenario-testing of a business strategy, addressing in particular

whether the array of low probability, high-impact events taken into such testing has

been sufficiently widely drawn.

6.27 In boards where such external advice has not been sought hitherto, there may be

reservation or scepticism about the potential capability of external advisers to contribute
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in a value-adding way. There is also related concern that the CRO’s key relationship with

the risk committee could be undermined if internal advice is regularly subjected to

second-guessing from outside. Such external advice to the board risk committee and board

will not in any event provide any guarantee that a wholly unforeseen fat-tail shock will

not exert a significant negative impact on the entity at some future point. In any event,

analysis of the causes of the recent crisis that there is a limit to the extent to which risks

can be identified and offset at a level of the individual firm.

“The proposal relating to access to external advice is a sensible one,

although the circumstances in which the committee might feel it

appropriate to draw on that advice should be a matter for it to

decide on a case by case basis.”

Aviva plc

“We recommend that there is a proviso that any such external

input is not permitted to be provided by the same firm as the

statutory auditor because of the obvious conflicts of interest and

independence issues that arise is such cases. We also make the same

recommendation in relation to recommendation 26.”

Paul Moore (Moore, Carter & Associates) 

and Peter Hamilton (4 Pump Court)

6.28 Whether, and from whom, to take external advice on risk matters must at the end of the

day be for decision by the board or board risk committee in its particular circumstances.

In many cases, the “best” advice that is likely to be available and relevant will come from

a bank’s internal capability, provided that the risk function is independent of the executive

in tendering its advice to the risk committee. Moreover, dependably good quality external

advice may not always be available and, in any event, a board or board risk committee

cannot delegate its concerns on risk to an external adviser, however insightful and prescient

the advice.

6.29 But a reasonable presumption would be that, where it is available, high-quality external

advice would be likely to assist the board risk committee and board in reaching decisions

on risk tolerance and strategy that, as far as possible and on the basis of rigorous 

stress-testing, minimise the risk of serious disruption in future. The taking of such external

advice might be seen as the course of action most consistent with the board’s duty of

care. Part of the value of external advisory input has been described by one chairman as

contributing to insomnia in the board risk committee by seeking to identify “unknown

unknowns” and to assess possible consequences if they were, however improbably, to
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materialise. This has particular relevance in the use of new risk-management tools such as

reverse stress testing which, as the distinguished commentator Gerald Corrigan observed:

“…there are new and innovative risk management tools such as reverse stress tests that

literally force institutions and supervisors to “think contagion”.”xxi Accordingly, as with

Recommendation 6 which applied to NEDs in general, this Review proposes that the

board risk committee should be attentive to the potential added value of external input

to its work in the way that is embedded, through the external auditor, for the audit

committee and which, though often confined to benchmarking on developments elsewhere,

is now becoming standard practice for the remuneration committee.

Recommendation 25

The board risk committee should be attentive to the potential added value from seeking

external input to its work as a means of taking full account of relevant experience

elsewhere and in challenging its analysis and assessment.

Role of the board risk committee in a strategic transaction

6.30 The nature of any external input and reliance that can be placed on it may be critically

important in a transactional situation, in particular where the executive is proposing a

significant merger, acquisition or disposal. In such a situation, and in particular where

investment banking advice is being provided on the basis of a contingency fee, so that

the adviser is only paid the full fee if the transaction is completed, it will be critically

important for the board to be insistent on an appropriate sequence for board-level

decision-taking. The first strategic decision, which should be based on the most rigorous

analysis drawing on whatever external advice may be relevant, is whether proceeding

with the proposed transaction within set parameters is likely to be in the long-term

interest of the company and its shareholders. Embarking on the execution process, with

key investment banking advice and engagement, is the second stage.

6.31 Experience suggests that, not least against the possibility of a heady mix of enthusiasm

for the mooted transaction on the part of the CEO and the investment banking adviser,

a BOFI board should be closely attentive to the sequence described above. Specifically,

the transition into execution mode on a proposed strategic transaction should not be

authorised until the board has determined on the basis of a rigorous due diligence

appraisal that the deal would be likely to benefit the entity and its shareholders if it can

be brought off within an agreed framework. It will be for the board to settle on a due

diligence process appropriate to the circumstances of the proposed transaction. But given

the potential importance of conducting such a process with an appropriate degree of

detachment and independence from advocacy on the part of the CEO (and executive
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team), it is proposed that this oversight of the process should as a matter of good practice

be discharged by the board risk committee, which would then of course report on its

findings to the whole board.

Recommendation 26

In respect of a proposed strategic transaction involving acquisition or disposal, it

should as a matter of good practice be for the board risk committee in advising the

board to ensure that a due diligence appraisal of the proposition is undertaken,

focussing in particular on risk aspects and implications for the risk appetite and

tolerance of the entity, drawing on independent external advice where appropriate and

available, before the board takes a decision whether to proceed.

Risk disclosure and risk governance

6.32 Requirements for financial disclosure by banks and other financial institutions have

grown inexorably in the recent past. Major specific accounting issues like those related

to the valuation of assets and liabilities for the purpose of the financial accounts have

generated very substantial discussion, and international resolution on agreed approaches

and standards is still incomplete in some areas. But despite the high profile of this

accounting debate, it has less substantive relevance for the determination of the risk

appetite and tolerance of a BOFI than the quality and scope of the internal risk assessment

process within the entity. Recent experience suggests that the form and content of external

financial disclosures have been given much higher priority than the internal processes

and capabilities of boards, above all, the quality, coverage and timeliness of the internal

information flow, informing discussion and decision-taking on the entity’s risk strategy.

This imbalance needs to be addressed, not through constraint of external disclosure

(though some of this now seems excessive, driven in part by litigation concerns) but

through material strengthening of the board risk process.

6.33 The proposal is that the board risk committee should produce a separate report on its

work in the company’s annual report and accounts, focussing on the entity’s governance

of risk. The proposed overall content of the board risk committee report is reviewed

below, but there is, in International Financial Reporting Standard 7 (IFRS7) and the

existing disclosures made in the business review in respect of risk management and risk

information, potential overlap between reporting by the audit and risk committees.

IFRS7 requires an entity to make both qualitative and quantitative disclosures of the

risks arising from its financial instruments. Qualitative disclosures are intended to

include the type of risk to which the entity is exposed and how they arise, the entity’s

objectives, policies and processes for managing the risks, methods used to measure the
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risks, and changes from the previous reporting period. The quantitative disclosures include

summary data about the exposure to risk as at the reporting date. Similar information is

also required in the business review and, for BOFIs which are also listed in the United

States, in the management discussion and analysis.

6.34 Flexibility is, however, left under IFRS7 as to how and where those disclosures are made

in the annual report and accounts, although the information required by IFRS7 must be

audited. The increasingly copious detail and length of annual reports and financial

statements involves potential or actual information overload driven in part by concerns

about litigation and regulatory risk. In this situation, the aim should be to ensure that

introduction of a separate risk report improves the quality and potential value of the

risk disclosures rather than lengthening overall reporting still further. For the purposes

of this Review, the proposal is that the clear focus of the risk report should be on the

work of the board risk committee that is relevant to current and future risk strategy,

with most of the disclosures required under IFRS7 in respect of the latest and previous

accounting periods incorporated in the financial statements or business review. In due

course the risk report might provide opportunity to rationalise the somewhat confusing

and overlapping existing disclosure requirements in relation to risk, internal control and

financial reporting and it will be desirable to move toward a standardised template to

permit benchmarking across firms. But at this stage the immediate priority should be to

establish the separate risk report as the authoritative channel for reporting on the core

activity of the board risk committee.

“BGI supports this proposal not least because we believe it will

serve to focus a company’s attention more closely on risk issues.

Our concern is that the resulting reports may be little more than

‘boilerplate’ repeated year after year.”

Barclays Global Investors Limited (BGI)

6.35 The principal purpose of the risk report will be to assist shareholders through improving

their understanding of the governance of risk-taking and of the risk appetite and

performance of their investee company which is a consequence of the business strategy

being pursued. It will be relevant to their decisions on adding to or disposing of holdings

and to the process of engagement with the board. It will be for individual boards to ensure

that the disclosures are meaningful and avoid any drift into ‘boilerplate’ disclosures. The

recent review of narrative reporting by the Accounting Standards Boardxxii (part of the

FRC) identified that there are significant opportunities for improvement in the reporting of

risk. The Review commends further work in this area as a matter of urgency given the

current overload of such financial disclosures, many of which have no material meaning

or relevance to shareholders.
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6.36 The obligation to produce the report is one part of the discipline inherent in the work

of the board risk committee and this, together with better understanding on the part 

of shareholders, should reduce the scope for a BOFI board to continue with or build

exposures to ill-considered or inadequately controlled risks. Where a board risk committee

is established, the report should be by that committee; where board level risk oversight and

assessment is undertaken exclusively within the board or within a subset of the audit

committee, the indicated provenance of the risk report should be adapted accordingly.

Although commercial sensitivities will inevitably constrain some part of the detail in

dedicated risk reports, there are already precedents that would seem to strike an appropriate

balance. The following recommendation accordingly avoids undue prescription and

leaves flexibility for boards to determine precisely how they discharge the proposed best

practice obligation.

Recommendation 27

The board risk committee (or board) risk report should be included as a separate report

within the annual report and accounts. The report should describe thematically the

strategy of the entity in a risk management context, including information on the key

risk exposures inherent in the strategy, the associated risk appetite and tolerance and

how the actual risk appetite is assessed over time covering both banking and trading

book exposures and the effectiveness of the risk management process over such

exposures. The report should also provide at least high-level information on the scope

and outcome of the stress-testing programme. An indication should be given of the

membership of the committee, of the frequency of its meetings, whether external

advice was taken and, if so, its source.

6.37 As with the conclusion on the evaluation statement in Recommendations 12-13, this

Review is against making the risk report subject to a non-binding advisory resolution

on the basis that experience and time is needed for the development of such separate

reporting. The possibility of introducing an associated advisory resolution as a matter of

best practice should be revisited later.
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7.1 The recommendations put forward in July envisaged enhanced disclosure of remuneration

arrangements; significantly increased reach for the remuneration committee on an

enterprise-wide basis; an explicit process and provision for ensuring appropriate 

risk-weighting; specific standards in respect of deferment and minimum holding periods

for stock; increased shareholder voting influence in relation to the remuneration

committee chairman; and a proposed code of best practice for remuneration consultants.

7.2 In the ensuing consultation process, comments and criticism of the July recommendations

were in four separate but closely related areas. First, it was argued that enhanced disclosure

that may be appropriate for major UK banks is unnecessary, at any rate to the same degree,

for other financial institutions, and could have the unintended consequence of provoking

further upward ratcheting of remuneration. Second, given that recommended disclosures, in

particular of bands of “high end” remuneration, are unlikely to be matched elsewhere, at

least in the short term, they would create an unlevel playing field, involving, for major UK

banks, a first-mover competitive disadvantage. Third, the subsequent issue (in August) of

the FSA’s revised code in remuneration practices, promulgation of the FSB standards and

the G20 agreement on their implementation may be seen to have “overtaken” the relevant

recommendations in the July document. Fourth, concern was expressed at what many saw

as undue prescriptiveness, in particular in the recommendation on the structure of

remuneration. These and other matters raised in the consultation process are addressed

below, with amendment of the final recommendations where this seems appropriate.

7.3 Obligations on remuneration matters for boards of all fully listed companies are already

embedded in the corporate governance framework. Sections 420, 421 and 422 of CA 2006

specify that the directors of a quoted company must provide a directors’ remuneration

report for each financial year of the company; that regulations under the Act may specify

the form and content of information to be provided in the report; and that the report

must be approved by the board of directors. Other provisions of the Act (Sections 215,

216 and 217) bear specifically on one major area of potential concern, that of payment

to a director for loss of office. The Combined Code issued by the FRC provides that the

Remuneration
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board should establish a remuneration committee of at least three NEDs and should

have delegated responsibility from the board for setting remuneration for all executive

directors and the chairman, including pension rights and any compensation payment.

The Combined Code provides also that the remuneration committee should recommend

and monitor the level and structure of remuneration for senior management. The Listing

Rules in the FSA’s Handbook reflect these requirements. The Combined Code and the

guidelines of the Association of British Insurers (ABI) on Executive Remuneration

Policies and Practices set out further standards and guidance on good practice in respect

of the level of and mark-up of remuneration, though their scope is largely confined to

board members only.

FSA consultation and policies on remuneration in BOFIs

7.4 Earlier this year, the FSA issued to all FSA-regulated firms a consultation paper

Reforming remuneration practices in financial services. After a consultation process, a

finalised version of the FSA’s Code in remuneration practices (the FSA Remuneration

Code) was issued in August 2009xxiii with a basic structure unchanged from the earlier

consultation paper. The FSA Remuneration Code consists of a general requirement for

firms to establish remuneration practices that “promote effective risk management”

which is underpinned by a series of “evidential provisions” or principles and associated

guidance. The general requirement is that:

‘A firm must establish, implement and maintain remuneration policies,

procedure and practices that are consistent with and promote effective

risk management’.

The guidance on the general rule includes the statement:

‘The Remuneration Code covers all aspects of remuneration that could

have a bearing on effective risk management including wages, bonus,

long-term incentive plans, options, hiring bonuses, severance packages

and pension arrangements.’

7.5 This Review notes four aspects of the general guidance provided by the FSA. First, that

the FSA may ask a remuneration committee to prepare on a confidential basis (that is,

for the regulator only) a statement on the firm’s remuneration policy, which should include

an assessment of the impact of the firm’s remuneration policies on its risk profile and

employee behaviour. Second, FSA guidance proposes that, as a matter of good practice,

the remuneration committee should call on the risk management function to validate

and assess risk adjustment data, and to attend a meeting of the remuneration committee
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for this purpose. Third, the guidance proposes that remuneration for employees in risk

management and compliance functions should be determined independently of other

business areas. Fourth, the focus of the Remuneration Code is on these who hold significant

influence functions and any others whose role is likely to have a material impact on the

firm’s risk profile.

7.6 The approach to remuneration in the July consultation paper of this Review is wholly

consistent with the direction and content of the FSA Remuneration Code, though both

the reach and detail of the July Review recommendations go further in several important

respects. Additional questions for further consideration here are on matters for public

disclosure to the market as distinct from confidential reporting to the FSA; on the

shareholder interest in good governance in the remuneration area, where greater specificity

would appear to be needed; and in other areas not covered by the FSA consultation.

Reach of remuneration committee oversight

7.7 The best practice and other provisions currently in place require the remuneration committee

to determine remuneration policy and packages only for board-level executives. This Review

proposes that the oversight role of the committee should be extended, where it is not already

sufficiently wide, to cover firm-wide remuneration policy. The purpose will be to ensure

that the committee has appropriate oversight of the overall remuneration policy of the

entity with particular focus on the risk dimension relevant to performance conditions,

deferment and clawback. Concern was expressed in the consultation process that this

broadening of scope would compromise the capability and authority of the executive to

manage the business. This is explicitly not the intention, and appropriate implementation

of this proposal should not, in any way, diminish the operational responsibility of the

executive for implementing remuneration policies in respect of individual employees

(other than the most senior group, as defined below) within the overall structure and

framework set for such policies by the committee.

Recommendation 28

The remuneration committee should have a sufficient understanding of the company’s

approach to pay and employment conditions to ensure that it is adopting a coherent

approach to remuneration in respect of all employees. The terms of reference of the

remuneration committee should accordingly include responsibility for setting the 

over-arching principles and parameters of remuneration policy on a firm-wide basis.

7.8 In practice, there will be employees below board level in many BOFIs who are both

highly paid, in some cases with total remuneration packages in excess of those of board

members and, closely associated, are likely to be in positions with potentially material
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influence on the direction and risk profile of the entity. Some BOFI remuneration committees

may in practice have regarded the remuneration arrangements for the most highly-paid

employees below board level as within their purview. But others did not. In the light of

recent experience, where the most senior traders and others in positions of significant

influence in some banks played a key role in what proved to be an unsustainable build-up

in leverage and associated balance sheet exposures, it seems clearly necessary for the

responsibility of the remuneration committee in this respect to be put beyond doubt.

This might, at any rate until the recent past, have attracted resistance from some CEOs

on the basis that this extension of a NED-led responsibility could compromise the ability

of the CEO to manage and provide appropriate incentive structures for the executive

team. Plainly the views of and advice from the CEO and the HR function will be of key

importance for the remuneration committee in exercising its enlarged role, and care will

be needed in determining the precise reach of the committee in this respect and how this

responsibility should be discharged.

7.9 It seems desirable, however, given their overall duty of care, that NEDs through the

remuneration committee should have clear responsibility going beyond board level. It is

accordingly proposed that the reach of the remuneration committee should be extended

not only broadly to cover all aspects of remuneration policy on a firm-wide basis, as

recommended above, but more specifically also to cover the remuneration policy and

packages in respect of all “high end” employees. In the July consultation paper, “high

end” employees were defined as those whose total remuneration was in excess of the

executive board median. This had the advantage of precision in definition for any one

banking entity but the disadvantage that what might be entirely reasonable differences

in approach between and among banks complicated and potentially vitiated the process of

comparison. In this situation, the proposal is to redefine “high end” to cover individuals in

a BOFI who perform a “significant influence function” for the entity or whose activities

have, or could have, “a material impact on the risk profile of the entity”. This language

draws on the definitions now being employed by the FSA in its Remuneration Code.

Convergence in this respect, with “high end” defined in these FSA terms for the purposes

of the relevant recommendations of this Review, would seem appropriate and convenient

for all concerned.

7.10 Thus for purposes of clarity and avoidance of doubt, the term “high end” in all the

recommendations of this Review relates to individuals who as executive board members

or other employees perform a significant influence function for the entity or whose activities

have, or could have, a material impact on the risk profile of the entity.
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Recommendation 29

The terms of reference of the remuneration committee should be extended to oversight

of remuneration policy and outcomes in respect of all “high end” employees.

Disclosure of “high end” remuneration

7.11 There has been some suggestion that individuals in part or all of this “high end” employee

group should be identified by name. Such disclosure might appease some political and

media interest but would be unlikely to achieve anything that would materially improve

the governance of BOFIs, the focus of this Review. It would also have serious unintended

consequences, some of which could be materially damaging to the UK as a financial

centre through driving talented senior individuals either to other centres or into other

financial service activities not subject to such disclosure obligations. Thus no such

disclosure is proposed in this Review. What matters substantively is that the remuneration

committee should have clear oversight responsibility for the remuneration of “high end”

employees and the driving incentive structures associated with them. The proposal is

that the remuneration committee report should confirm that the committee has reviewed

the remuneration arrangements for the “high end” group; confirm that the committee is

satisfied with the way in which performance objectives are linked to the related

compensation structure; and disclose the principles underlying performance objectives and

remuneration structures to the extent that they are not in line with those for executive

board members. There was broad support for this proposal in responses to the July

consultation paper, though some concern that the disclosure proposed could fall into a

“box ticking, boiler plate mode”. That is not of course the intention. This and other

remuneration disclosure should take the form of proactive communication rather 

than a compliance-oriented presentation of facts.

Recommendation 30

In relation to “high end” employees, the remuneration committee report should confirm

that the committee is satisfied with the way in which performance objectives and risk

adjustments are reflected in the compensation structures for this group and explain the

principles underlying the performance objectives, risk adjustments and the related

compensation structure if these differ from those put in place and disclosed in respect

of executive board members.

7.12 It is then for consideration whether new disclosure provisions should be put in place to

cover remuneration in this “high end” category to provide an indication of numbers of

employees within it, with detail in specified remuneration bands, and the main elements

in the structure of remuneration within each band. This proposal attracted widespread
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support, though some respondents argued that it should provide still greater detail. In

particular, it was suggested that banded disclosure should be supplemented by some

descriptive analysis to provide shareholders and the market with a sense of the

distribution of high-end remuneration by business segment on the presumption that the

business areas attracting the highest remuneration might correlate with the areas of

highest risk. Provision for a descriptive analysis to meet this concern is included in the

revised recommendation below.

7.13 Specific reservations or issues in relation to the July recommendation arise in four areas,

all of which call for further appraisal though not necessarily substantive change from

what was envisaged earlier. First, there would be some risk that the signalling influence

of such further disclosure of amounts of remuneration could exacerbate upward pressure

on remuneration through intensifying the competitive process, in line with the view that

disclosure of board level remuneration has probably exerted upward ratcheting influence

of this kind. There can be no question of turning the clock back in this respect, but care

will be needed to assess the likely, in some degree predictable though obviously unintended,

consequences of further disclosure in this area.

7.14 The response to this concern should be more effective discharge of their obligations by

remuneration committees, reinforced by more effective oversight by shareholders, informed

by more appropriate and fuller disclosures. There is precedent in the United States,

Australia, Hong Kong and elsewhere for disclosure of the remuneration of a specified

number of the most highly remunerated at the top of the “high end” category. And

given the recent experience in which inappropriate remuneration structures contributed

in at least some degree to the severity of the crisis phase, there is legitimate shareholder

and wider public interest in disclosure in relation to this “high end” category of employees

which have large business and risk-related responsibilities. This has particular relevance

in the context of strengthened board engagement with major shareholders against a

background in which virtually all remuneration dialogue and required disclosure has

hitherto focussed on executive board members. Little attention appears to have been

given in many cases by relatively uninformed shareholders to the remuneration of senior

executives which, for many, was significantly in excess of the executive board median.

7.15 This serious disclosure gap must be closed. In this situation, it would seem justified 

to seek appropriate but anonymous disclosure of the total remuneration cost for all

employees in the “high end” category. The specific proposal is that such disclosure

should be in the form of bands of remuneration for “high end” employees above a

threshold level of £1 million with an indication of numbers in each band and, within

each band, of the main elements of salary, bonus, long-term award and pension

contribution. For this purpose, it is proposed that “total remuneration” should be

defined as salary, pension, earned bonus (including, on a non-discounted basis, any
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element being deferred) and the value of long-term incentive awards granted in the year

(calculated on an expected value basis reflecting applicable performance conditions). The

proposed bands of disclosure above £1 million would be up to £2.5 million, between

£2.5 million and £5 million and in bands of £5 million thereafter.

7.16 A second question in relation to this proposed disclosure obligation relates to the entities 

to which it is intended to apply. The intended principal focus at this stage is on listed UK

banks, on the basis that other listed financial institutions generally operate with a materially

different risk profile and are much less likely to engender pressure for public sector support

in the event of severe financial difficulty. On this basis, the disclosure proposal in the

following recommendation is specifically intended for application to listed UK banks and

comparable unlisted entities such as the largest building societies, with a related proposal

for foreign-listed UK banks to follow. Major shareholders should keep under review

whether and when their own enhanced oversight of remuneration practices might call for

the application of similar disclosure requirements to listed non-bank financial institutions

and, albeit beyond the terms of reference of this Review, in respect of the remuneration

disclosures of listed non-financial entities.

7.17 A third issue in respect of this proposed remuneration disclosure obligation is that,

whereas implementation of other recommendations bearing directly on banks will either

be linked to “comply or explain” disclosure or regulation by the FSA, a specific disclosure

obligation of the kind envisaged here cannot realistically be left as an optional matter

and nor does provision for such remuneration disclosure to shareholders fall readily

within the ambit of the FSA given that there is no underlying regulatory policy objective

here. It is thus proposed that this disclosure provision in respect of listed banks (and, as

appropriate, other designated BOFIs in due course) should be based on regulation under

new statutory power available to the Treasury, who have indicated in the context of this

Review that it will be the intention of the government to seek such power.

7.18 The fourth issue in respect of this proposal for “high end” remuneration disclosure by

listed UK banks is that, unless complemented by comparable disclosure provisions

elsewhere, it would involve a first-mover competitive disadvantage for UK banks. This

concern was noted in the July consultation paper but has become sharper more recently.

An unintended consequence of such disclosure by listed UK banks unmatched by similar

disclosure by their US and EU-listed competitors could be inducement to senior executives

to leave UK banks on the basis that the upper bands of compensation, and thus their

own expectations, should be higher elsewhere. This concern probably tends to be

exaggerated, but any ratcheting effect on remuneration to which it could give rise, as

UK banks sought to resist any potential haemorrhage of senior talent, would be clearly

undesirable. It would thus seem the appropriate course to treat this disclosure proposal

as for implementation in respect of the 2010 year of account by which time, hopefully
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during the first half of 2010, international discussion will have led to a satisfactory degree

of convergence, above all with the United States and major EU countries. The latter

should be a high priority so that disclosure as proposed here, preferably with no need

for dilutive modification to ensure broad consistency with a developing international

approach, would apply to reports and accounts for 2010.

7.19 Also relevant here is that the new statutory powers that are envisaged, as discussed above,

would not be likely to be available until after the reporting season on the 2009 accounts

of listed UK banks.

7.20 The question has reasonably enough been raised, and will clearly recur, what stance should

be adopted in relation to this disclosure recommendation if international convergence

falls short. That is an issue to be faced in 2010. The priority of persistence with efforts

to achieve such convergence needs no further underlining, but a situation may develop

in which the adoption of an exemplary leadership stance by the UK in this respect is the

most effective way of achieving progress.

Recommendation 31

For FTSE 100-listed banks and comparable unlisted entities such as the largest building

societies, the remuneration committee report for the 2010 year of account and thereafter

should disclose in bands the number of “high end” employees, including executive board

members, whose total expected remuneration in respect of the reported year is in a range

of £1 million to £2.5 million, in a range of £2.5 million to £5 million and in £5 million

bands thereafter and, within each band, the main elements of salary, cash bonus,

deferred shares, performance-related long-term awards and pension contribution. Such

disclosures should be accompanied by an indication to the extent possible of the areas

of business activity to which these higher bands of remuneration relate. 

Parallel disclosure by overseas-listed UK-authorised banks

7.21 This Recommendation relates specifically to UK-listed banks but, in particular given the

global reach of major banks and the very significant role of major non-UK-listed banks

in London, it would seem appropriate and necessary for broadly comparable disclosure

to be provided by major banks that are FSA-authorised subsidiaries of non-resident entities.

The July consultation paper envisaged that, separately from disclosures required by the

FSA on a confidential basis, public disclosure, on a basis and timetable as close as possible

to that of UK-listed banks, should be included in the annual report required to be filed

by the entity. If such a report is not to be filed within 4 months after the end of the year

of account, a separate disclosure in respect of remuneration should be made earlier.
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7.22 But while a disclosure of this kind could be required under new statute-based regulation

as discussed above, the inducement to circumvention and avoidance could prove to be

problematic unless broadly similar disclosure provisions were introduced in other countries.

So the associated proposal of this Review is similarly for implementation in respect of

the year 2010, by which time there will hopefully be a substantial degree of international

convergence. For this purpose, it is proposed that the relevant “total remuneration” should

include remuneration received by such UK-based employees from outside the UK, consisently

with the proposed disclosure by UK-listed banks of “high end” remuneration including that

paid to their employees outside the UK. In the event that disclosure requirements introduced

elsewhere provided, in the relevant home state, sufficiently comparable disclosure in

respect of a UK subsidiary, the requirement proposed here for disclosure within the UK

would no longer need to be applied.

Recommendation 32

FSA-authorised banks that are UK-domiciled subsidiaries of non-resident entities should

disclose for the 2010 year of account and thereafter details of total remuneration bands

(including remuneration received outside the UK) and the principal elements within

such remuneration for their “high end” employees on a comparable basis and timescale

to that required for UK-listed banks. 

Risk adjustment of performance, incentives, deferment 
and clawback

7.23 The July consultation paper included a proposed recommendation: that deferral of

incentive payments should provide the primary risk adjustment mechanism to align

awards with sustainable performance for “high end” employees, including board

members; that at least one-half of variable remuneration should be in the form of a

long-term incentive scheme, with half of the award vesting after not less than three

years and of the remainder after five years; that short-term bonus awards should be

paid over a three-year period with not more than one-third in the first year; and that

clawback should be used in circumstances of misstatement and misconduct.

7.24 This July recommendation was closely followed, in August, by publication of the – 

at any rate for the time being – final version of the FSA Remuneration Code on

remuneration policies for the most significant financial institutions. While the thrust of

the July recommendation and of the FSA Remuneration Code is very similar, the FSA

code places greater weight on guidance to remuneration committees while the July

recommendation is more specifically prescriptive on remuneration structure. One

particularly important element of the FSA Remuneration Code is the evidential
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provision that assessments of financial performance used to calculate bonus pools

should be based on risk-adjusted measures such as economic profit rather than revenue.

This is an articulation of the role of the risk input into the setting of remuneration

which was highlighted in the July consultation paper but, with hindsight, inadequately

spelt out in this critical respect – that is, the need for the size of bonus pools to be

determined by reference to economic profit rather than revenues.

7.25 Not surprisingly, comment on the recent consultation process has drawn attention to

the uncertainty and potential confusion in which guidance or prescription on “high

end” remuneration has been given, subsequent to publication of the July consultation

paper, in the FSA Remuneration Code, followed by the closely similar FSB proposals,

the conclusions of governments at the Pittsburgh summit, and by specific guidance in

the UK situation from HMG.

7.26 There have also been two further main areas of criticism of the July recommendation.

The first is that it is unduly prescriptive and leaves inadequate flexibility to a remuneration

committee or board to structure high end remuneration, within a clear framework of

regulatory or other policy guidance, in a way that is appropriately adapted to the particular

structure of the business. One particular strand of concern is that rigid adherence to the

structure proposed in July could tilt the balance excessively in the direction of fixed pay,

thus increasing fixed costs and, potentially, swings in profit, thus making some banks

harder to manage. The second, closely related but separate criticism, is that the July

recommendation sets a tougher standard for the structure of “high end” remuneration than

that, at any rate currently, is being put in place elsewhere. It is argued that, as a result,

application of the July recommendation could be competitively damaging to the affected

UK-listed banks. There was, however, also support for the specific principle of longer

deferral periods and, indeed, for extending this to all listed companies.

7.27 These concerns are plainly problematic. Most major banks are, in late November (as the

final recommendations of this Review are published), about to enter, or have entered,

the season for decisions on remuneration outcomes for the current year and plans for

2010. Uncertainty about precisely which standards should be applied will be, in many

situations, a material complicating factor. The implementation standards for the FSB’s

Principles for Sound Compensation Practicesxxiv (the FSB implementation standards,

which are broadly consistent with the FSA Remuneration Code) set minimum standards

for the oversight, structure and disclosure of senior staff remuneration in significant

financial institutions for swift implementation by G20 countries. The FSB will monitor

and report on implementation in March 2010. It is also relevant that no other financial

regulator (in November 2009) appears to have put in place a “regime” in respect of

high end remuneration that is as demanding overall as that now in place in the UK

under the FSA Remuneration Code. The position is however fluid in that other countries
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are believed to be working on the precise way in which the internationally-agreed FSB

approach will be implemented in their own environment and the FSA have indicated

that it is their intention to review experience of the application and aptness of the August

FSA Remuneration Code in the course of 2010 reflecting the FSB implementation

standards and taking into account relevant overseas developments.

7.28 It is clearly necessary for boards to work as far as possible to a single source of principal

guidance for the appropriate deferral of remuneration, and this should immediately be

the FSA Remuneration Code, supplemented by any specific arrangements agreed between

banks and the government. In this situation, the conclusion of the Review is that it would

be inappropriate to maintain the July recommendation (as summarised in paragraph 7.23

above) as one for separate and immediate implementation.

7.29 This Review does, however, envisage and propose that the FSA should incorporate the

remuneration structure recommended in July when consulting on revision of the

Remuneration Code next year. While this immediate Review conclusion places considerable

weight on current uncertainties and differences in approach to implementation in other

major centres, the Review places lesser weight on concerns expressed that the July

recommendation is unduly prescriptive. While application of the FSA Remuneration Code

will plainly be overseen by the FSA, with potential sanction including more demanding

capital requirements if determined to be necessary, major shareholders also have a

substantial interest in remuneration outcomes in their investee companies.

7.30 This interest will in part be “protected” by the regulator’s new oversight role in the

remuneration space. But dialogue and information flow between the regulator and a

board will and should normally remain confidential and may involve regulatory

agreement, on a confidential basis, to specific remuneration arrangements that may be

deemed acceptable in particular circumstances from a regulatory standpoint but which

may not coincide with shareholder views of their best interests. For example, a situation in

which capital requirements were increased as a condition of or alongside regulatory

acquiescence in a particular remuneration arrangement might be materially less attractive

to shareholders than a lower capital requirement alongside less exceptional remuneration

arrangements. In any event, the shareholder interest also calls for enhanced disclosure,

which is unlikely to be found adequately informative if it comprises only a statement that

remuneration structures were set in conformity with the FSA Remuneration Code or

otherwise in agreement with the FSA.

7.31 This is not to discount or disregard that there may be circumstances in which the

specificity of the July recommendation is inappropriate in some particular respect in a

particular situation. But from the standpoint of disclosure to shareholders this could be

addressed under the “comply or explain” approach so that, if a remuneration committee
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or board chose to depart from the structure envisaged in the July recommendation, they

would be expected to explain the reason for their conclusion, which would, if significant,

be a topic for discussion with major shareholders in the engagement process, and

ultimately for voting on the advisory resolution on the remuneration committee report.

7.32 The considerations that underpinned the July recommendation were set out fully in the

consultation paper. They are set out here in summary form in Annex 11 and would seem

to remain as valid now. The balance of all these considerations leads the Review to

conclude that the relevant July recommendation on remuneration structure should

remain substantively unchanged but, additionally, should be reflected in the FSA

Remuneration Code consultation in 2010 and should include an obligation on

remuneration committees to disclose on a “comply or explain” basis their conformity

with the recommended FSA Remuneration Code structure.

7.33 This proposed disclosure obligation is of considerable “constitutional” importance in

ensuring that owners retain an appropriately informed capacity for influence on

remuneration matters and do not abdicate this responsibility wholly to the regulator.

Equally, the key interest of the regulator in ensuring that remuneration arrangements

are consistent with appropriate risk management should in any event be supported by

greater shareholder engagement in the remuneration oversight process. Such engagement

will require as a necessary condition fuller disclosures as recommended below.

7.34 In terms of scope of application, it is proposed that the following recommendation

should apply to BOFIs included within the scope of the FSA Remuneration Code. These

include UK authorised subsidiaries of foreign parents, which further underscores the

importance of progress toward greater international convergence.

Recommendation 33

Deferral of incentive payments should provide the primary risk adjustment mechanism to

align rewards with sustainable performance for executive board members and “high end”

employees in a BOFI included within the scope of the FSA Remuneration Code.

Incentives should be balanced so that at least one-half of variable remuneration offered

in respect of a financial year is in the form of a long-term incentive scheme with vesting

subject to a performance condition with 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. Clawback

should be used as the means to reclaim amounts in circumstances of misstatement and

misconduct. This recommended structure should be incorporated in the FSA

Remuneration Code review process next year and the remuneration committee report for

2010 and thereafter should indicate on a “comply or explain” basis the conformity of an

entity’s “high end” remuneration arrangements with this recommended structure.
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Retention arrangements

7.35 It is also proposed: that executive board members and “high end” employees should be

expected to have “skin in the game” in the form of a shareholding or retention of vested

awards in an amount at least equal to their compensation on a historic or expected

basis, to be built up over a period at the discretion of the remuneration committee; and

that vesting should not be accelerated on cessation of employment other than on

compassionate grounds. This proposal is focussed on major banks, but the remuneration

committees of other major financial institutions should treat it as guidance.

Recommendation 34

Executive board members and “high end” employees should be expected to maintain a

shareholding or retain a portion of vested awards in an amount in line with their total

compensation 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 group should not

normally be accelerated on cessation of employment other than on compassionate grounds. 

Risk adjustment of remuneration arrangements

7.36 Normal practice is for the remuneration committee, advised by the CEO on the basis of

the corporate plan and his assessment of individual capabilities, to approve the

performance objectives for individual board members and to select the benchmark to

determine the scale of vesting of awards after three years (or longer period) under the

long-term incentive plan. But as underlined by the FSA, it is of vital importance that

these objectives are appropriately risk-adjusted to take account of the incremental

capital, liquidity, franchise or other risk that would be entailed in vigorous pursuit of,

for example, market share or revenue.

7.37 There is a major asymmetry to be noted here. Remuneration schemes cannot impose

negative consequences on an executive equivalent to the positive outcomes, and thus

risk adjustment in remuneration structures is essential to counterbalance any executive

disposition to increase risk as the means of increasing short-term returns. Advice on

what is effectively the risk coefficient for specific performance objectives should be a

clear responsibility of the board risk committee, as discussed in the previous chapter.

While it is for the remuneration committee to determine, with the CEO (except in the

case of the CEO personally), the performance objectives for the remuneration packages

it decides will be appropriate, the board risk committee, advised by the CRO, should be

accorded an effectively independent authority in respect of risk adjustment of these

objectives. As a major example, the assessment of financial performance used to
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determine the size of bonus pools should be based principally on profits, with

adjustment for current and future risk and should take into account the cost of capital

employed and liquidity required. This cannot, of course, be an exact science, and will

require judgement. In the event of any difference of view, on, for example, the riskiness

embedded in targets being set for a particular division or business unit, the matter

should be for resolution by the chairman and NEDs on the board.

Recommendation 35

The remuneration committee should seek advice from the board risk committee on

specific risk adjustments to be applied to performance objectives set in the context of

incentive packages; in the event of any difference of view, appropriate risk adjustments

should be decided by the chairman and NEDs on the board.

Voting on the remuneration committee report and the 
committee chairman

7.38 The remuneration committee report is subject only to an advisory, non-binding resolution at

the company’s AGM. Where shareholder agreement is required for a material change in

remuneration policy, such as introduction of a new long-term incentive scheme, specific

shareholder authorisation is sought. But despite the key significance of remuneration issues

in the context of assuring appropriate alignment of interests with shareholders, it is difficult

to envisage that a binding resolution could be introduced in respect of the remuneration

report as a whole. The problem is that it relates to what are effectively contractual

commitments given to executives within the framework of a policy already implicitly or

explicitly approved by shareholders. Equally, however, there is the proper concern of at least

major shareholders, as discussed in the previous chapter, how they can best exert influence

on boards of their investee companies on broader remuneration matters on which they may

have significant concerns. An important topical example stems from the view of shareholders

that no executive board member who is an early leaver should have a contractual right to

retire on full pension (see further discussion below).

7.39 Given the difficulty of modifying the status of the non-binding vote on the remuneration

report, this Review has given close consideration to a proposal (put forward in the course

of Review discussions) that influence should be capable of being exerted through the board

election process for the chairman of the remuneration committee. The specific proposal put

forward in the July consultation paper is that, where the resolution on a remuneration

committee report attracts no more than 75 per cent of the vote, the chairman of the

committee would be obliged to stand for re-election at the following AGM irrespective of

the remaining term of his or her appointment.
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7.40 This proposal attracted considerable comment and criticism in the post-July consultative

process. Two principal strands of concern are, first, that it may lack coherence to introduce

a super-majority voting trigger in respect of the remuneration committee report but not (as

is indeed not proposed in this Review) for the audit committee report; and, second, that

with average total voting of around 70 per cent at AGMs, shareholders with only some 

20 per cent of a company’s shares could effectively force an annual election process for the

chairman of the remuneration committee, potentially swinging the pendulum too far in the

direction of inhibiting variable pay structures. On the first, remuneration policies have

generated vastly greater shareholder concern, together with wider political and media

interest, than the matters, however significant, covered in audit committee reports.

Additionally, it should be reiterated that, whereas the vote on the audit committee report is

binding, that on the remuneration committee is purely advisory and does not itself trigger

or require any immediate response from the company in terms of change in remuneration

arrangements in the current year.

7.41 As to the second concern, while the proposal described above would indeed provide a

determined group of institutional shareholders with potentially increased influence on

remuneration matters, there would be a time delay of 12 months (i.e. before the

triggered election process for the remuneration committee chairman) in which more

effective engagement between shareholders and the board could and, certainly if there

were a considerable continuing difference of view, should take place. Even if, at the end

of this process, agreement was incomplete, the voting process for the remuneration

committee chairman would ultimately be decided on an absolute, not on a

supermajority basis. For these reasons, and above all because implementation of the

proposal should have the effect of promoting greater consultation with major

shareholders on sensitive remuneration matters, the conclusion of this Review (as in

July) is that it should be adopted as best practice.

7.42 Also relevant here is the possibility that the terms of all directors should be subject to

annual voting. If such a transition were to take place, concern at the isolation of the

position of the remuneration committee chairman would of course fall away. This is an

important matter for boards to have in mind in reviewing the possibility of transition to

annual election as discussed earlier in paragraph 4.25.

Recommendation 36

If the non-binding resolution on a remuneration committee report attracts less than 

75 per cent of the total votes cast, the chairman of the committee should stand for 

re-election in the following year irrespective of his or her normal appointment term.
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Remuneration of the chairman and of NEDs

7.43 The role of the chairman and of the NED on a major bank board as envisaged in this

Review, and as it has effectively become in the exceptional circumstances of the last two

years, is materially greater than in the past. For a major bank board, the necessary role

of the chairman is much closer to full-time than the half-time or lesser commitment that

was the normal pattern in the past. Similarly the NED on a BOFI board will unavoidably

need to commit greater time to an increased role as outlined in Chapter 4 not least given

the broad preference of this Review for smaller boards and the need to populate separate

board risk committees where those do not already exist. In the cases of both chairman

and NEDs, this means that the ability to retain or take on other directorships will be

reduced – above all in the case of the chairman. In this situation, and given the current

and prospective difficulty of attracting high calibre individuals to take on these much

more demanding roles, above all in banks, market forces seem likely to lead to significant

upward adjustments in remuneration.

7.44 It will be for the NEDs with the guidance of the SID and the chairman of the remuneration

committee, with input from the CEO and access to appropriate (see further below)

external benchmarking, to decide on adjustment in the remuneration of the chairman.

There seems no case, however, to depart from the hitherto normal practice of making

this a flat fee, without abatement or enhancement for the performance of the business.

The chairman’s role is to provide leadership of the board and the entity through the

cycle without being overly influenced by short-term developments, whether favourable

or unfavourable. The job should reflect this “through cycle” role and the fee should not

be fine-tuned on the basis of short-term developments.

7.45 For similar reasons, there is need for review of the fees of NEDs, in particular on bank

boards, with possibly a larger differential to recognise the role of the chairman of the audit,

remuneration and, in some boards, newly-created board risk committees. After the excess in

terms of leverage and palpably inadequate judgement that led to the crisis phase, BOFI

boards have rightly and understandably adopted a very cautious approach to remuneration

for NEDs and for the chairman. But improved corporate governance should be a major

element, alongside others such as improved financial regulation, in minimising the risk of

any reoccurrence of this catastrophe. High-quality boards are an essential condition and the

contribution of those involved will in future need to be better recognised.
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The scope for possible further disclosure in remuneration
committee reports

7.46 Attention has increasingly focussed recently on the very substantial increases in the

earnings gap between the highest and lowest paid in the UK listed companies. The gap

has widened particularly dramatically in banks, not only in the UK but also in the

United States and elsewhere in Europe. This has led to calls for new regulation under

companies legislation in the UK which would require disclosure in the remuneration

committee report of the ratio between the total annual remuneration of the highest-paid

director or executive and the total annual average remuneration of the lowest-paid ten

per cent of the workforce. In addition, specific regulations recently introduced under the

Companies Act include a new provision that require listed companies to report on how

pay and employment conditions of all employees were taken into account in

determining directors’ pay.

7.47 These are major matters that have attracted considerable bipartisan political attention

and wider public concern. But although these concerns have been exacerbated in the

recent past by excess in the financial sector, they stem from a much wider perspective

of social justice linked to growing inequalities in income and wealth generally in

many developed economies. Despite the priority and attention that they have been

given in political and wider public debate, they impinge on remuneration in financial

institutions and the wider purposes of this Review only to the extent that

inappropriate and excessive incentive structures in BOFIs contributed to the severity

of the recent crisis phase, as they undoubtedly did. The recommendations in this

Review for a more explicit risk input to the remuneration process, better alignment of

incentives and materially fuller disclosure by remuneration committees should have a

significantly positive impact. They explicitly do not extend to any cap on earnings or

on the ratio of earnings of the highest to the lowest paid. These are matters involving

a much wider perspective and in which, among other factors, the continuing ability of

UK banks and of other listed UK companies to attract the best leadership on a global

basis will be of critical continuing relevance.

7.48 There are however several outstanding issues in relation to remuneration of BOFI board

members that call for specific attention. These relate to any incentive arrangements or

proposed award where the remuneration outcome for an executive board member or senior

executive is not clearly linked to measurable performance; and to exceptional pension or

other arrangements to encourage or facilitate departure in a case or cases where the board

decision is that an executive board member or senior executive should leave.
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7.49 In respect of pension provision, a particular concern highlighted by recent experience is

that no executive board member or senior executive who leaves early should be given

an automatic right to retire on a full pension – that is, through enhancement of the

value of the pension pot. This does not exclude that boards should have flexibility to

provide some top-up in particular circumstances, but this should not in future be built-in

as a contractual right. In new pension arrangements, and when existing contracts are

renewed, adjustment of the terms in this respect should be made as a matter of best practice.

Feedback to the Review has led to the conclusion that this requirement should not be

restricted to pension benefits but should cover any exceptional termination payments

that may not be appropriately and specifically linked to performance.

7.50 The relevant provisions of the CA 2006 (Sections 215 to 217) specify among other matters

that shareholder approval is required for any exceptional payments to a director on loss

of office. But the detail and complexity of these provisions (and apparent lack of

enforcement hitherto) leads this Review to a proposal that enhanced disclosure would

reduce the likelihood of inappropriate or excessive termination awards in any form

through placing an explicit obligation on remuneration committees to incorporate a

statement in their report. This is achieved in the recommendation that follows through

creation of affirmative obligation to confirm that no exceptional awards of the kinds

specified have been made to executive board members or “high end” employees as

defined above.

Recommendation 37

The remuneration committee report should state whether any executive board member

or “high end” employee has the right or opportunity to receive enhanced benefits,

whether while in continued employment or on termination, resignation, retirement or in

the wake of any other event such as a change of control, beyond those already

disclosed in the directors’ remuneration report and whether the committee has

exercised its discretion during the year to enhance such benefits either generally or for

any member of this group.

Best practice standards for remuneration consultancy

7.51 Given the increasing complexity of incentive and remuneration arrangements and the

competitive relevance of practice elsewhere, access to external advice has effectively

become essential at any rate for a FTSE 100 remuneration committee. But alongside

increased reliance on remuneration consultants, questions have arisen as to the quality

and independence of their advice. Reference has been made during the review process

to the “insidious influence of benefit consultants” who are quite widely seen as having
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been self-interestedly responsible for some part in the escalation in BOFI

remuneration packages. More specific concerns expressed relate to their undue 

focus on median or inter-quartile ranges of external comparatives rather than 

broader focus on the spread of underlying data and the different characteristics of

companies and incumbents in the sample; lack of clarity in some cases as to whether

the client is the remuneration committee or the executive; and possible conflicts of

interest and concerns as to independence where the consultant is part of a group that

has other fee-paying relationships with the entity to which remuneration advice is

being provided.

7.52 Many of these concerns are at least partly matters of perception. But others are real

and need to be substantively addressed. The remuneration process and outcome are

matters of great significance for the boards of financial entities, their shareholders and

for society more widely. Core responsibility clearly and unequivocally rests with the

remuneration committee, whose role and remit should be extended as recommended

above. In discharge of this enlarged responsibility, remuneration committees need to

develop new processes to ensure consistency between approaches to remuneration for

the executive board, senior executives and the wider employee population, and to

develop robust processes to support their decision-making exercise of discretion,

whether in a negative or positive direction.

7.53 In all this, remuneration committees will need access to high-quality external advice.

One ingredient in the urgent and much-needed restoration of confidence in

remuneration processes will be greater confidence in the integrity and professionalism

of external consultants. Principal issues to be addressed are the integrity of the

advisory process; the professional capability and competence of the adviser; and total

clarity as to the nature of the remit to the adviser and the identity of the client within

the firm. The criterion of integrity is in general terms self-evident. But in the

remuneration area, where rumour, speculation and obscurity seem to abound, a

matter of particular importance is that consulting advice should only draw on

dependable sources of information and should not fail to draw attention to relevant

information where the omission may lead to material misjudgement. The criterion of

competence should involve an obligation on consultants to maintain their knowledge

of the market environment to a level that ensures that clients receive well-researched

and authoritative advice tailored to their own situation. The need for clarity means

that any advisory role in the remuneration area should be governed by an engagement

letter between the consulting firm and the client, with a clear indication whether the

primary advisory responsibility of the relevant consultants is to the remuneration

committee, the HR function, or otherwise. Where committees rely on advice from an

adviser whose primary responsibility is to the HR function rather than the committee
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itself, the committee may wish to consider whether the committee on its own can

review the advice or whether it needs support from another adviser whose primary

responsibility is to the committee.

7.54 In response to concerns such as these, a group of the main remuneration consultants

(the Remuneration Consultants Group – RCG) proposed and published a draft code

of best practice that was attached to the July consultation paper. This was welcomed

in many responses to the consultation process, though there was emphasis on the need

for further specificity in the draft code and on the July Review focus on establishment

of an appropriately independent governance process. On the basis of this and other

feedback, members of the RCG have reworked their earlier draft code, the final

version of which is attached as Annex 12. This sets out professional standards for

consultants in the provision of advice to clients and on how the consulting – client

relationship should be managed, and is being made available on a new RCG website

that is currently being launched. The RCG code recognises the advisory contribution

and responsibilities of consultants to decision taking on executive remuneration and

sets out standards for the information they should provide to their clients. The RCG

have committed to review this code on a regular basis and, in response to the

emphasis on the need for appropriate governance of the process in the July Review

document, to seek to appoint an independent external chairman and other

independent review committee members to oversee the review process in consultation

with FTSE companies and other interested parties.

7.55 In the context of this wider corporate governance Review, the development of a

remuneration consultancy code as described above is a significant step for a hitherto

unregulated profession. This is a very welcome development.

7.56 Some concern was expressed in the Review consultation process that the July

recommendation that remuneration committees should only employ a consultant

committed to the RCG code was unduly restrictive and that it should be for remuneration

committees to decide on the provider (or providers) from whom they seek advice.

This concern seems persuasive. It is in line with the emphasis that needs to be reiterated

that the role of consultants is to advise their clients, but substantive decisions are the

responsibility of the remuneration committee. These are decisions that will be influenced

by advice but cannot be delegated to the adviser.

7.57 Against this background and given the progress made by the RCG, the two relevant

recommendations have been modified and are now merged to recommend that the RCG

establish an appropriate constitution, with provision for independent oversight and review

of the code; that, as envisaged in the July Review document, the code and an indication

of those committed to it should be lodged on the FRC website; that, irrespective of the
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The original terms of reference for the Review were to examine corporate governance in

the UK banking industry and make recommendations, including in the following areas: 

• The effectiveness of risk management at board level, including the incentives in

remuneration policy to manage risk effectively; 

• The balance of skills, experience and independence required on the boards of UK

banking institutions; 

• The effectiveness of board practices and the performance of audit, risk,

remuneration and nomination committees; 

• The role of institutional shareholders in engaging effectively with companies and

monitoring of boards; and 

• Whether the UK approach is consistent with international practice and how

national and international best practice can be promulgated.

On 21 April, the terms of reference were extended so that the Review shall also identify

where its recommendations are applicable to other financial institutions.

Terms of reference 
for this Review
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Provisions under the Companies Act 2006

Suggestions made in the consultation phase to broaden the statutory responsibility of

the board beyond the primary duty to shareholders have taken several forms, including:

raising the priority to be accorded to employees, depositors and/or taxpayers to be at

least on a par with the duty to shareholders; creating a new board post of ‘non-executive

director for public interest’; or mandating the presence of employee or small shareholder

representatives on the board. In general, the rationale for these proposals has been that

the current division between external regulation and monitoring (by regulators and

shareholders) and internal monitoring (by directors) is deficient; so that taxpayers and

employees have ended up paying the cost for the systemic failures arising from inadequate

performance by directors, shareholders and regulators. The assertion made is that the

acute information asymmetry and complexity present in BOFIs requires an enlargement

of the duty of BOFI directors to include the interests of other stakeholders more

explicitly in their decision-taking in the risk space.

Under current and, in this respect, long-established provisions of company legislation 

in the UK, the role of corporate governance is to protect and advance the interests of

shareholders through setting the strategic direction of a company and appointing and

monitoring capable management to achieve this. The principal responsibilities of a director

(whether executive or non-executive) and thus of the board, are set out in CA 2006.

Section 172 specifies the duty to promote the success of the company. Directors must

act in a way that they consider, in good faith, would be most likely to promote the

success of the company for the benefit of its members as a whole and, in doing so, they

must have regard, amongst other matters, to the following six factors:

• the likely consequences of any decision in the long term;

• the interests of the company’s employees;

• the need to foster the company’s business relationships with suppliers, customers

and others;

Discussions of statutory
foundations of the board
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• the impact of the company’s operations on the community and the environment;

• the desirability of the company maintaining a reputation for high standards of

business conduct; and

• the need to act fairly between members of the company.

The duty requires directors to be responsive to a wide array of factors and to 

take a balanced view of the long-term implications of decisions rather than focussing

exclusively on short-term financial implications. Directors must in consequence give

proper consideration to each of the listed factors (and any other factor which is relevant

to the success of the company) when considering what course of action would be most

likely to promote its overall success.

Section 173 specifies the duty of the director to exercise independent judgement at all

times. The duty does not prevent directors from exercising a power to delegate the

functions that have been conferred on them by the company’s articles of association

provided that it is duly exercised in accordance with such articles. Any director delegating

their functions would also need to have regard to the duties specified in Section 174 

CA 2006 and exercise reasonable care, skill and diligence when selecting, directing and

monitoring any delegate. The duty does not prevent directors from seeking the advice of

others, although final judgement on any board matter must clearly remain the

responsibility of an individual director.

Section 174 specifies the duty laid on directors to exercise reasonable care, skill and

diligence in everything that they do for a company. In complying with this duty, directors

must not only exercise the general knowledge, skill and experience reasonably expected

of a person carrying out their functions, but must act in accordance with any general

knowledge, skill and experience that they actually possess.

Are these provisions adequate? 

Under these provisions, members of the board have a clear responsibility to be attentive

to the interests of shareholders, whose equity would be severely weakened if not destroyed

by the damage associated with any erosion in public confidence in the ability of the

bank to meet its obligations to depositors and other counterparties. This responsibility

is complemented by the discipline of financial regulation and supervision, set to be

materially tougher in future in the wake of recent experience. As discussed in Chapter 1,

one element in the build-up to the recent crisis phase was the at least implicit calculation

by some boards that led to the assumption of high leverage, possibly encouraged in this

by shareholders, on the basis that the risk of serious loss in the longer-term was
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outweighed by the high returns on equity generated in the meantime. While tougher

regulation will in future exert a much greater constraint on such leverage, it is unclear

that any broadening of the statutory statement of its responsibility would in itself

strengthen the board’s own effectiveness in this respect. The first of the six factors to

which directors are required to have regard specifies “the likely consequences of any

decision in the long term”. Throughout this Review the criterion of boosting attention

to the longer-term is emphasised (for example, in respect of shareholder engagement 

and of remuneration) as covered in the later chapters and associated recommendations.

But this Review has found no practical way of harnessing such enhanced emphasis on

the longer-term to greater specificity in statute than is currently provided in Section 172

(as set out above).

Also relevant in this context is that even the most experienced and disciplined board is

likely to be less well-placed than the prudential supervisor or financial regulator to

assess the implications of new risks that may be building up in the financial system at

large; and the quality of such macro-prudential assessment will depend in part on the

effectiveness of regulatory co-operation across national boundaries. No augmentation 

of the statutory responsibilities of directors could displace the relevance of such key

external input in a BOFI board’s assessment of the risk position that it wishes to take.

The directors’ primary duty to shareholders may on occasion appear to conflict with the

interests of other stakeholders such as employees in the case of a proposed divestment

or an acquisition that may involve job losses as part of the generation of synergies. Such

potential conflicts are often complex and are already recognised in statute and associated

regulation relevant to employment and other industry-specific matters as well as in

competition regulation. To dilute the primacy of the duty of the BOFI director to

shareholders to accommodate a new accountability to other stakeholders would risk

changing fundamentally the contractual and legal basis on which the UK market economy

operates. It would introduce potentially substantial new uncertainty for shareholders as

to the value of their holdings and would be likely to lead to shareholder exodus from

the sector and a rise in the cost of capital for BOFIs. Broadening the range of board

responsibilities and, to take one suggestion, statutory provision for addition to the board

of a representative of a particular stakeholder interest (such as that of employees or of

minority shareholders) would distract and dilute the ability of NEDs to concentrate in

the boardroom on the most important strategic matters. One clear lesson from recent

experience is the need for heightened and intensified BOFI board focus above all in

monitoring risk and setting the risk appetite and relevance parameters which are at the

heart of the strategy of the entity. Nothing should be done that would risk eroding the

board’s capability in this respect.
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Below is a summary of key psychological issues relating to board performance, based on

their own research and literature review, provided to the Review by the Tavistock Institute

of Human Relations and Crelos Ltd.

Introduction

Boards and board behaviour cannot be regulated or managed through organisational

structures and controls alone; rather behaviour is developed over time as a result of

responding to existing and anticipated situations. It is the dynamic process through

which behaviour evolves that underlines the responsibility of the chairman to ensure

that his or her board takes time to purposefully evaluate its behaviour and the

implications on the effective functioning of the board.

Behaviour is learnable, changing and dependent upon situational demands such as

strategic context, social influence and the dynamic of the group itself. A chairman will

both influence and be influenced by his or her vision of the desired direction of the board

and the organisation, by the existing and hoped-for strategy of the future and by existing

and the actual and anticipated behaviours and demands of others on the board.

Susceptibility to social influence is not a trait of those who lack willpower; it is

hard-wired into all of us. Social science has demonstrated this on many occasions.1, 2

1. Requisite behaviour of a board chairman

Findings: 

To be an effective chairman, his or her behaviour must cover:

1. Integrating the board’s collective thinking. This is possible when a chairman

excels at seeking and sharing information; building ideas into concepts;

analysing and considering multiple perspectives and different alternatives; and

can subvert his or her individual needs for commitment to a common goal.

Psychological and
behavioural elements in
board performance
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2. Empathy and promoting openness in board members. The ability to listen at

multiple levels is critical to successful chairmanship and team dynamics.

Listening to what is not being said is as critical as listening to the words 

that are spoken. Only with this ability can a chairman engender deep trust 

and respect.

3. Facilitating interaction. This requires that a chairman’s behaviour move

seamlessly depending upon who needs to be in the conversation, rather than

‘managing’ the process. It requires that skills and expertise (authority) are

valued and respected regardless of hierarchy or power dynamics.

4. Developing others. Undertaking active coaching, mentoring and development of

talent within the board, in particular with new board members.

5. Communicating complex messages succinctly. Effective communication, through

written and spoken means, reduces the cognitive load on the board freeing more

time for analysis, exploration and learning.

6. Collaborating across boundaries. The ability to identify boundaries and 

successfully navigate across and within them is critical to creating a culture 

of collaboration and efficiency.

7. Continuous improvement. Good behavioural objectives include continuous

evaluation against internal and external benchmarks. The continual focus on

improvement is as much a mindset, as a behaviour.

The behavioural capabilities (learnable components) and traits (intrinsic and innate

components) of the high-performing chairman are extensive. Behaviours will

include facilitation, empathy (consideration of and relating to others, followers and

leaders) and coaching ; strategic thinking behaviours such as concept formation

and information search; inspirational behaviours such as influence, building

confidence and communication and performance-focussed behaviours such as

proactivity and continuous improvement. Traits might include physical vitality,

stamina, eagerness to accept responsibility, need for achievement, courage,

self-confidence, assertiveness, and openness to new ideas.

The demand for these behaviours and traits will vary depending upon the mix and

maturity of the business and the mix and maturity of other board members. But

leadership research from as far back as the 1950’s3, 4 has shown that traits do not

influence leadership ability as much as a person’s ability to learn rapidly from and

facilitate behavioural development in others. Behaviour is the clue to performance

because it is learnable and therefore can evolve with the demands of the context. A

chairman’s behaviour must operate at number of levels – task, group and systemic.
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A curriculum for inducting and developing board members might include coaching and

practice in leaderless group facilitation; consideration of role and role boundaries;

authority versus power and its implications in groups; leadership and followership; the

behaviours and processes required to maximise the intellectual capacities of groups.

Transactional leadership Transformational leadership

Transactional leadership with followers is a way of
getting things done, setting expectations and goals
and providing recognition and rewards. 

Transactions are typically based on satisfying leaders’
self-interest and the self-interest of their followers. 

Transactional leadership fulfils contractual obligations
which creates trust and establishes stable relationships
with mutual benefits for leader and follower.

The assumption is: if the desired behaviour is
produced, the contracted reward will be received. 
The leader clarifies the expectations and the follower
delivers, receiving the contingent reward. Positive 
and negative transactions are reward-based or 
coerced-based respectively.

Transformational leadership engages followers not only
to get them to achieve something of significance, but
to become “morally uplifted” to be leaders themselves.

Transformational leadership is more concerned with the
collective interests of the group, organisation and society,
not self-interest.

Components include individualised consideration,
intellectual stimulation, and charismatic 
inspiring leadership.

To be transformational, the leader has to learn the
needs, abilities and aspirations of followers and
address them considerately. By doing so, followers 
can be developed into leaders.

Power Authority

• Power relates to the availability and deployment of
resources and is either task related or not.

• Where power is used without a clear connection to
task, the result is abuse – of people, of position 
and resources.

• Power is having the resources to be able to enact
and implement one’s decisions. 

• Power is personal and has little to do with authority. 

• If personal power is exercised in a punitive, dictatorial
or rigid manner, it provokes either submission or
conformity, in which case the system displays stable
dynamics; or rage, rebellion and sabotage, in which
case the system becomes unstable and moves towards
disintegration. Both stability, with its repetition of the
past, and disintegration are destructive of creativity.

• Authority derives from a shared task, it is the product
of organisation and structure, whether it is “external”
as in the organisation’s sanction, or “internal”, as in
the mind of the leader(s); authority derives from the
task to be done and from the hierarchical structure.

• All authority is exercised in the context of the
sanction provided by the followership, but any such
sanction (or lack of it) must be measured against
the primary task of the organisation.

• Giving or withholding sanction for change must be
measured against what the change is intended to
achieve. If withholding sanction interferes with the
achievement of the organisation’s primary task, this
should be taken as resistance to change. This would
require work on the part of the leadership to address
the underlying individual and systemic anxieties.
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4. The optimum size of boards and sub-committees

Findings:

The optimum size for a Board is within the range of 8 – 12 people. When boards

are composed of more than 12 people a number of psychological phenomena,

namely, span of attention, the ability to deal with complexity9, the ability to

maintain effective inter-personal relationships and motivation are compromised.

The optimum size of a sub-committee is between 5 and 9. To ensure quality

thinking and effective interaction, sub-committees should be groups of not less than

5 and not more than 9. At 5 a group becomes more of a team, at 7 thinking is

optimised; above 9 the ability of the cognitive limit of the group is exceeded.

Psychological research on effective groups shows empirically and scientifically that

smaller boards will be more effective than large boards. The ideal size is between 8 and 12

individuals; at this size each member can give a personal account of each other board

member.10 This importance of size is due to the cognitive limit to the number of individuals

with whom any one person can maintain stable relationships, this limit is a direct function

of relative neocortex size, and this in turn limits group size. Eight to 12 persons can

know each other well enough to maximize their talents and give a personal account of

one another, the groups’ potential to integrate its thinking is enhanced and the potential

for dislocation (the feeling of not belonging or being as important as another) is reduced.

Large boards tend to suffer from the phenomena of passive free riding, dislocation and

“groupthink” reducing the ability of the board to effectively monitor senior management

and govern the business.11, 12, 13 The idea of passive free riding (not adding value) in

groups is present in many forms, often as a nameless apprehension, a threat of

something that is around, something that is going to happen. This apprehension may be

expressed through individual silence and unwillingness to talk about an issue in the

group context. This group phenomenon allows board members to take advantage of

each other through coalition building, selective channelling of information, and dividing

and conquering. Dislocation causes participation and commitment to decrease. This

effect is typically seen as group size grows beyond the 8-12, increasing the opportunity

for leadership to be controlling and political.

“Groupthink” is a type of thought exhibited by group members who try to minimize

conflict and reach consensus without critically testing, analysing and evaluating ideas.

As a group grows beyond the optimum size the leadership task increases exponentially

and with it grows the likelihood of groupthink as member’s motivation to achieve

unanimity overrides motivation to appraise alternative courses of action.
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