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CORPORATE GOVERNANCE, OWNERS, AND STAKEHOLDERS

Following the global banking crisis, Lord Adair Turner, Chairman of the FSA, was asked by
the Chancellor of the Exchequer to carry outa review and make recommendations for reform-
ing UK and international approaches to the way banks are regulated. The Turner Review was
published in the spring of 2009. Issues highlighted include remuneration policies designed to
avoid incentives for undue risk-taking; whether changes in governance structure are needed
to increase the independence of risk management functions; and consideration of the skill
and time commitment required for non-executive directors of large complex banks to effec-
tively perform their role.

In 2010 the UK government decided that it would be appropriate for the FSA to undergo
some internal restructuring. The FSA has therefore been streamlining its operations in the
wake of the financial crisis so that it can perform more effective regulation of banks and the
financial markets. The changes include combining the retail and wholesale supervision units
into a single division and creating standalone risk and international units.

Financial Reporting Council (FRC)

The FRC used to have six operating bodies: the Accounting Standards Board (ASB), the APB,
the Board for Actuarial Standards (BAS), the Professional Oversight Board, the Financial
Reporting Review Panel (FRRP), and the Accountancy and Actuarial Discipline Board (AADB).
The importance placed on corporate governance was evidenced by the fact that, in March
2004, the FRC set up a new committee to lead its work on corporzte governance.
Overall, the FRC is responsible for promoting high standardsa! corporate governance. It

aims to do so by:

» maintaining an effective UK Corporate Governancé nde and promoting its widespread
application;

» ensuring that related guidance, such as that(or| internal control, is current and relevant;

» influencing EU and global corporate gevernance developments;

o helping to promote boardroom préfassionalism and diversity;

» encouraging constructive interaction between company boards and institutional
shareholders.

The FRC has carried out séveral consultative reviews of the Combined Code which led to the
amended Combined’Ccde in 2006 and 2008: whilst the review in 2009 culminated in the
issue of the UK Corparate Governance Code in 2010. Subsequent reviews took place in 2011,
2012, and 2014. The frequency of the reviews is both an indicator of the FRC's responsibil-
ity for corporate governance of UK companies, which involves leading public debate in the
area, and its response to the global financial crisis, which has, in turn, affected confidence in
aspects of corporate governance.

In 2012, the structure of the FRC was reformed. The FRC Board is now supported by three
committees: the Codes and Standards Committee, the Conduct Committee, and the Execu-
tive Committee. The Codes and Standards Committee will advise the FRC Board on matters
relating to codes, standard-setting, and policy questions, through its Accounting, Actuarial,
and Audit & Assurance Councils. The Conduct Committee will advise the FRC Board in mat-
ters relating to conduct activities to promote high-quality corporate reporting, including
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CORPORATE GOVERNANCE, OWNERS, AND STAKEHOLDERS

Box 21 The Code of Best Practice

1. The Board of Directors

1.1 The board should meet regularly, retain full and effective control over the company, and
monitor the executive management.

1.2 There should be a clearly accepted division of responsibilities at the head of a company, which
will ensure a balance of power and authority, such that no one individual has unfettered powers
of decision. Where the chairman is also the chief executive, it is essential that there should be a
strong and independent element on the board, with a recognized senior member.

1.3 The board should include non-executive directors of sufficient calibre and number for their
views to carry significant weight in the board'’s decisions.

14 The board should have a formal schedule of matters specifically reserved to it for decision to
ensure that the direction and control of the company is firmly in its hands.

1.5 There should be an agreed procedure for directors in the furtherance of their duties to take
independent professional advice if necessary, at the company’s expense.

1.6 All directors should have access to the advice and services of the company secretary, who is
responsible to the board for ensuring that board procedures are followed and that applicable
rules and regulations are complied with. Any question of the remov2! of the company secretary
should be a matter for the board as a whole.

. Non-executive Directors
2.1 Non-executive directors should bring an independent ji:dserhent to bear on issues of strategy,
performance, resources, including key appointments a1 standards of conduct.

2.2 The majority should be independent of manager<:t and free from any business or other
relationship which could materially interfere wit'. tne exercise of their independent judgement,
apart from their fees and shareholding. Tr.=ir iees should reflect the time which they commit to
the company.

2.3 Non-executive directors should be agnointed for specified terms and reappointment should
not be automatic.

2.4 Non-executive directors shoui1 be selected through a formal process and both this process and
their appointment shotla be a matter for the board as a whole.

. Executive Directors
3.1 Directors service eontracts should not exceed three years without shareholders’ approval.

3.2 There should be full and clear disclosure of directors’ total emoluments and those of the
chairman and highest paid UK director, including pension contributions and stock options.
Separate figures should be given for salary and performance-related elements and the basis on
which performance is measured should be explained.

3.3 Executive directors’ pay should be subject to the recommendations of a remuneration
committee made up wholly or mainly of non-executive directors.

. Reporting and Controls

41 Itis the board’s duty to present a balanced and understandable assessment of the company’s
position.

4.2 The board should ensure that an objective and professional relationship is maintained with the
auditors.
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key challenge in practice and remains one of the central elements of the corporate govern-
ance debate in a number of countries. The OECD underlines the importance of boards being
able to treat remuneration and risk alignment as an iterative process, recognizing the links
between the two, and disclosing in a remuneration report the specific mechanisms that link
compensation to the longer term interests of the company. The capacity of a firm's govern-
ance structure to produce such a balanced incentive system is critical and therefore ways to
enhance governance structures have received more emphasis recently including the role of
independent non-executive directors and the ‘say on pay’, whereby shareholders may have
either a binding or non-binding vote on executive pay.

Subsequently, in 2011 the OECD published Board Practices, Incentives and Governing Risks
in which it looked at how effectively boards manage to align executive and board remu-
neration with the longer term interests of their companies as this was one of the key failures
highlighted by the financial crisis. The OECD highlights that ‘aligning incentives seems to be
far more problematic in companies and jurisdictions with a dispersed shareholding structure
since, where dominant or controlling shareholders exist, they seem to actas a moderating
force on remuneration outcomes’.

Box 22 OECD Principles of Corporate Governance (2044)

Principle

Narrative

1. Ensuring the basis for an
effective corporate governance
framework

o fhé .r.ighis bf sﬁaréholders and

key ownership functions

IIl. The equitable treatment of

shareholders

IV, The role of stakehoidei = in
corporate govaincrce

V. Disclosure and transparency.

VI, The responsibilities of
the board

The corporate governance fra? \ework should promote transparent
and efficient markets, be <o isistent with the rule of law, and clearly
articulate the divisicn of responsibilities among different SUpervisory,
regulatory, and zii.rcement authorities.

The corpoiats governance framework should protect and facilitate the
exercise of _hiareholders' rights.

The co/porate governance framework should ensure the equitable
=atment of all shareholders, including minority and foreign
“hareholders. All shareholders should have the opportunity to obtain
effective redress for violation of their rights.

The corporate governance framework should recognize the rights
of stakeholders established by law or through mutual agreements
and encourage active co-operation between corporations and
stakeholders in creating wealth, jobs, and the sustainability of
financially sound enterprises.

The corporate governance framework should ensure that timely
and accurate disclosure is made on all material matters regarding
the corporation, including the financial situation, performance,
ownership, and governance of the company.

The corporate governance framework should ensure the strategic
guidance of the company, the effective monitoring of management
by the board, and the board's accountability to the company and the
shareholders.

Source: Principles of Corporate Governance (OECD, 2004).
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