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The roles of the board of directors and of institutional investors in securing good corporate governance: 
UK listed companies must report in their annual financial statements on the extent to which they have complied with the UK Combined Corporate Governance Code (2008) (“the Code”) or to explain any areas of non-compliance (i.e. “comply or explain”).
In the wake of the global financial crisis, Sir David Walker (a former regulator) was asked, in 2009, by the UK Government to recommend measures for improving the corporate governance of UK banks, particularly in terms of risk management. The Financial Reporting Council (“FRC”), which issues and revises the Code, at the same time initiated a review of the Code.

The Code mainly focuses on the corporate governance role and responsibilities and operational arrangements of the board of directors but also includes a short section (E) on the role and responsibilities of institutional investors (i.e. major shareholders). The main points of this are:
· Institutional shareholders should enter into a dialogue with companies based on the mutual understanding of objectives.

· When evaluating companies’ governance arrangements, particularly those relating to board structure and composition, institutional shareholders should give due weight to all relevant factors drawn to their attention (they should consider carefully explanations given for departure from the Code and make reasoned judgements in each case. They should give an explanation to the company and be prepared to enter a dialogue if they do not accept the company’s position. They should avoid a box-ticking approach).

· Institutional shareholders have a responsibility to make considered use of their votes.(and they should, on request, make available to their clients information on the proportion of resolutions on which votes were cast and non-discretionary proxies lodged. Major shareholders should attend AGMs where appropriate and practicable). 

In their reviews both Walker and the FRC expressed the view that the Code should be separated into two separate codes: 
· a Governance Code focussing on the role of the board, and 
· a Stewardship Code for institutional investors.
This proposed separation of the Codes seems to be motivated by a desire to give greater recognition of the important role which can be played by investors in corporate governance. 
The Walker review made the following recommendations concerning institutional investors, in order to improve the ability of their clients to make such informed choices:

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

· • the Code on the Responsibilities of Institutional Investors, prepared by the Institutional Shareholders’ Committee, should be ratified by the FRC and should operate as a Stewardship Code on a comply or explain basis, and should be reviewed by the FRC on a regular basis;

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

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

The Walker review also stated that non-UK investors should be encouraged to commit to the Stewardship Code on a voluntary basis in the belief that this was likely to be in their own interests and in that of their clients as ultimate beneficiaries.

Following these recommendations, the UK Government asked the FRC to accept responsibility for a Stewardship Code. The FRC welcomed that opportunity to assist constructive engagement, which should underpin good corporate governance in investee companies and thus complement the FRC’s existing responsibility for promoting high standards of corporate governance in the Combined Code. The FRC therefore agreed to take on this new responsibility, subject to ensuring that such a code can be operated effectively.

The main points of the Institutional Shareholders’ Committee Code on the Responsibilities of Institutional Investors (November 2009), on which the Stewardship Code is to be based, are:

· Institutional investors should publicly disclose their policy on how they will discharge their stewardship responsibilities (including the strategy on intervention and the policy on voting and the use made of, if any, proxy voting or other voting advisory service, including information on how they are used and the policy on considering explanations made in relation to the Corporate Governance Code). 

· Institutional investors should have a robust policy on managing conflicts of interest in relation to stewardship and this policy should be publicly disclosed. 
· Institutional investors should monitor their investee companies (as part of this institutional investors should seek to satisfy themselves that the investee company’s board and sub-committee structures are effective, and that independent directors provide adequate oversight; and maintain a clear audit trail, for example, records of private meetings held with companies, of votes cast, and of reasons for voting against the investee company’s management, for abstaining, or for voting with management in a contentious situation). 

· Institutional investors should establish clear guidelines on when and how they will escalate their activities as a method of protecting and enhancing shareholder value (they should set out the circumstances when they will actively intervene and regularly assess the outcomes of doing so. Intervention should be considered regardless of whether an active or passive investment policy is followed. Institutional investors may consider they need to intervene when they have concerns about the company’s strategy and performance, its governance or its approach to the risks arising from social and environmental matters). 

· Institutional investors should have a clear policy on voting and disclosure of voting activity (Institutional investors should seek to vote all shares held. They should not automatically support the board.) 

· Institutional investors should report periodically on their stewardship and voting activities (transparency is an important feature of effective stewardship. Institutional investors should not, however, be expected to make disclosures that might be counterproductive. Confidentiality in specific situations may well be crucial to achieving a positive outcome). 

· Institutional investors should be willing to act collectively with other investors where appropriate 
The FRC is currently consulting on whether any amendments need to be made to the ISC Code in this connection before it is adopted as the Stewardship Code.
There is a difficulty with the practical working of a Stewardship Code. The present Governance Code works on the basis that the Code lays down standards and listed companies are required to make “comply or explain” disclosures relative to the code – it is then for the shareholders to hold the board to account (e.g. by use of shareholders’ votes).  However in the case of the Stewardship Code it is less clear who will hold the institutional investors to account – though, as a first step, they will be expected to make “comply or explain” disclosures regarding that code.
The changing profile of institutional investors

The term “institutional investor” was originally applied to insurance companies, pension funds and collective investment vehicles (such as unit trusts and investment trusts). These were large “long term” investors.  The investments were often managed for these investors by specialist investment managers who would also conduct relations with investee companies. More recently there has been a growth of voting advisory services and voting proxy services (which exercise votes on behalf of institutional investors). Also new types of investors have come to prominence such as sovereign wealth funds and hedge funds – these differ from the traditional types of institutional investor as regards the extent to which they are long term investors and also as to the extent to which they are prepared to involve themselves in the affairs of investee companies.  
More restrictive governance rules for banks and other major financial institutions – should they be extended to other sectors?
Key recommendations from the Walker review:

· The fundamental change needed is to make the boardroom a more challenging environment than it has often been in the past; requires non-executives able to devote sufficient time to the role in order to assess risk and ask tough questions about strategy.

· Institutional investors should be less passive and prepared to engage earlier if they suspect weaknesses in governance. 

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

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

· Chairman of board to face annual re-election

· Chairman of remuneration committee to face re-election if remuneration report gets less than 75% approval

· Most non-executives to spend substantially more time on the role
· Banks should have board level risk committees chaired by non-executive

· Risk committees to scrutinise and if necessary block big transactions

· Chief Risk Officer to have reporting line to risk committee

· Chief Risk Officer can only be sacked with agreement of board

· Remuneration committees should disclose right of high-paid employees to receive enhanced benefits

Much of the above is likely to be implemented in the revised UK Corporate Governance Code to be published by the FRC (probably in June 2010).
An important question in this connection is the extent to which these changes should also be applied more widely to listed companies outside the banking sector. There are several arguments against this. The governance failings do appear to have largely been confined to the banking sector so that it is difficult to justify extending the more restrictive rules beyond that sector. Also the banking sector poses particular problems in that banks are seen as too important to fail so that Government rescues may well be necessary – which again is not really applicable outside the banking sector. 
The FRC review of the code also envisages some further changes to the code (applicable to all listed companies) concerning board evaluation reviews and a possible requirement to make a comply or explain statement disclosure concerning the issue of whether the chairman or all directors should be annually re-elected. The ICSA has also been asked to lead a process to update the detailed Higgs report guidance which supports the governance code (this deals e.g. with role of the chairman and non-executive directors).
The growing emphasis in corporate governance on behavioural governance
The Walker review (see above) examined board management of risk (including the effectiveness of risk and audit committees), incentives to manage risk in bank remuneration policies, the competences needed on bank boards, board practices and structures, and the role played by institutional shareholders.  It was subsequently agreed with those conducting the review that ICSA would contribute to the review by conducting  research on ‘appropriate boardroom behaviours’. 

ICSA’s report: Boardroom Behaviours was published in June 2009. The report concluded that: 
“• 
appropriate boardroom behaviours are an essential component of best practice corporate governance; and that the absence of guidance on appropriate boardroom behaviours represents a structural weakness in the current system;

• 
had that guidance been available and, more importantly, observed, some of the consequences of the current crisis might have been less severe and that, in any case, prevention of a recurrence of the events of the last year is at least partly dependent upon guidance on appropriate boardroom behaviours being incorporated in the UK Corporate Governance Code; and

• 
better articulation of the business case for best practice corporate governance, and more focus on directors’ responsibilities and potential liabilities, should incentivise directors to exhibit appropriate boardroom  behaviours.”

ICSA’s more detailed findings include:
“Best practice boardroom behaviour may be characterised by:

• a clear understanding of the role of the board;

• the appropriate deployment of knowledge, skills, experience, and judgment;

• independent thinking;

• the questioning of assumptions and established orthodoxy;

• challenge which is constructive, confident, principled and proportionate;

• rigorous debate;

• a supportive decision-making environment;

• a common vision; and

• the achievement of closure on individual items of board business.”

In the view of the ICSA the degree to which these behaviours can be delivered is shaped by a number of key factors:

“• the character and personality of the directors and the dynamics of their interactions;

• the balance in the relationship between the key players, especially the chair and the CEO, the CEO and the board as a whole, and between executive and non-executive directors;

• the environment within which board meetings take place; and

• the culture of the boardroom and, more widely, of the company.

Heightening directors’ sensitivity to the importance of the need for further change can be achieved by acknowledging and developing the motivations for improved performance. The two principal drivers are:

• ‘Benefit’ – helping directors to see best practice corporate governance as a business facilitator and not a business killer. The value proposition of best practice governance should be framed in terms of the aim to maintain and grow the legitimacy, credibility and capability of the company to deliver the business plan and strategy. The pursuit of best practice corporate governance should be seen as delivering competitive advantage, because it strengthens the process and quality of decision-making and, hence, the overall efficiency and effectiveness of the board and, ultimately, the company.

• ‘Failure’ – reminding directors how failure to perform at a satisfactory level can carry negative consequences. Behavioural change will also be driven by taking account of directors’ duties, responsibilities and potential liabilities. Directors need consciously to reflect on a wider range of considerations than those simply related to short-term profit and share-price growth. Greater awareness of the non-financial factors which deliver the sustainability of the business model, and take account of the legitimate expectations of shareholders and other business critical stakeholders, is crucial in helping the company achieve its business objectives.”

The aim of corporate governance
Deliberations on the future development of corporate governance codes must pay due regard to the principle that corporate governance must support the long term success of the company – and not just be an exercise in compliance. It may well be that giving greater prominence to shareholders in corporate governance structures will help to ensure due respect for this principle.
The company secretary, having an important role in the establishment and operation of the company’s corporate governance arrangements, will have a role of similar importance in implementing changes resulting from the governance developments described above. The importance of the secretary’s role in this is also reflected in the involvement of ICSA on the questions of behavioural governance and the updating of the Higgs guidance.
References for further information/ background on the matters discussed above:

UK Financial Reporting Council (corporate governance material)

http://www.frc.org.uk/corporate/index.cfm
Walker Review of Corporate Governance of UK Banking Industry
http://www.hm-treasury.gov.uk/walker_review_information.htm
Information on UK Companies Act 2006:

http://www.berr.gov.uk/Policies/business-law/company-and-partnership-law/company-law
UK Parliament inquiry into the banking crisis

http://www.parliament.uk/parliamentary_committees/treasury_committee/bankingcrisis.cfm
Institute of Chartered Secretaries and Administrators (UK guidance)

http://www.icsa.org.uk/policy-guidance/guidance-and-reports
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