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Companies Governance Handbook

Introduction
This handbook is owned by the Director of Commercial and Procurement who is responsible for keeping it up to date, relevant and accessible and for arranging relevant training for those involved in working with our companies.
The purpose of this handbook is to act as a practical guide for Nottingham City Council (NCC) members and officers, and staff and board members of entities in which the Council have a controlling interest, in their dealings with each other and with the important business that is conducted by them. Aspects of this handbook may also apply to the following entities, depending on the nature of the Council’s interest in them:
· entities in which the Council has ownership
· entities to which the Council can appoint a representative
· entities with which the Council has a strong association e.g., provision of grants
The governance, structure and processes take account of the latest thinking in local government and in particular, the Lawyers in Local Government (LLG) the Governance of Council Interests in Companies – Code ode of Practice, and the Chartered Institute of Public Finance and Accountancy (CIPFA)’s guidance document produced for the Council. The principle of “comply or explain” is expected in relation to following the requirements of this handbook. That is to say, compliance with the requirements contained here is mandated, unless there is a good, well-argued and documented reason for adopting a different approach, agreed with the Council’s S151 Officer and Monitoring Officer. Constitutional and legal requirements must still be followed, however.
At its heart, this governance model is concerned with demonstrating the transparency and accountability that is essential for all parties to have confidence in each other and to make the best decisions in the interests of all.
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Governance Structure
The Council’s Constitution
The Constitution governs how the Council works and always takes precedence. In particular, it sets out the roles, powers and limits of delegation of the Executive and key committees including Companies Governance, Overview & Scrutiny and Audit committees. The Constitution should be referred to alongside this handbook.
The COE’s Governing Documents
Each COE has a set of its own governing documents to meet the requirements of the law and those of its shareholders. Every COE is an independent entity free to operate within the scope of its governing documents. It is important that the distinction between a COE and the Council is clearly understood. The governing documents for each COE are held by the Shareholder Unit.
Article 10 of the Council’s Constitution - Executive Arrangements (including the Executive Scheme of Delegation)
Article 10 describes how decisions are made by the Council’s Executive. This includes the Companies Governance Executive Committee (CGEC) and sets out its terms of reference. The authority to make decisions may be delegated to Council Officers.
Where any decision is a Key Decision, they can only be taken in accordance with the notice requirements outlined in Article 13.
Article 19 of the Constitution – Council Companies
This Article sets out the principles and governance that relates to COEs. It explicitly states that the Executive acts as the Shareholder (or its equivalent) in respect of all COEs and that decisions can be delegated to officers. Article 19 is freely available to anyone and is, along with the rest of the Constitution, published on the Council’s website.
Commercial and Procurement Strategy
The Commercial and Procurement Strategy sets the direction and aims of the Council in respect of the entities in which the Council has an interest. The strategy acts as a bridge between these entities and the broader strategic objectives of the Council. 


Glossary
	Articles of Association
	Written rules about running the company agreed by the shareholders or guarantors, directors and (where there is one) the company secretary

	The Chartered Institute of Public Finance and Accountancy (CIPFA)
	CIPFA is a UK-based international accountancy membership and standard-setting body

	Director of Commercial and Procurement
	[bookmark: _Hlk109031978]NCC Officer with responsibility for all procurement, contract management and effective oversight and shareholder inputs for COEs

	Commercial and Procurement Strategy
	The Commercial and Procurement Strategy sets the direction and aims of the Council in respect of the entities in which the Council has an interest. The strategy acts as a bridge between these entities and the broader strategic objectives of the Council

	Companies Act 2006
	The Companies Act was introduced in 2006 to do the following things: to simplify administration. To improve the rights of shareholders. To update and simplify corporate law

	Companies Governance Executive Committee (CGEC)
	To approve and oversee the Council's strategic objectives across the NCC group of companies and to support the development of the Group, in line with the Council's regulations and ambitions

	Company Chair
	The chair’s primary role is to ensure that the board is effective in its task of setting and implementing the company’s direction and strategy. 

	Company Directors
	Persons appointed to act as a director in accordance with the Companies Act 2006. They have a number of legal duties, set out in the Governance Roles section of this document

	Council Appointed Board Members
	Board members (also known as directors if the COE is a company), that the Council has the power to appoint

	Council Owned Entity (COE)
	A company, or other entity, in which the council has shares, or for which it is a member

	Financial Reporting Council (FRC)
	FRC is an independent regulator in the UK and Ireland, responsible for regulating auditors, accountants and actuaries, and setting the UK's Corporate Governance and Stewardship Codes. It is due to be replaced by the Audit, Reporting and Governance Authority

	Lawyers in Local Government (LLG)
	LLG is the representational body for all lawyers and governance officers working in local authorities and similar organisations

	Memorandum of Association
	A legal statement signed by all initial shareholders or guarantors agreeing to form the company

	NCC Constitution
	The Constitution is the fundamental document that describes how the Council works. In particular it sets out the decision-making process by the Executive and oversight of the Executive’s decisions by the Overview & Scrutiny and Audit committees

	Reserved Matters
	A shareholders’ agreement and / or articles of association will often set out things which the company should not do without first getting the approval of shareholders. These are known as reserved matters

	Shareholder Agreement
	An agreement entered between all or some of the shareholders in a company. It regulates the relationship between the shareholders, the management of the company, ownership of the shares and the protection of the shareholders. They also govern the way in which the company is run

	Shareholder Representative
	A council officer whose purpose is to represent and protect the Council's interests and to act as a conduit between the Council and the company

	Shareholder Unit
	Comprises the Director of Commercial and Procurement, finance officer, compliance officer and legal officer. The Shareholder Unit acts as the custodian of the shareholder’s interests in the COEs





Operating Relationship between NCC and Council Owned Entities (COEs)
The following diagram show each entity – the Council and a COE – in its own column with their respective governance, decision making & execution, strategy & planning, oversight and scrutiny arrangements in relation to COEs.[image: ].

Governance Documents
Articles of Association
These are the written rules that determine how the COE is run and is agreed by the shareholders or guarantors, directors and (where there is one) the company secretary.
NCC envisages that COEs will have articles of association that are fit for purpose, and the requirements for each entity in which it has ownership will be considered on a case-by-case basis.
Shareholder Agreement 
Although the articles of association and a shareholders’ agreement are very similar in nature, and their contents will quite often overlap, the shareholders’ agreement is a confidential document, whereas the articles of association are open for the public to view at Company House. This may affect the decision about what is included in the articles of association and what should be kept private in the shareholders’ agreement.
Typically, a shareholder agreement will cover the following:
· The nature of the company and its purpose
· The process for appointing and removing directors
· How decisions about the company will be made
· How disputes will be resolved
· The shareholders’ rights to information
· How shares will be distributed and sold
· Any restraint provisions on shareholders
Reserved Matters 
Found in the shareholder agreement and / or the articles of association, reserved matters are those things the COE can only do with the agreement of the shareholder(s).
Typically, these include the following:
· Commencement of any proceeding for the voluntary dissolution, winding up or bankruptcy of the company.
· Any non-pro rata reduction to the share capital of the company, except as required by law.
· Approval of and any amendment to the articles of incorporation or by-laws of the company, which amendment would change (A) the name of the company, (B) the jurisdiction of incorporation of the company, (C) the purpose or purposes for which the company is organized, (D) the size of the board of directors or (E) the shareholder approval requirements for shareholder reserved matters.
· Any appointment to the board of directors
· Removal of directors 
· Any merger, amalgamation or consolidation of the company with any other entity or the spinoff of a substantial portion of the business of the company.
· The creation of any subsidiary entity.
· The sale, conveyance, transfer or other disposal of all or substantially all of the assets of the company, whether in a single transaction or a series of related transactions.
· Any change in the principal line of business of the company.
· Entering into any mortgage, lease or other long term financial commitment.
· The use by the company of any assets as security against any financing instrument



Governance Roles
Company Directors
Major duties of a company director 
From Dr Roger Barker, Head of Corporate Governance, Institute of Directors (IoD)
The company’s constitution
The first of these duties is that a director must act within their powers under the company’s constitution. The most important part of the company’s constitution is the articles of association. These are an important set of rules for the company and for the board.
Promoting the success of the company
The second major duty of a company director is to promote the success of the company. The duty states a director 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 (shareholders) as a whole. 
When making decisions, directors must also consider the likely consequences for various stakeholders, including employees, suppliers, customers and communities. They should also consider the impact on the environment, the reputation of the company, company success in the longer term and all of the shareholders (including minority shareholders). 
Board decisions can only be justified by the best interests of the company, not on the basis of what works best for anyone else, such as particular executives, shareholders or other business entities. But directors should be broad minded in the way that they evaluate those interests – paying regard to other stakeholders rather than adopting a narrow financial perspective.
Independent judgement
The third major duty requires directors to exercise independent judgement. Directors are meant to develop their own informed view on the company’s activities.
Directors should not be delegates who simply implement the commands of other parties (such as major shareholders). Nor should they avoid their responsibility to make independent decisions by relying on the knowledge or judgement of other directors or experts.
A director needs to form their own view, and this may require some effort – especially if they are not already familiar with key aspects of the company’s activities.
Exercise reasonable care, skill and diligence
In the past, directors could be appointed purely for their name or reputation, without the expectation that they would actually do any work as a board member. Those days are now over due to the duty for directors to exercise reasonable skill, care and diligence in their role.
The benchmark is that of a reasonably diligent person with the general knowledge, skill and experience that could reasonably be expected from a person carrying out the director’s functions. Also, directors with specific professional training or skills (such as a lawyer or accountant) are held to a higher standard in related issues than less qualified colleagues.
Conflicts of interest and personal benefits
The remaining three legal duties relate to the need for directors to avoid or manage conflicts of interest which may affect their objectivity.
If situations arise which impose multiple claims on a director’s attention or loyalty, it is essential that they disclose them to fellow board members. It will then be up to the other non-conflicted board members (or the shareholders, in some cases) to decide how to manage or approve the conflict and maintain the integrity of the board’s decision-making process.
Examples of conflicts of interest include situations where the director has relationships of a business or personal nature with persons or entities that are affected by the company’s activities. It could also relate to situations where the director may be considering taking advantage, on a personal basis, of property, information or opportunity which belongs to the company.
Gifts or benefits from third parties are also a potential threat to a director’s objectivity. Most importantly, directors have a statutory duty to disclose any direct or indirect interest in proposed or existing transactions or arrangements with the company.
Keeping a record
How can a director prove they’ve fulfilled these legal duties? One of the important purposes of the minutes of board meetings is to provide a record of the board’s decision-making process. By law, these minutes must be kept for 10 years.


Council Appointed Board Members
Power to appoint and remove board members
The public law related power to appoint and remove board members is found in Article 19 of the Council’s Constitution. CGEC will exercise this power for appointments to COEs, and the Executive Board will make appointments to other outside bodies.
The company law related power for the council, as shareholder, to appoint and remove board members will be found in the relevant COE’s articles and shareholder agreement.
Policy for the appointment of directors to COEs
The performance of each company’s board of directors is critical in delivering the Council’s objectives (which should be clearly set put in the original business case, governing documents, and the annual business plan). The Council follows the LLG Code of Practice and current best practice when making board appointments. The LLG Code of Practice states that:
10.2 The representatives who are appointed directors by the executive will participate directly in the activities of the company and are answerable to the company and have the powers and duties of company directors whilst they do so. Accordingly, the Government Guidance goes on to suggest that this requirement in a trading company and the accompanying conflict of interests that may arise means that officers are better placed to fulfil this role. 
 10.3 Whilst it will therefore be the norm that officers, not members, will be appointed as directors, this should not prevent the Council from appointing Members as directors where that is considered to be in the best interests of the company and the Council. If Members of the Council are appointed as directors of a company, the following paragraphs should be borne in mind and, in particular, that the member notes that:
Conflicts of interest may be waived by a company but, as a matter of public law, never in the decision making of the Council: the Council Member / company director will always have a conflict of interest when it comes to their role as a councillor that must be resolved and resolved in the favour of the company. A Member as director, therefore, must not be a party to making a decision of the Council affecting the company, but may proffer evidence or advice to the Council on the company’s behalf when invited to do so.
To ensure that the best interest of both the companies and Council are met, the Council will appoint the best possible suited candidate who are demonstrably competent and have sufficient knowledge to undertake the role.
Process for board appointments to COEs
When a vacancy arises, the following steps will be taken:
(i)	The Shareholder Unit will confirm the current standards as set out in the IoD Competency Framework
(ii)	The Shareholder Unit will consult with the chair of the relevant company and gather their specific requirements for each new board director. This may cover areas such as industry knowledge relevant to the company’s areas of activity, specific technical knowledge or skills in areas such as finance, commercial, legal, HR, risk etc
(iii)	The Shareholder Unit will compile the requirements with HR Business Lead and begin a recruitment advertising process designed to attract candidates with the required skills and experience
(iv)	Following receipt of applications, a member of the Shareholder Unit and the relevant shareholder representative will short list candidates’ applications
(v)	Once the shortlist is complete, the candidates will be interviewed by a panel comprising a CGEC member, a Shareholder Unit member and the relevant shareholder representative and chair
(vi)	The interview will include an evaluation to identify any potential conflict of interest. This will encompass the interests of connected persons, which are defined by the relevant legislation
(vii)	The interview panel will recommend the candidates judged as the best suited to the next CGEC meeting for formal appointment
(viii)	In cases where the chair is seeking reappointment, the company’s Senior Independent Director (SID) should assume the chair’s role in the appointment process. If a company doesn’t have a SID, another director will be proposed to fulfil that role
Remuneration
Appointees will be paid £400 per day for the work they carry out as a board director. If any NCC councillor or officer is appointed, this fee will not be paid.
Term of appointment to a COE board
It is up to the Council, as shareholder, to determine how long a council appointed board member should remain in place. It is the intention that the NEDs appointed by the Council may serve two consecutive, three year terms, subject to review on their performance. 

Shareholder Representatives
For each COE, the Council will appoint a shareholder representative. Each shareholder representative will have sufficient experience, skills and seniority to be able to discharge their duties effectively. 
The purpose of the shareholder representatives is to protect the Council's interests and to act as a conduit between the Council and the COE.
The Shareholder Representative will be appointed by CGEC or the Chief Executive and directly accountable to the Chief Executive.
The full role profile is here:

[bookmark: _MON_1780309502] 

All current and prospective shareholder representatives will undertake training to the same standard and scope of the Institute of Directors Director Competency Framework. 

To support the shareholder representatives, a forum will be created to allow the free exchange of ideas, challenges and experiences and to support prospective shareholder representatives as they undertake their training and in handovers from one representative to another. The forum will be organised by the Shareholder Unit.

Creating a pipeline of shareholder representatives

The Shareholder Unit will create and maintain a pipeline of prospective shareholder representatives from officers employed by NCC. The council may choose to offer a small financial incentive to interested parties to take on these additional duties. Selection and appointment of officers as prospective shareholder representatives will follow prevailing NCC policies.

Shareholder Unit 
The Shareholder Unit comprises the Director of Commercial and Procurement, finance officer, compliance officer and legal officer. The team reports into the S151 Officer.
1. Purpose
The main function of the Shareholder Unit is to embed the LLG Code of Practice into NCC ways of working by:
a. Acting as the custodian of the shareholder’s interests in the COEs
b. Establishing with CGEC the outcomes NCC requires of its group companies, frequently testing the group entities against these
c. Building and maintaining an effective and transparent relationship between the Council and COEs
d. Ensuring each COE has the right level of challenge and support from the Council
e. Establishing and maintaining a group environment and culture for COEs
f. Preparing, gaining approval and implementing a commercial strategy for the COEs within the group

2. Approach
a. Keeping up to date with best practice and legislative changes
b. Establishes impartial, factual decision making, based on reliable information and justifiable commercial criteria
c. Operate efficient and practical processes, avoiding duplication with existing Council governance
d. Governance is collectively understood between NCC and the COEs, and is applied accordingly
e. Shareholder compliance points are addressed (and evidenced)
f. A collaborative and pragmatic approach is demonstrated
g. Key events are planned for and emergent issues are managed on a priority basis
h. Awareness between group entities of the collective challenge and opportunities is evident
i. Current year budget and MTFP are regularly monitored and informed

Major Governance Policies
Risk Management Policy 
The companies are responsible for their own arrangements in respect of risk management. NCC require these arrangements to be broadly in line with the FRC’s Guidance on Risk Management, Internal Control and Related Financial and Business Reporting. This requirement should be set out in the COEs articles of association and/or shareholder agreement as appropriate.
The shareholder representative is responsible for periodically seeking assurance that the companies are complying with this requirement. To assist the shareholder representative, the following checklist covers the significant elements of the FRC guidance. Detailed evidence of compliance (or otherwise) will be produced in a report and sent in draft to the company for their comments or corrections. A final version will be distributed under the Director of Commercial and Procurement’s guidance.
Checklist
	Item
	Description
	Evidence

	1
	There is a clear statement, endorsed by the Board, setting out the company’s willingness to take on risk commensurate with its risk appetite.

	

	2
	The risk statement is reviewed at least annually and when there is any significant business change or change to the risk environment

	

	3
	There is a clear statement describing the nature and extent of the risks facing, or being taken by, the company which it regards as desirable or acceptable for the company to bear

	

	4
	The board is provided with sufficient information to allow it to assess the effectiveness with which risk is being managed or mitigated

	

	5
	Risk management and internal controls are integrated with considerations of strategy and business model, and with business planning processes

	

	6
	Risk management is demonstrably incorporated into the company’s day to day management and governance processes.

	

	7
	The board can demonstrate that the company’s management systems offer adequate assurance that risk is being effectively managed.

	





Conflicts of Interest Policy
Introduction
A conflict of interest arises when an individual has competing interests or loyalties, financial or otherwise, where serving one interest may mean working against the other. Company law requires directors to disclose such interests (IoD). The policy adopted by the Council is based on the IoD guidance.
Directors’ duties – (Section 175 Companies Act 2006)
Directors must avoid circumstances in which ‘they have, or can have, a direct or indirect interest that conflicts with the interest of the company, or that may possibly conflict with those interests.
This applies to both actual and potential conflicts and both direct and indirect interests. This duty is absolute. There is, however, no breach of duty if the circumstances: 
• 	Cannot ‘reasonably be regarded as likely to give rise to a conflict’. In practice this means that, if the director’s potential interest is so indirect or remote that no reasonable person would see a problem, it can be ignored, and
• 	the director’s involvement has been authorised by the rest of the board.
If neither exception applies, the conflict must be avoided
In practice, the duty means that a director cannot, without the company’s consent:
• 	compete with the company for a commercial opportunity; or 
• 	use, for their own purpose, information belonging to the company; make a gain from their role. These restrictions apply even if the company has no wish to pursue the opportunity or is unable to benefit from the information or the gain.
The GC 100 (a group of general counsels and company secretaries working in FTSE 100 companies) give the following examples of situations which may constitute conflict situations for a director: 
• 	being a director of a competitor 
• 	being a potential customer of or supplier to the company 
• 	owning property adjacent to the company’s property, the value of which could be affected by the activities of the company 
• 	having an advisory relationship (for example financial or legal) with the company or a competitor 
• 	being a director of the company’s pension trustee company 
• 	wanting to take up an opportunity that has been offered to, but declined by, the company 
• 	being in a situation where they can make a profit as a result of their directorship whether or not they disclose this to the company; and 
• 	in each of the above situations, being a director of another company and that other company having the relevant relationship with the relevant company or being in the situation described above.
The duty to avoid conflicts continues to apply to a former director as regards the exploitation of any property, information or opportunity which they became aware of at a time when they were a director. 
The Council policy for councillors and employees
Directorships may create additional potential conflicts of interests for councillors or officers. The way in which these are handled within the Council are the same as other conflicts of interest.
The existing Employee and Councillor Codes of Conduct (Articles 16 and 15 of the Council’s Constitution) require that both officers and members to register and declare interests. In the case of councillors, Section 29 of the Localism Act requires the Monitoring Officer to maintain a register of interests of members of the authority. Interests must be registered within 28 days of becoming a member or being re-elected. Any changes to a councillor’s interests while they are in office must be registered within 28 days of the change having taken place. Details of how this is done are set out in the Councillor Code of Conduct.
Conflicts of interest may be waived by a company but, as a matter of public law, never in the decision making of the Council. Council members will always have a conflict of interest when it comes to their role as company directors. This conflict must be resolved and resolved in the favour of the company. A member (or officer) as director, therefore, must not be a party to making a decision of the Council affecting the company, but may provide evidence or advice to the Council on the company’s behalf when invited to do so. Where a conflict of interest arises, councillors or officers must, in accordance with the relevant Code of Conduct, remove themselves from the meeting/ decision making process and not take any further part.
The Councillor Code of Conduct applies to a member’s activity as a director, except where it directly conflicts with the interests of the company. Where this occurs, the potential conflict must be notified to the company secretary and to the Council’s Monitoring Officer.
Situational conflicts which will not be permitted
The Council recognises the need for an absolute separation of roles and duties to avoid conflicts which are deemed to be unmanageable. These include but may not be limited to:
· Executive councillors holding a portfolio who also serve as a director of a company under the control of the same portfolio.
· Councillors taking shareholder decision in respect of a company of which they are also a director, for example members of CGEC.
· Officers who serve as a director of the contracting company for which they are also client. That is to say, having any responsibility or accountability for the performance of services by the company.
· Officers who serve as director for a company for which they undertake the shareholder representative role for the Council. 
· Conflicts prohibited by the Council’s constitution (directorships and service on Audit Committee)   

Shareholder Unit controls
The directorships held by officers and councillors are not static, equally portfolio responsibilities for Executive Councillors, appointments to committees, and duties of officers change periodically. Therefore, in addition to the maintenance of registers of interests outlined in the Codes of Conduct, the Shareholder Unit will review the potential for conflicts upon all changes in directorships and portfolio responsibility / officer duties.
· Maintaining a register of present, impending and potential future conflicts of interest for each council appointed director with a clear record of the avoidance, management and mitigation measures adopted.
· Checking potential conflicts of interests during interviews for new Council appointed company directors .
· Escalation of potential conflicts to the Monitoring Officer and/or Companies Governance Executive Committee, with recommendations for the removal of the conflict.
Company board controls
The Council must be able to assure that the boards of the companies operate an appropriate conflict of interest policy and controls. The companies should follow guidance issued by the FRC and IoD. 
The broader work on companies’ governance will ensure the chair of each subsidiary and joint venture is able to demonstrate upon enquiry that appropriate measures and process are in place. Controls the Council require as a minimum include: -
• 	Company secretary (or appointed representative) to supply each new director with a briefing note explaining the legal and company protocols in relation to conflicts and the requirement for the prior authorisation of conflict situations. 
• 	Questionnaire to be sent to all new directors to assist with the identification of any conflict situation. Companies will need to decide if they are going to require directors to check all their connected persons’ interests, which are defined in the legislation but should also cover any corporate connections or wider connections that the company may wish to know about. 
• 	Putting in place a process for authorising conflicts, including the basis on which authorisation is to be granted and the terms/conditions attached – for example, whether a director should be excluded from the board meeting, whether board papers should be withheld, whether the director would be required to step down from his directorship on a temporary basis. Also consider confidentiality issues, including whether, if a company is to release a director from disclosing confidential information relating to a third party, it will want to make sure that the director has an equivalent release from the third party in respect of confidential information relating to the company. 
• 	Consider appointing a board committee to review conflict authorisations (possibly the nomination committee).
• 	Advise directors that they may need to take independent legal advice if a direct conflict situation arises. 
• 	Prepare board papers setting out details of each director’s conflict situation, for the board then to consider and authorise, if appropriate. 
• 	If the board wishes to pass a written resolution to authorise conflicts, the articles of association must be checked to see if a written resolution can be passed without all the directors, as interested directors cannot be counted. 
• 	Include in the induction process for new directors a briefing on the duties and a questionnaire on their conflict situations. 
• 	Recording of authorisations. Company secretaries to maintain a register of authorisations which can set out the terms and conditions rather than simply rely on board minutes. 
Dividend Policy
NCC expects companies to distribute profits to shareholders through annual cash dividends following individual company board approval, based on their profitability & cash flow, investment plans, tax considerations or any legal and regulatory factors.  
Discussions to take place annually between NCC and the Company to determine the optimum dividend.

Group Loss Relief Policy
NCC will maximise the flexibility of group relief from Corporation Tax under Section 5 of the Corporation Tax Act 2010 (CTA 10) wherever possible. This allows a company with trading losses to surrender those losses to another company within its Corporation Tax group to reduce its Corporation Tax liability subject to the rules in place at the time that the losses were incurred. 


Major Governance Processes
Council Owned Entities – High Level Activities Cycle
This diagram sets out the annual activities cycle as well as those activities that will be carried out only once every three years. In the case of a strategic review, this may also be asked for by the Council when any significant change to a company is requested, for example entering a new business area.
More detailed consideration of these activities is found later in this handbook.
	Year one				Year two				Year three


· Annual Business Plan
· External Board Effectiveness Review
· External Shareholder Unit Effectiveness Review
· Strategic Review

· Annual Business Plan
· Internal Board Effectiveness Review
· Internal Shareholder Unit Effectiveness Review
· Annual Business Plan
· Internal Board Effectiveness Review
· Internal Shareholder Unit Effectiveness Review




[bookmark: _Hlk104107889]Business Planning Process
The companies must operate their business in accordance with the approved business plans, which outline future goals and metrics for measuring progress. The Council will create a template which sets out its requirements for the business plans.  
Business Planning Process 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The Shareholder Unit coordinates the review process across colleagues including the S151 Officer and the Monitoring Officer. Comments will be provided to the shareholder representative to feedback to the company for revisions (if required) within 10 Business Days.
Business plan taken to CGEC for consideration and approval
Consulting with Overview & Scrutiny Committee (optional)
CGEC approves business plan 
Overview & Scrutiny call in decision to approve 

Business Plan re-drafted as required by
the company
CGEC approves business plan
 
The shareholder representative will start having conversations with the company in autumn, when setting the budget and forecasting and puts in the February or March CGEC forward plan for approval.
The company creates first draft of the business plan using the template and shares this with the Council at least 30 Business Days prior to the CGEC meeting.
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[bookmark: _Hlk104484212]The Reporting Framework
The companies will be required to provide regular reports to the Shareholder Unit. This requirement will be set out in the articles of association and / or the shareholder agreement as appropriate.
Monthly:
- 	Performance against business plan/ budget
- 	Financial reporting current view of outturn turnover, profit before tax, expected year end cash balance
- 	Risk management update
- 	Cash flow forecast for companies with high liquidity risk
 - 	Any shareholder consent matters
Quarterly
As monthly plus
- 	Conflicts of interest register
- 	Progress against internal audit and assurance work plans
- 	Latest cash-flow forecast
Every six months
As quarterly plus
· Revised and updated risk register
Annually
As six-monthly plus
· Results of the board self-assessment / third party assessment
· Associated improvement plans
· Business plan for approval
· [bookmark: _Hlk169518947]Shareholder annual report


Strategic Review
In August 2021 CIPFA produced a document for NCC, Company Oversight: Strategic Principles and Code of Practice. The Code of Practice sets out the key principles that should be considered each time that a strategic decision is required for one of the COEs and routinely, at a frequency to be determined by the Director of Commercial and Procurement, to ensure the COE remains aligned to the Council’s best interests. The guidance has been approved by the S151 Officer and should be applied with the principle of “comply or explain”. The document may be found in Appendix.
The principle as set out in the Code are as follows:
[image: ]

Responsibility for oversight of each principle is also set out in the Code:
[image: ]
[bookmark: _Hlk104484471]Board Effectiveness Evaluation
The companies are responsible for their own arrangements in respect of board evaluation. NCC require these arrangements to be broadly in line with the FRC’s Guidance on Board Effectiveness. This requirement should be set out in the company’s articles of association and/or shareholder agreement as appropriate.
The shareholder representative is responsible for periodically seeking assurance that the companies are complying with this requirement annually with an external review every third year. To assist the shareholder representative, the following checklist covers the significant elements of the FRC guidance. Detailed evidence of compliance (or otherwise) will be produced in a report and sent in draft to the company for their comments or corrections. A final version will be distributed under the Director of Commercial and Procurement’s guidance.
Whether facilitated externally or internally, evaluations should be rigorous. They should explore how effective the board is as a unit, as well as the quality of the contributions made by individual directors. Some areas which may be considered, although they are neither prescriptive nor exhaustive, include the following: -
	Item
	Description
	Evidence

	1
	Does the company board have the mix of skills, experience and knowledge in the context of developing and delivering the strategy, the challenges and opportunities, and the principal risks facing the company?
	

	2
	Are the purpose, direction and values of the company clearly communicated and does the Board provide effective leadership in these areas?
	

	3
	Are there succession and development plans in place?
	

	4
	Does the board work together as a cohesive unit?
	

	5
	Do key board relationships support the overall effectiveness of the Board? Particularly chair/chief executive, chair/senior independent director, chair/company secretary and executive/non-executive directors 
	

	6
	How effective are individual directors?
	

	7
	How effective are board committees, and how they are connected with the main board?
	

	8
	Is the quality of information provided on the company and its performance sufficient to meet the Council’s requirements? (see Standard Reporting document)
	

	9
	Do the quality and timing of papers and presentations to the board support board effectiveness?
	

	10
	Is the quality of discussions around individual proposals sufficient and is enough time allowed for proposals to be properly considered?
	

	11
	Does the company secretary/secretariat support the board effectively?
	

	12
	Is there demonstrable clarity of the decision-making processes and authorities, looking back on key decisions made over the year?
	

	13
	Are processes for identifying, reviewing and managing risks (see Risk Management document) in place and functioning well?
	

	14
	Can the board demonstrate that it communicates with, and listens and responds to, shareholders and other key stakeholders?
	





Shareholder Unit Effectiveness Review
The Director of Commercial and Procurement is responsible for ensuring the Shareholder Unit is operating effectively. Annually, an internal review will be conducted and every third year an independent review will be carried out by the Council’s audit team.
The effectiveness of the Shareholder Unit will be assessed with reference to the Terms of Reference, the work programme and feedback sought from the companies, shareholder representatives and CGEC.
In addition, the LLG Code of Practice Checklist should be used:
	Item
	Description
	Lead Role
	Supporting activities
	Assessment of effectiveness 

	1
	Are COEs monitored against local authority trading powers?
	Activity managed by shareholder representative
	Monitoring at scheduled meetings with company
	

	2
	Are COEs monitored against local authority financial regulations (e.g. borrowing)?
	Activity managed by shareholder representative
	Monitoring at scheduled meetings with company
	

	3
	Are controlled companies applying standards expected of the local authority?
	Activity managed by shareholder representative
	Monitoring at scheduled meetings with company
	

	4
	Is any management/ shareholder agreement understood and applied correctly?
	Activity managed by shareholder representative
	Monitoring at scheduled meetings with company
	

	5
	Have the COEs adopted a comply or explain approach to UK Corporate Governance Code?
	Activity managed by shareholder representative
	Monitoring at scheduled meetings with company
	

	6
	Has an assessment of adequacy of controls over the company been undertaken and management agreement amended, if required?
	Activity managed by shareholder representative
	Supported by NCC legal
	

	7
	Are Companies Governance, Overview and Scrutiny, and Audit committees informed and engaged with the Shareholder Unit?
	Activity managed by Director of Commercial and Procurement and compliance officer
	Scheduled plan of work to CGEC and periodic updates to Audit Committee
	

	8
	Is induction/ training and support to shareholder representatives provided?
	Activity managed by compliance officer
	Cohort training scheduled when required
	

	9
	Is a Comprehensive Statement (The Local Government (Best Value Authorities) (Power to Trade) (England) Order 2009) in place and monitored against business plans?
	NCC legal
	Process facilitated by shareholder representative
	

	10
	Are any financial agreements between NCC and COEs in place and up to date?
	Activity managed by finance officer
	Process facilitated by shareholder representative
	

	11
	Is the company business plan scrutinised annually and taken to CGEC for approval, as per the prescribed process?
	Activity managed by shareholder representative
	Process facilitated by the Shareholder Unit
	

	12
	Where expedient, is a common approach applied across the group – policies eg social value, audit, financial procedures and health & safety
	Activity managed by the Shareholder Unit
	Supported by the shareholder representative, NCC finance, legal, HR, audit and risk
	

	13
	Any common approach is reviewed and kept up to date
	Activity managed by the Shareholder Unit
	Supported by the shareholder representative, NCC finance, legal, HR, audit and risk
	

	14
	Are conflicts of interest identified and managed
	Activity managed by compliance officer
	Supported by the shareholder representative, NCC governance and legal
	

	15
	Do NCC appointed company chairs have a casting vote?
	Activity monitored by shareholder representative
	Monitoring at scheduled meetings with company 
	

	16
	Is a remuneration committee in place and operated for each COE?
	Activity monitored by shareholder representative
	Monitoring at scheduled meetings with company
	

	17
	Is an audit committee in place and operated for each COE?
	Activity monitored by shareholder representative
	Monitoring at scheduled meetings with company
	

	18
	Are officer and member indemnities in place – care they checked annually or on change of membership?
	Activity managed by shareholder representative
	Supported by the Shareholder Unit NCC legal
	

	19
	Is board effectiveness reviewed, along with a check on individuals’ skills and capability?
	Activity managed by shareholder representative
	Annual review: Supported by the Director of Commercial and Procurement
	

	20
	Are Shareholder Unit Terms of Reference reviewed?
	Activity managed by compliance officer
	To be reviewed as part of the Companies Governance Handbook
	


 


Appendix– Guidance Documents
[bookmark: _Hlk166660326]CIPFA Company Oversight: Strategic Principles and Code of Practice


LLG: The Governance of Council Interests in Companies – Code of Practice


FRC: The UK Corporate Governance Code, July 2018 (Current)


FRC: The UK Corporate Governance Code, January 2024 (Effective 2025)


FRC: Guidance on Board Effectiveness, July 2018


FRC: Guidance on Risk Management, Internal Control and Related Financial and Business Reporting, September 2014


GFD N – Companies Governance Handbook V1 November 2022
1
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Nottingham City Council Shareholder Representative Role Profile 

 

Key Purpose  	 

 

To protect the interests of the Council as Shareholder Representative. 

To act as conduit between the Council and the company. 

 

Expectations  	 

 

· To act with honesty and integrity in the delivery of their duties. 

 

· To actively communicate and collaborate with all required within the wider governance framework. 

 

· To build and maintain effective and transparent relationships with all parties. 

 

· To take personal accountability for own actions and decisions. 

 

· To take personal responsibility for own continuous improvement working collectively with other shareholder representatives where appropriate. 

 

· To actively work to promote and improve good working relationships between the Council and its companies.   

 

· To take appropriate action to avoid conflicts of interest arising especially in relation to the shareholder role and any client roles.  



Duties  	 

 

1. To ensure that the arms-length company has the right level of timely support and challenge (at times supporting and at times challenging) as follows: 

 

· support to deliver agreed objectives (decisions, relationships, engagement, strategic steer, access to resources and so on) 

· challenge to minimise and/or mitigate risks to the Council and our shareholding 

 

2. To balance the nature of challenge and support depending upon: 

 

· Company objectives 

· Specific context/timing – e.g. year end, business planning 

· Nature of relationship (wholly owned, part owned) and NCC reserved matters 

· Performance – financial and operational 

· Risks and opportunities 

 

3. To attend the board meetings of the company as an observer, not as a company director.



4. To manage and maintain effective relationships between the Council and the company, ensuring not to influence directors or voting outcomes. 

 

5. To gain an understanding of roles and responsibilities across the wider governance framework and the potential for conflicts of interest. 

 

6. To appropriately feedback any concerns of the Council to the company and vice versa. 

 

7. To review board decisions and actions ensuring the company do not go beyond the remit of their powers. 

 

8. To report back to the Companies Governance Executive Committee on the strategic reviews of the company and proposals from the company including business plans. 

 

9. To provide shareholders’ consent where required, following the Council’s internal process for approval. 

 

10. To establish and maintain early warning systems to flag issues and risks as quickly as possible. 

 

11. To maintain a good working relationship with the Council’s Strategic Director of Finance/S151 Officer and to raise any issues of concern with them at the earliest opportunity. 

 

12. [bookmark: _Hlk169603269]To periodically seek assurance that the company is complying with Governance Handbook requirements. 

 

Knowledge, Skills and Experience  	 

 

· Ability to promote the interests of an organisation and engaging partners/customers in strategic vision and service delivery. 

 

· A good understanding of performance management and developing performance management systems/approaches. 

 

· Good financial and commercial understanding and awareness. 

 

· Strong analytical skills and a creative approach to problem solving. 

 

· Experience of developing and maintaining positive relationships with all relevant stakeholders 

 

· Experience of handling conflict and managing sensitive issues to achieve positive outcomes. 

 

· Well-developed communication skills – oral and written. 
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[bookmark: _Toc74214081]Introduction



Following the MHCLG Non-Statutory Review (NSR) carried out by Max Caller CBE, Nottingham City Council (the Council) has embarked on a series of significant changes to strengthen its financial resilience. This has included actions to improve its governance, such as by establishing the Companies Governance Executive Sub-Committee to oversee the monitoring of the Council’s companies and other arms-length bodies.

This code of practice supplements the revised governance arrangements introduced by the Council. It sets out the key principles that should be considered each time that a strategic decision is required on one of the Council’s companies or other arms-length bodies. The guidance has been approved by the s.151 Officer and should be applied with the principle of “comply or explain”.

As set out by the Financial Reporting Council[footnoteRef:1], “comply or explain” is a longstanding foundation of corporate governance. As such, this code of practice comprises a set of principles with supporting information rather than a a rigid set of rules. Where it is considered necessary to deviate from the principles set out in this code, the rationale should be set out clearly to those responsible for making the strategic decision, and in turn to the Companies Governance Executive Sub-Committee. There is an expectation, however, that the principles will be applied to each strategic decision. Where there are exceptional reasons for non-compliance with one of the principles, the explanation should specify: the reasons why; the risks arising and any mitigations required; and, what actions are being taken to ensure it can be applied in future. [1:  FRC (2016) The UK Corporate Governance Code. Available at: https://www.frc.org.uk/getattachment/ca7e94c4-b9a9-49e2-a824-ad76a322873c/UK-Corporate-Governance-Code-April-2016.pdf
] 


This code of practice is structured as follows:

· Part 2: The strategic principles 

· Part 3: The role and responsibilities of the decision-maker(s) in applying this code

· [bookmark: OLE_LINK1][bookmark: OLE_LINK2]Part 4: The code provisions for each strategic principle

· Part 5: The role and responsibilities of the Companies Governance Executive Sub-Committee in overseeing this code

This document was prepared for the Council by CIPFA, drawing on the work done in reviewing the oversight of the Council’s companies and its experience elsewhere.. It is the responsibility of [postholder] in the Council to maintain and revise this document as necessary.




[bookmark: _Toc74214082]The strategic principles 

[bookmark: _Toc74214083]Why we need these strategic principles

The Council is strengthening the management of its companies by establishing a Shareholder Unit to provide more co-ordinated oversight, and by creating a more open and trusting environment. Council staff need to feel comfortable in talking about and raising issues. It’s important, therefore, that the Shareholder Unit provides a standard set of guidance, policies and key tests for the treatment of existing companies and the justification and review of new companies. 

The principles in this code of practice focus on crucial aspects where Members will expect assurance from Officers. Accordingly, the clarity of each principle and their adherence to the CIPFA Financial Management Code and other sector guidance facilitates a structured, transparent and consistent approach to evidence-informed decisions.

[bookmark: _Toc74214084]What the strategic principles cover

The principles cover the initial consideration of when to invest in a company or arms-length body, any subsequent consideration of any changes in that investment (such as the sale of shares or the provision of loans), as well as any decisions required in response to significant external events or opportunities likely to impact on the performance of the company or arms-length body.

The principles are set out in figure 1.

		Figure 1: The six strategic principles
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		Source: CIPFA Solutions















There are 15 sub-principles associated with each strategic principle. These are:

		1. The organisation’s purpose aligns with the Council’s priorities and values

A. The organisation’s objectives clearly align with the outcomes specified by the Council, including any financial benefits that generate further resources that might be utilised by the Council in pursuit of its priorities

B. The organisation demonstrates through its operations that it aligns with the ethical and behavioural values of the Council

C. The legal form of the organisation remains the best vehicle for delivering the Council’s objectives



2. The organisation demonstrates long term resilience

D. The organisation can demonstrate credible financial resilience

E. The longer-term funding needs of the organisation can readily be incorporated in the Council’s future capital financing requirement



3. Financial and legal commitments with the organisation can be justified

F. The anticipated benefits from the investment outweighs the risks 

G. The investment required does not breach the limits specified by the Council

H. Any obligations can be adequately met by the Council



4. Focus on Value for Money

I. The organisation has transparent accountability arrangements to enable effective scrutiny

J. The organisation is focused on long-term value creation and sustainable service deliver



5. Engagement does not generate undue risk to the Council

K. Engagement would not have any significant adverse impact on the Council’s risk register

L. The Council has sufficient influence over the direction of the organisation to mitigate any undue risks that might be generated by its actions



6. The Council has the organisational capacity to maintain adequate oversight

M. There is a nominated official with adequate skills, capability and experience to act as the shareholder representative

N. Those nominated to act as Directors of the organisation have sufficient experience, skills and capacity for the role 

O. There are clearly specified reporting and decision-making arrangements in the Council to enable prompt action where required









It is important that there is clear ownership of each principle with an assigned individual responsible for the collection and analysis of the associated evidence. The ownership and responsibility for each of these principles is set out in figure 2. Each principle should be applied before the establishment or any new investment in an organisation, and at periodic intervals thereafter – such as when forward business plans are shared or if there are significant external events likely to impact on the organisation. 



		Figure 2: Responsibility for the oversight of each principle
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		Source: CIPFA Solutions







[bookmark: _Toc74214085]
The roles and responsibilities of those tasked with applying this code 

“Evidence informed scrutiny can help influence decisions before they are taken, and press pause on ones that don’t stand up to the evidence test. “ 

(Hammond & Cunningham 2017, p10)[footnoteRef:2] [2:  Hammond & Cunningham (2017) “Using evidence in scrutiny. A practice guide for local government scrutiny”. Centre for Public Scrutiny. Available at: https://solace.org.uk/wp-content/uploads/2019/05/SOLACE-Reports-and-Guides-Solace-Using-Evidence-in-Scrutiny.pdf ] 


The Council will regularly need to make decisions around its engagement with companies and arms-length bodies. Issues that might arise include whether to establish or invest in such bodies, whether a company’s business plan continues to align with the Council’s interests, or whether the risks associated with a company mean that it is time for the Council to step back from the existing relationship.

An effective leadership team is one in which the primacy of the political process is wedded effectively to a recognition of the demands which the statutory framework and good practice place on all those in local government. The responsibility for taking strategic decisions over the Council’s engagement with companies and arms-length bodies should be assigned through a proper scheme of delegated authority to those in a management role who are best placed to meet the exacting standards of probity and accountability and demonstrable efficiency in the use of public resources. 

This part of the code sets out the five key steps to be considered by those tasked with putting forward proposals on, and those making a strategic decision on, the Council’s engagement with companies and other arms-length bodies:

· Self assess your capacity and authority to put forward a proposal or make the decision

· Specify the right question

· Assign responsibilities for evidence collection

· Review and appraise the rigour of the evidence provided

· Make the decision

Each of these steps is explained in more detail below.

[bookmark: _Toc74214086]Self assess your capacity and authority to put forward a proposal or make the decision

Critical decisions on the strategic direction of a Council’s engagement with a company or arms-length body need to be made by an officer with delegated authority from the Head of Paid Service. This means that the person with delegated authority is accountable for their decisions, and they are not able to delegate or share this responsibility without the explicit authority of the Head of Paid Service. 

The individual with delegated authority to make a strategic decision on the Council’s engagement with a company or arms-length body may benefit from past experience or knowledge of the issue. It is crucial, however, that they are sufficiently independent of the issue to be objective in their consideration of the information, and are seen to be objective by external stakeholders. Where there is a potential conflict of interest, this should be brought to the attention of the Head of Paid Service from the outset.

The officer tasked with making a strategic decision on the Council’s engagement with a company or arms-length body should draw on relevant expertise available. This includes:

· The Chief Finance Officer must be actively involved in, and able to bring influence to bear on all material business decisions to ensure immediate and longer term implications, opportunities and risks are fully considered, and alignment with the organisation’s financial strategy[footnoteRef:3] [3:  CIPFA (2016) The Role of the Chief Financial Officer in Local Government, page 7 ] 


· The Monitoring Officer has the specific duty to ensure that the Council, its officers, and its elected members maintain the highest standards of conduct in all they do.[footnoteRef:4]  [4:  Local Government & Housing Act 1989, Section 5.  ] 


· The Shareholder Representative appointed by the Chief Executive or the Companies Governance Executive Sub-Committee to protect the interests of the Council in its role as a shareholder of the company or as the partner in a joint venture.

· The Portfolio Holder  appointed by the Chief Executive or the Companies Governance Executive Sub-Committee to protect the interests of the Council and the public as a customer of the company or arms-length body.

Where other expertise or knowledge is required, it is the responsibility of the decision-maker to identify such gaps and to propose to the Head of Paid Service how it might be addressed or mitigated. This might involve, for example, the procurement of specialists or organising a wider consultation across the Council or with other parties. 

[bookmark: _Toc74214087]Specify the right question

There is a tendency for local government bodies to focus on complying with their own internal procedures rather than properly exploring possible options to an issue[footnoteRef:5]. In practice, this might mean that options are excluded from consideration because they do not readily meet what is expected, or that solutions are offered without adequate exploration of the problem. [5:  Martin et al (2010) Validity, utilization and evidence-based policy: the development and impact of performance improvement regimes in local public services, Evaluation, vol 16(1) pp31-42] 


It is important, therefore, that the decision-maker specifies the question to be considered rather than allowing others to suggest what the issue is. In order to determine the ‘right question’ to be considered, the decision-maker should take into account the following:

· Are we confident that we fully understand the ‘problem’? Set aside any proposed solutions and focus on fully understanding what the issue is and how it might impact on different stakeholders. This might best achieved by examining what happens “if we do nothing”? or asking ourselves “what is the impact if the problem/issue materialises?  And “what is the proximity of the issue – when might it happen?”

· Is this the right time to make a decision? Consider the timeframe for the issue, potential impacts and when decisions are required. It may be appropriate to break the issue into a number of smaller issues – some that need to be dealt with now, whereas others may be better deferred until more is known. What’s important is documenting the issue/issues at the right time.

· Is the question objective? Avoid phrasing the question in such a way that might infer a particular answer. Consider whether the question as phrased would stand up to external scrutiny as independent and unbiased. 

· Is the question phrased so that it requires a definitive answer? Avoid descriptive questions such as ‘how’ or ‘why?’. Use phrases such as “does” or “will” or “what if”.

[bookmark: _Toc74214088]Assign responsibilities for evidence collection

A key aspect of the role of those making the decision is to assign responsibilities for evidence collection. Section 4 of this code outlines which postholder is the suggested ‘owner’ for each of the strategic principles and sub-principles specified in this code. This should provide helpful guidance when assigning responsibilities. 

For each strategic principle, the decision-maker should:

· Nominate one or more individuals with responsibility for collating the data required. We have indicated the likely ‘owner’ of each principle in the next section. Where there is more than one person involved, one individual should be tasked with co-ordinating the data collection and reporting.

· Agree with the nominated individual what information is expected, by when and in what format.

· Agree with the nominated individual what mitigations might be necessary if there is likely to be a significant delay or gaps in the information required. 

[bookmark: _Toc74214089]Review and appraise the rigour of the evidence provided

In order to make the best use of the evidence presented for each strategic principle, it is necessary to judge it with an informed and critical eye. 

One option is to map the information provided against a hierarchy of evidence. There are a range of hierarchies that might be used – the example in figure 3 was prepared by the Centre for Public Scrutiny for local authorities. Evidence at the top of the hierarchy is more likely to be robust than evidence at the bottom. 















		Figure 3: An example of a hierarchy of evidence 



		· Systematic reviews and meta analyses 



		· Random control trial with definitive results 



		· Random control trial with non-definitive results 



		· Non-randomised observational studies 



		· Cohort studies 



		· Case series, case report 



		· Single case study 



		· Expert opinion 



		· Ideas and anecdotes 



		Source: Hammond & Cunningham (2017) “Using evidence in scrutiny. A practice guide for local government scrutiny”.







In practice, however, evidence from the top half of the hierarchy in figure 2 can be expensive and time consuming to collect, and much of the information will be performance data from a single case study organisation. In these circumstances, therefore, the decision-maker should assess each part of the evidence presented against two criteria: 

· Credibility of the source. Information is more likely to be credible if the source is independent or if the information has been externally validated  - such as by an auditor or external adviser/subject matter expert. Information from parties with minimal expertise or a vested interest in the outcome is less credible.

· Reliability of the basis of knowledge. Knowledge comprises data as well as experience and insight. The reliability of the information presented to the decision-maker can be assessed using the scale shown in figure 4.

		Figure 4: Assessing the reliability of the information presented



		[image: ]



		Source: Ivory (2021) Becoming a Critical Thinker. OUP: Oxford, p. 105







The decision-maker should assess the reliability and credibility of the information available. Should the information for one or more of the strategic principles lack sufficient reliability and/or credibility to make an evidence-informed decision, the following issues should be considered in turn:

· Is it feasible to defer the decision until sufficient reliable and credible information can be provided? This is the preferred option where possible. The decision-maker needs to consider the potential impact of deferring the decision in the context of theCouncil’s reputation, risk appetite, legal obligations, commercial impact and financial impact terms.

· Where the information is unlikely to become available in time, can the Council adequately mitigate the risks by other means? It may be feasible to go ahead with the decision if the risks to the Council are minimal or can be mitigated in some way or the Council might decide to press ahead with the decision based on a set of agreed assumptions. This is not an ideal scenario but it encourages those involved to think through the consequences of the decision in a less evidence-based way.

· Are you confident the anticipated benefits/opportunities outweigh the risks? In these circumstances it may be pragmatic to make a decision and to specify the assumptions made so that they can be reviewed by the Companies Governance Executive Sub-Committee. Where possible, best practice suggests that benefits should be defined, categorised and subsequent measurement should be agreed.  The organisation also needs to agree a process for tracking the deliver/materialisation of the benefit(s).

[bookmark: _Toc74214090]Making the decision

The strategic principles provide a strong basis for making a decision. Nevertheless, the pressures of making a decision by a deadline and limitations on how much information we can assimilate increase the risk of ‘bounded rationality’. This means that decision-makers have a tendency to determine a course of action that satisfies the more pressing issues rather than maximising the longer-term or wider benefits to the Council[footnoteRef:6]. It is important, therefore, that the decision-maker creates some space to determine what is required. This might be done by ensuring the evidence is provided in good time and by consulting with others before reaching a conclusion.  [6:  Davies et al., (2000) What works? : evidence-based policy and practice in public services, Bristol: Policy] 


The decision itself should be clear and concise to those tasked with its implementation. Factors to consider include:

· Who is going to do what?

· By when?

· How will we know when we have been successful?

The decision-maker will be accountable for the decision reached. As a consequence, the Officer should ensure that a record is kept of the decision made as well as the rationale for how it was reached. Such information is likely to be subject to scrutiny by the Council’s leadership team, the Companies Governance Executive Sub-Committee, Nottingham’s City Council, and external parties.



[bookmark: _Toc74214091]
The code provisions for each strategic principle

This section of the code outlines each of the six strategic principles summarised in section 2. In particular, it specifies those posts in the Council that will typically be responsible for each strategic principle, what the strategic principle entails, the sub-principles and key questions to consider (see figure 5). 

		Figure 5: The hierarchy of the six strategic principles
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		Source: CIPFA Solutions







Each question should be answered with one of the following options:

· Fully: there is strong evidence to assure the Council that this sub-principle is being met.

· Mostly: there is good evidence to provide reasonable assurance to the Council that this sub-principle is being met

· Partly: due to the lack of evidence there is only limited assurance to the Council that this sub-principle is being met.

· Not at all. There is no assurance that this sub-principle is being met

The appendix to this code provides guidance on the evidence required to selcect the appropriate option for each question.

		[bookmark: _Toc74214092][image: ]

		The organisation’s purpose aligns with the Council’s priorities and values





The CIPFA Financial Management  Code highlights the importance of ensuring that the allocation of resources is aligned with the priorities specified by an authority’s stakeholders. As a consequence, ongoing engagement by the Council with a company or arms-length body can only be sustained if there is a clear alignment of priorities and values. Such priorities might include the outcomes sought by the Council, the values specified in how it operates, and/or any financial benefits that generate further resources that might be utilised by the Council in pursuit of its priorities.

The first sub-principle is:

A. The organisation’s objectives clearly align with the outcomes specified by the Council, including any financial benefits that generate further resources that might be utilised by the Council in pursuit of its priorities

Key questions to consider include:

A1.    Is the Council confident that the objectives specified in the company’s or arms-length body’s latest business plan align with the outcomes the Council is seeking to achieve? 



A2.    Is the Council confident that the objectives specified in the company’s or arms-length body’s latest business plan are likely to be delivered?

The second sub-principle is:

B. The organisation demonstrates through its operations that it aligns with the ethical and behavioural values of the Council

Key questions to consider include:

B1.    Is the Council confident that there have not been any past actions/decisions by the company or arms-length body that conflict with the ethical and behavioural values of the Council?



B2.    Is the Council satisfied that there are adequate governance arrangements in place to minimise the likelihood of any actions by the company or arms-length body conflicting with the ethical and behavioural values of the Council in future? 



The third sub-principle is:

C.  The legal form of the organisation remains the best vehicle for delivering the Council’s objectives

Key questions to consider include:

C1.    Is the Council satisfied that the legal form of the organisation minimises its exposure to any financial or reputational risks?



C2.    Does the legal form of the organisation minimise any operational or administrative costs to the Council? 
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		The organisation demonstrates long term resilience





The CIPFA Financial Management Code emphasises the importance of reviewing financial resilience in order to maintain the long-term sustainability of a Council. These principles also apply to a Council’s investment in companies or other arms-length bodies.

The first sub-principle is:

D.	The organisation can demonstrate credible financial resilience

Key questions to consider include:

D1.    Is the  Council confident that the organisation will have sufficient resources and capacity to meet its commitments over the medium to long term?

D2.    Is the Council confident that the organisation has identified potential events/risks  that might disrupt its finances, and has mitigations in place if required? 

The second sub-principle is: 

E.	The longer-term funding needs of the organisation can readily be incorporated in the Council’s future capital financing requirement

The ‘longer-term funding needs’ refers to any existing investments, future investments and any potential liabilities that might fall on the Council. 

Key questions to consider include:

E1.    Is the Council confident that any potential funding needs for the organisation over the medium term have been quantified?

E2.	Is the Council confident that any potential funding needs for the organisation beyond the medium term have been identified?

E3.	Is the Council confident that its capital financing requirement over the medium term incorporates the organisation’s funding needs?
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		Financial and legal commitments with the organisation can be justified





Both CIPFA’s Prudential Code and its FM Code emphasise the importance of financial prudence – ensuring that planned investments are cost effective and can be funded through the authority’s capital financing arrangements. Self-regulated discipline through the scrutiny of strategies and business cases is crucial to maintaining adequate financial resilience in the Council. 

The first sub-principle is:

F. The anticipated benefits from the investment/sale outweighs the risks 

Key questions to consider include:

F1.	Is the Council confident in the estimated costs to the Council from a proposed investment/sale?

F2.	Is the Council confident that the benefits to the Council exceed the estimated costs and that there is a strategy in place should the benefits fail to materialise?

The second sub-principle is:

G. The investment required does not breach the limits specified by the Council. 

If the issue refers to a disposal/sale, this sub-principle is not applicable. Where the issue involves an investment, the key question is:

G1.	Are the Chief Finance Officer and the Monitoring Officer satisfied that the Council can make the investment?

It is the responsibility of the shareholder representative to raise this question with the Chief Finance Officer and Monitoring Officer.

The third sub-principle is:

H. Any obligations can be adequately met by the Council

The key question is:

H1.	 Are the Monitoring Officer and the Shareholder Representative confident that any obligations can be adequately met by the Council?

It is the responsibility of the shareholder representative to raise this question with the Monitoring Officer.
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		Focus on Value for Money





The National Audit Office refers to value for money as “… the optimal use of resources to achieve the intended outcomes.” In the context of a local authority’s oversight of its companies and arms-length bodies, therefore, it is crucial that the Council can be confident that any investment or sale is focused on value creation and sustainable service delivery, and that the organisation is accountable to the Council for its actions.

The first sub-principle is:

I. The organisation has transparent accountability arrangements to enable effective scrutiny

The key questions to consider are:

I1.	 Are governance arrangements in the organisation sufficiently robust to provide the Council adequate assurance?

I2.	 Are there are clear reporting lines within the Council?

The second sub-principle is:

J. The organisation is focused on long-term value creation and sustainable service delivery

The key questions to consider are:

J1.	 Is the Council confident that the organisation’s business plan is sufficiently focused on long-term value creation and sustainable service delivery?

J2.	 Is the Council confident that the organisation’s plans for long-term value creation and sustainable service compare well with other similar organisations?
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		Engagement does not generate undue risk to the Council





A local authority should always remain cognisant of the fiduciary duty it owes to its residents when managing and mitigating the risk in relation to commercial activities. It is important, therefore, that the risks associated with investments do not have any significant adverse impact on the Council’s risk register, and that the Council has sufficient influence over the direction of the organisation to mitigate any undue risks that might be generated by its actions.

Drawing on existing guidance[footnoteRef:7], risks should be assessed to determine the level of risk and provide input to decisions on where responses to reduce or exploit risk are necessary or likely to be worthwhile. There are three key aspects to risk assessment: [7:  BS 31100 (2011) Risk management – code of practice and guidance for the implementation of BS ISO 31000. British Standards Institute: London] 


· Risk identification. This involves a comprehensive, iterative review to establish what the risks are, their cause and effect, underlying assumptions and any interdependencies. Each risk should be assigned to an individual to monitor. Potential risks might include strategic risks; programme risks; project risks; financial risks; safety risks; compliance risks; and, operational risks.

· Risk analysis. Using a standardised set of criteria, each risk should be examined to assess its likelihood and potential impact. The management of each risk should then be assigned to an individual. 

· Risk evaluation. Those managing risk should apply the risk criteria to establish the importance of acting on the risks, taking into account their level of risk, proximity (how soon the risks might materialize) and manageability.

The first sub-principle is:

K. Engagement would not have any significant adverse impact on the Council’s risk register

The key question to consider is:

K1.	 Is the Council confident that engagement with or withdrawal from the organisation will not have any significant adverse impact on the Council’s risk register?

The second sub-principle is:

L. The Council has sufficient influence over the direction of the organisation to mitigate any undue risks that might be generated by its actions

The key questions to consider are:

L1.	 Is the Council confident that it has a sufficient shareholding, partnership share, or customer relationship to influence the direction of the organisation?

L2.	 Is the Council confident that the Shareholder Representative has the experience/knowledge to influence the direction of the organisation?
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		The Council has the organisational capacity to maintain adequate oversight 







The CIPFA/SOLACE “Delivering Good Governance in Local Government Framework” defines the principles that should underpin the governance of each local government organisation. In order to comply with the CIPFA FM Code, the authority should ensure that it has implemented the guidance contained in the Framework across its activities. 

The first sub-principle is:

M. There is a nominated official with adequate experience to act as the shareholder representative

The key question to consider is:

M1.	 Is the Council confident that there is a Shareholder Representative in post with sufficient experience and capacity?

The second sub-principle is:

N. Those nominated to act as Directors of the organisation have sufficient experience, skills and capacity for the role

The key question to consider is:

N1.	 Is the Council confident that the nominated Directors have sufficient experience, skills and capacity for the role?

The third sub-principle is:

O. There are clearly specified reporting and decision-making arrangements in the Council to enable prompt action where required

The key questions to consider are:

O1.	 Is the Council confident that there are clear reporting and decision-making arrangements in place?

O2.	 Is the Council confident that all relevant parties comply with the reporting and decision-making arrangements?




[bookmark: _Toc74214098]The role and responsibilities of the Companies Governance Executive Sub-Committee in overseeing this code

Previous sections of this code of practice set out the role of Council officials tasked with proposing a decision on the future engagement with a company or arms-length body and the strategic principles that should be considered each time.

The decision-maker is responsible for appraising the rigour of the information provided by the ‘owner’ of each principle in order to guage against this scale, and then to consider the range of answers against the underpinning questions to reach a clear decision.

The role of the Companies Governance Executive Sub-Committee, therefore, is two-fold:

· Scrutinise issues when they arise and the appropriateness of any proposed action.

· Maintain the standards expected in the Council’s oversight of companies: to review the utilisation of these strategic principles and to revise and update the sub-principles and associated code of practice as necessary. 

Scrutiny of issues and proposed actions

The Companies Governance Executive Sub-Committee should maintain a timetable of critical issues that need to be addressed and whom is responsible for providing the Sub-Committee with relevant information. In scrutinising the rationale for each proposed action required on the timetable, the Committee might consider:

· Where applicable, has the Council appointed the most appropriate person to reach a decision on the issue with the company or arms-length body? Where it is appropriate for the decision to be made by an Officer, the nominated person should have appropriate delegated authority, relevant experience, and sufficient independence to be objective.

· Is the right question being considered? Explore whether the issue has been fully explored before considering any proposed solution, whether this is the right time to make a decision, and whether the issue and proposal is objectively phrased.

· Does the assessment of each sub-issue reflect the strength of evidence available? Spot-test those sub-principles most critical to the issue. Are you content that the answers reflect the strength of evidence?

· Does the proposed solution reflect the answers for each question? Explore the rationale and the basis for the proposed solution.

· Is there any other information, political context that should be taken into account? You may be aware of other factors that might lead to a different conclusion. This additional information should be scrutinised and challenged by the Committee.

The rationale for each proposed solution should be properly scrutinised. It is important to bear in mind, however, that any delay or deferral in reaching a decision may impact on the outcome as well.

[bookmark: _Toc74214100]Maintaining the standards expected in the Council’s oversight of companies

This code of practice has been developed specifically for Nottingham City Council and on the basis that those tasked with following it will follow the principle of comply or explain. As it begins to be applied in practice, you may become aware that some of the principles, sub-principles, questions or guidance are less helpful or more relevant than other parts. The Committee has a crucial role in reviewing and updating the guidance in response to its practical application. 

Finally, if there are clear instances where officers have not complied with this guidance and there is no acceptable justification, the Committee should raise the issue with the Head of Paid Service.




[bookmark: _Toc74214101]Appendix: Guidance on answering each question
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		The organisation’s purpose aligns with the Council’s priorities and values







A1.    Is the Council confident that the objectives specified in the company’s or arms-length body’s latest business plan align with the outcomes the Council is seeking to achieve? 

· Fully: the business plan is critical to the Council achieving one or more of its specified outcomes and the attributable contribution can be quantified. None of the objectives in the business plan conflicts with what the Council is seeking to achieve. 

· Mostly: the business plan is critical to the Council achieving one or more of its specified outcomes although the extent of the contribution cannot be quantified. None of the objectives in the business plan conflicts with what the Council is seeking to achieve.

· Partly: the business plan is likely to contribute towards the Council achieving one or more of its specified outcomes, but it is not possible to show a clear attribution. None of the objectives in the business plan conflicts with what the Council is seeking to achieve.

· Not at all: there is no business plan; the business plan does not appear to contribute to any of the Council’s outcomes; or, one or more of the objectives in the business plan conflict with what the Council is seeking to achieve.



A2.    Is the Council confident that the objectives specified in the company’s or arms-length body’s latest business plan are likely to be delivered?

· Fully: the company/arms-length body has a proven track record of  meeting all the objectives in its business plans and there is a clear action plan for the delivery of the latest business plan. 

· Mostly: the company/arms-length body has a proven track record of  meeting the majority of the objectives in its business plans and has demonstrated that it will notify the Council early if problems arise. There is a clear action plan for the delivery of the latest business plan. 

· Partly: the company/arms-length body has a proven track record of  meeting some of the objectives in its business plans and has demonstrated that it will notify the Council early if problems arise. The delivery plan for the latest business plan is not yet available. Alternatively, the company/arms-length body doe not have a past track record to rely upon, but there is a delivery plan for the most recent business plans. 

· Not at all: the company/arms-length body does not have a proven track record and the latest business plan is not yet supported by a clear delivery plan.



B1.    Is the Council confident that there have not been any past actions/decisions by the company or arms-length body that conflict with the ethical and behavioural values of the Council?

· Fully: past due diligence assessments/audits have been undertaken and did not identify any issues of concern. The company/body has confirmed in writing that there have been no instances.  The company has defined a set of ethical-related policies which are consistent with the Council’s. 

· Mostly: past due diligence assessments/audits have been undertaken and the company/body has confirmed in writing any issues. Any issues identified were historic and sufficient remedial action was taken to avoid a recurrence. 

· Partly: the company/arms-length body has confirmed that there were no issues of concern, but this cannot be validated by any due diligence or audit reports.  

· Not at all: the company/arms-length body cannot provide assurance on this issue. Alternatively, there has not been sufficient remedial action to avoid any recurrence of issues previously reported. 



B2.    Is the Council satisfied that there are adequate governance arrangements in place to minimise the likelihood of any actions by the company or arms-length body conflicting with the ethical and behavioural values of the Council in future? 

· Fully: There are robust whistleblowing arrangements in place. An evaluation of the body’s Board in the last two years has confirmed that it is performing effectively. The Council is adequately represented at each Board meeting and the Directors are routinely briefed on issues beforehand.   

· Mostly: There are robust whistleblowing arrangements in place. The Council is adequately represented at each Board meeting and the Directors are routinely briefed on issues beforehand, but the Board has not evaluated its performance in the last two years. 

· Partly.  There are robust whistleblowing arrangements in place. Directors are expected to use their experience to probe any issues that might arise.

· Not at all. The assurance arrangements do not meet the expectations of the Council. Or, the Council representation is relatively inexperienced and it has not been possible to brief them on any potential issues beforehand. 



C1.    Is the Council satisfied that the legal form of the organisation minimises its exposure to any financial or reputational risks?

· Fully: Alternative legal forms have been considered by the Council’s Finance team and Legal team in the last two years. On the basis of that analysis, Legal and finance teams confirmed that the current legal form is more effective at minimising the Council’s exposure to financial and reputational risks than any alternative. There are clear, written  contractual arrangements in place with the organisation and there is strong evidence that it complies with any legal/statutory requirements associated with its legal form.

· Mostly: Alternative legal forms have been considered by the Council’s Finance team and Legal team in the last five years. On the basis of that analysis, Legal and finance teams confirmed that the current legal form is more effective at minimising the Council’s exposure to financial and reputational risks than any alternative. There are clear, written contractual arrangements in place with the organisation and there is strong evidence that it complies with any legal/statutory requirements associated with its legal form.

· Partly.  Legal and finance teams are not aware of any additional financial or reputational risk to the Council from the organisation’s existing legal form. There are clear, written contractual arrangements in place with the organisation and there is strong evidence that it complies with any legal/statutory requirements associated with its legal form.

· Not at all.  Finance or legal teams consider that the existing legal form of the organisation exposes the Council to additional risks. Or, the contractual arrangements in place with the organisation are not properly documented. Or, the organisation has not complied with any legal/statutory requirements associated with its legal form.





C2.    Does the legal form of the organisation minimise any operational or administrative costs to the Council? 



· Fully: The costs associated with alternative legal forms have been considered by the Council’s Finance team and Legal team in the last two years. On the basis of that analysis, Legal and finance teams confirmed that the current legal form is more cost-effective for the Council than any alternative. 

· Mostly: The costs associated with alternative legal forms have been considered by the Council’s Finance team and Legal team in the last five years. On the basis of that analysis, Legal and finance teams confirmed that the current legal form is more cost-effective for the Council than any alternative. 

· Partly.  Legal and finance teams are not aware of any additional costs to the Council associated with the organisation’s existing legal form. 

· Not at all.  Finance or legal teams consider that the existing legal form of the organisation creates additional unnecessary costs to the Council. 
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		The organisation demonstrates long term resilience







D1.    Is the  Council confident that the organisation will have sufficient resources and capacity to meet its commitments over the medium to long term?

· Fully: Subject to any proposed investment by the Council, the organisation has sufficient working capital to meet its obligations for at least 24 months. External audit regard the organisation as a going concern. The organisation has the capacity to raise additional income through its activities, if necessary, to accommodate any reasonable unanticipated increases in costs and/or to mitigate commercial risks.

· Mostly: Subject to any proposed investment by the Council, the organisation has sufficient working capital to meet its obligations for at least 12 months. External audit regard the organisation as a going concern. The organisation has little capacity to raise additional income through its activities, if necessary, to accommodate any reasonable unanticipated increases in costs.

· Partly.  Subject to any proposed investment by the Council, the organisation has sufficient working capital to meet its obligations for at least 12 months. External audit regard the organisation as a going concern. The organisation does not have any capacity to raise additional income through its activities.

· Not at all. The organisation requires investment to remain a going concern and is likely to require further investment in future. The organisation does not have any capacity to raise additional income through its activities.



D2.    Is the Council confident that the organisation has identified potential events/risks that might disrupt its finances, and has mitigations in place if required? 

· Fully: The organisation has an up to date risk register that is routinely reviewed by the Board. A recent external risk assessment has confirmed that the risks identified are comprehensive and take into account potential changes in  market/economic conditions as well as the geo-political environment. Each risk has been quantified and there are adequate mitigations in place to avoid a material disruption to its finances. 

· Mostly: The organisation has an up to date risk register that is routinely reviewed by the Board. An external risk assessment in the last 18 months has confirmed that the risks identified were comprehensive and took into account potential changes in  market/economic conditions as well as the geo-political environment. Each risk has been quantified and any risks which might disrupt finances that cannot be adequately mitigated are routinely considered at each Board. 

· Partly: The organisation has an up to date risk register that is routinely reviewed by the Board but it has not been externally assessed.  Each risk has been quantified and any risks which might disrupt finances that cannot be adequately mitigated are routinely considered at each Board. Some of the risk mitigations may not be as robust as they could be.

· Not at all. The risk register is not routinely reviewed and the risks that might impact on the organisation’s finances have not been quantified. Some of the risks defined are confused and lack objective and referencable mitigations.



E1.	Is the Council confident that any potential funding needs for the organisation over the medium term have been quantified?

· Fully: The organisation’s business plan covers the period of the Council’s MTFS. The business plan and risk register has been quantified and is supported by a financial model that shows predicted income and expenditure, balance sheet movements and cash flows for the whole period. The business plan, risk register and financial model has been considered by the organisation’s Board, and stress tested by the Council’s finance team in consultation with the Council’s shareholder representative. 

· Mostly: The organisation’s business plan covers the period of the Council’s MTFS. The business plan and risk register has been quantified and is supported by a financial model that shows predicted income and expenditure, balance sheet movements and cash flows for the whole period. The financial model has not yet been considered by the organisation’s Board, but stress testing by the Council’s finance team, in consultation with the Council’s shareholder representative, provides reasonable assurance. 

· Partly: The organisation has developed a financial model that shows predicted income and expenditure, balance sheet movements and cash flows for the next few years, but it is difficult to align clearly to business plans and risks, and any stress testing by the Council’s finance team is general in approach rather than analytical.

· Not at all. The financial modelling does not appear to be comprehensive for the period and the Council’s finance team are not able to resolve any gaps identified. The model has gaps and lacks consistency.



E2.	Is the Council confident that any potential funding needs for the organisation beyond the medium term have been identified?

· Fully: The organisation has prepared a longer-term (over 5 years) financial assessment that takes into account potential requirements for asset replacement and longer term risks in the register (such as changes in the market sector). The longer-term financial assessment includes a sensitivity analysis of how such events might impact on its income and expenditure, balance sheet and annual cash flow. This assessment has been reviewed by the organisation’s board and by the Council’s finance team in consultation with the Council’s shareholder representative. For specialist areas, the company has also taken advice from a specialist third party.

· Mostly: The organisation has prepared a longer-term (over 5 years) financial assessment that takes into account potential requirements for asset replacement and longer term risks in the register (such as changes in the market sector). The longer-term financial assessment considers how such events might impact on its income and expenditure, balance sheet and annual cash flow, but the assessment is not quantified. This assessment has been reviewed by the organisation’s board and by the Council’s finance team in consultation with the Council’s shareholder representative.

· Partly: The organisation has identified some longer term issues that might impact on its income and expenditure, balance sheet and annual cash flow that have been considered by the organisation’s Board. No other issues have been raised, but the Council’s shareholder representative and finance team are not able to confirm that the analysis is comprehensive

· Not at all. The organisation has not examined its long-term finances and the Council’s shareholder representative and finance team are unable to provide assurance that all potential funding needs have been identified. 



E3.	Is the Council confident that its capital financing requirement over the medium term incorporates the organisation’s funding needs?

· Fully: The shareholder representative has answered ‘fully’ to questions D1 & D2, and the finance team has confirmed that all funding needs are incorporated in the Council’s capital strategy.

· Mostly: The shareholder representative has answered at least ‘mostly’ to questions D1 & D2, and the finance team has confirmed that all funding needs are incorporated in the Council’s capital strategy. Or, the shareholder representative has answered ‘fully’ to questions D1 & D2, and the finance team is in the process of updating the Council’s capital strategy to take account of the organisation’s  funding needs.

· Partly: The shareholder representative has answered ‘partly’ to either question D1 or D2 and the finance team has, or is in the process of, updating the Council’s capital strategy to take account of the organisation’s funding needs.

· Not at all. The shareholder representative has answered ‘not at all’ to question D1, or the finance team has not yet considered the impact of the organisation’s funding needs on the Council’s capital strategy. 



		[bookmark: _Toc74214104][image: ]

		Financial and legal commitments with the organisation can be justified







F1.	Is the Council confident in the estimated costs to the Council from a proposed investment/sale?

· Fully: Any risks arising from the investment/sale have been identified by the organisation and validated by the Council’s shareholder representative (and specialist third party where appropriate). The revenue and capital costs arising from the investment/sale (both direct and indirect) and associated risks have been estimated, profiled over the medium to long term and stress tested by the Council’s finance team.

· Mostly: The revenue and capital costs arising from the investment/sale (both direct and indirect) have been estimated, profiled over the medium to long term and stress tested by the Council’s finance team. Any risks arising from the investment/sale have been identified by the Council’s shareholder representative and finance have considered these as part of their stress testing.

· Partly: The revenue and capital costs arising from the investment/sale (both direct and indirect) have been estimated by the Council’s finance team. Any risks arising from the investment/sale have been identified but are not factored into the estimation.

· Not at all. The estimation of the direct and indirect revenue and capital costs arising from the investment/sale are not complete and finance have not been able to remedy the gaps in knowledge. 



F2.	Is the Council confident that the benefits to the Council exceed the estimated costs and that there is a strategy in place should the benefits fail to materialise?

· Fully: The answer to E1 is ‘fully’ and the anticipated benefits from the investment/sale have been quantified and monetised. Sensitivity analysis by the Council’s finance team confirms a high confidence that the financial benefits will outweigh the costs once risk has been factored into the estimation. The anticipated return on investment over the medium term exceeds the minimum levels specified by the Council.

· Mostly: The answer to E1 is ‘fully’ and the anticipated benefits from the investment/sale have been quantified and monetised where relevant. Sensitivity analysis by the Council’s finance team confirms a high confidence that the financial benefits are commensurate with the costs once risk has been factored into the estimation, and the customer manager is confident that the non-financial benefits align closely with the Council’s objectives. The anticipated return on investment in the long-term exceeds the minimum levels specified by the Council.

· Partly: The answer to E1 is ‘fully’ or ‘mostly’ and any anticipated financial benefits from the investment/sale have been quantified. The anticipated return on investment does not meet the minimum levels specified by the Council, but the Chief Finance Officer and Monitoring Officer are satisfied that the anticipated non-financial benefits outweigh the shortfall.

· Not at all. None of the financial benefits from the investment/sales could be quantified or monetised and the Chief Finance Officer or Monitoring Officer has questioned whether the non-financial benefits outweigh the costs.



G1.	Are the Chief Finance Officer and the Monitoring Officer satisfied that the Council can make the investment?

It is the responsibility of the shareholder representative to raise this question with the Chief Finance Officer and Monitoring Officer.

· Fully: The Chief Finance Officer has confirmed that the proposed investment meets the requirements of the Capital Board, that it can be accommodated within the capital strategy, and that any financing required complies with the rules on prudential borrowing and will not lead to the Council exceeding its operational boundary. The Monitoring Officer has confirmed that the proposed investment is within the power of the local authority and complies with relevant legislation.

· Mostly: The proposed investment has not been considered by the Capital Board, but the Chief Finance Officer has confirmed that it can be accommodated within the capital strategy, and that any financing required complies with the rules on prudential borrowing and will not lead to the Council exceeding its operational boundary. The shareholder representative has concluded that the proposed investment complies with the corporate objectives of the Council, and the Monitoring Officer has confirmed that the proposed investment is within the power of the local authority and complies with relevant legislation.

· Partly: The shareholder representative is not sure if the investment would be considered sufficient high priority by the Capital Board to outweigh other projects. The Chief Finance Officer has confirmed that it can be accommodated within the capital strategy, and that any financing required complies with the rules on prudential borrowing and will not lead to the Council exceeding its operational boundary. The Monitoring Officer has confirmed that the proposed investment is within the power of the local authority and complies with relevant legislation.

· Not at all. Either the Chief Finance Officer or the Monitoring Officer has questioned the Council’s capacity/authority to make the investment.



H1.	 Are the Monitoring Officer and the Shareholder Representative confident that any legal obligations can be adequately met by the Council?

It is the responsibility of the shareholder representative to raise this question with the Monitoring Officer.

· Fully: The Monitoring Officer is satisfied that a review of any loan agreement, shareholder agreement or other relevant documents has identified all potential legal obligations to the Council. The Shareholder Representative has confirmed that any other significant legal obligations that might arise from the operations of the organisation have also been identified. Each of these obligations has been listed and there is a clear plan, with an allocated responsible owner, for each obligation setting out how it will be monitored and managed.

· Mostly: The Monitoring Officer is satisfied that a review of any loan agreement, shareholder agreement or other relevant documents has identified all potential legal obligations to the Council. The Shareholder Representative has confirmed that any other significant legal obligations that might arise from the operations of the organisation have also been identified. Each of these obligations has yet to be set out in a clear plan with allocated responsible owners.

· Partly: The Monitoring Officer and/or Shareholder Representative have considered what legal obligations might arise, but this is based on discussions rather than a thorough document review. 

· Not at all. It is unclear what legal obligations might arise for the Council.
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		Focus on Value for Money







I1.	 Are governance arrangements in the organisation sufficiently robust to provide the Council adequate assurance?

· Fully: The three lines of defence within the organisation are robust. The management team meets regularly to review performance and manage risks; there are clearly specified rules and regulations that are regularly monitored by audit to ensure compliance; and external audit or other regulators have not raised issues of concern. The management board has been assessed as effective and Council Directors and the Shareholder Representative are satisfied that there are no other issues the Council should take into account.

· Mostly. The management team meets regularly to review performance and manage risks; there are clearly specified rules and regulations and external audit or other regulators have not raised issues of concern. The Council Directors and the Shareholder Representative are satisfied that there are no other issues the Council should take into account.

· Partly. The management team meets regularly to review performance and manage risks; there are clearly specified rules and regulations and any issues raised by external audit or other regulators are being addressed.

· Not at all. The Council Directors and the Shareholder Representative are not willing to confirm that there are no other issues the Council should take into account.

I2.	 Are there are clear reporting lines within the Council should an issue arise?

· Fully: Council Directors have confirmed an understanding of the obligations on them to represent the Council. The Shareholder representative routinely attends the organisation’s board meetings. There are clear, written procedures in place on how issues should be raised within the Council and with whom.

· Mostly. Council Directors are broadly aware of the obligations on them to represent the Council. The Shareholder Representative routinely attends the organisation’s board meetings. The Shareholder Representative has confirmed an awareness on how issues should be raised within the Council and with whom.

· Partly. Council Directors are broadly aware of the obligations on them to represent the Council. The Shareholder representative sometimes attends the organisation’s board meetings. The Shareholder Representative has confirmed a broad awareness on how issues should be raised within the Council and with whom.

· Not at all. The Council Directors are not familiar with the organisation and the Shareholder Representative attends very few of the board meetings. The Shareholder Representative is not aware of any guidance on how issues might be escalated within the Council.



J1.	 Is the Council confident that the organisation’s business plan is sufficiently focused on long-term value creation and sustainable service delivery

· Fully: The business plan explicitly specifies targets for long-term value creation and sustainable service delivery that are supported by fully resourced delivery plans. The plan has been approved by the Board and the organisation has demonstrated in the past that it can deliver on such commitments.

· Mostly. The business plan explicitly specifies targets for long-term value creation and sustainable service delivery that are supported by fully resourced delivery plans. The plan has been approved by the Board. Any previous shortfalls in delivery have been reviewed and the Shareholder Representative is satisfied that such issues are very unlikely to arise again.

· Partly. The business plan refers to the need for for long-term value creation and sustainable service delivery but there are no measurable targets. Any previous shortfalls in delivery have been reviewed and the Shareholder Representative is satisfied that such issues are very unlikely to arise again.

· Not at all. The business plan does not address the need for for long-term value creation and sustainable service delivery. Or, the Shareholder Representative is not willing to confirm that any previous shortfalls in delivery will not arise again in future.



J2.	 Is the Council confident that the organisation’s plans for long-term value creation and sustainable service compare well with other similar organisations?

· Fully. The organisation’s business plan explicitly specifies targets for long-term value creation and sustainable service delivery. These measurable targets compare positively with those of other broadly similar organisations. The plans are consistent with the Council’s objectives.

· Mostly. The organisation’s business plan explicitly specifies targets for long-term value creation and sustainable service delivery. In the absence of comparable data, interviews with other sector experts confirm that they are favourable.

· Partly. The  organisation’s business plan refers to the need for long-term value creation and sustainable service delivery but it has not been possible to compare with elsewhere. Interviews with other sector experts confirm that the aspirations are reasonable.

· Not at all. The organisation does not have any plans for long-term value creation and sustainable service delivery. Or, the plans do not compare favourably with others in the sector.
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		Engagement does not generate undue risk to the Council







K1.	 Is the Council confident that engagement with or withdrawal from the organisation will not have any significant adverse impact on the Council’s risk register?

· Fully: The Shareholder Representative has consulted with the Council’s Directors on the Board of the organisation, the Chief Finance Officer, Monitoring Officer and the Customer Manager to identify any potential adverse impacts. Each of these issues has been risk assessed and monetised. The Council Leadership team is satisfied that these risks do not have a significant adverse impact on the Council’s risk register. 

· Mostly. The Shareholder Representative has consulted with the Council’s Directors on the Board of the organisation, the Chief Finance Officer, Monitoring Officer and the Customer Manager to identify any potential adverse impacts. Each of these issues has been risk assessed and monetised. The Council Leadership team is satisfied that with suitable mitigations these risks can be managed by the Council. 

· Partly. The Shareholder Representative has consulted with the Council’s Directors on the Board of the organisation, the Chief Finance Officer, Monitoring Officer and the Customer Manager to identify any potential adverse impacts. It has not been feasible to quantify and value all the risks, but the Council Leadership team is satisfied that there are mitigations available to manage the impact on the  Council.

· Not at all. The Shareholder Representative is not confident that all risks have been identified. Or, the Council Leadership team is not satisfied that there are sufficient mitigations available to manage the impact on the Council.



L1.	 Is the Council confident that it has a sufficient shareholding, partnership share, or customer relationship to influence the direction of the organisation?

· Fully: The Council has a majority shareholding/partnership share in the organisation to determine direction. The majority voting rights also apply to any special purpose vehicles established by the organisation. 

· Mostly. The Council is the main shareholder/partner in the organisation and, as the largest customer of the organisation, it has a demonstrable track record in using that leverage to influence the direction of the organisation. This also applies to any special purpose vehicles established by the organisation. 

· Partly. The Council is the main shareholder/partner in the organisation and is the largest customer of the organisation. The Shareholder Representative considers that it can routinely influence the direction of the organisation, but this cannot be clearly demonstrated. This also applies to any special purpose vehicles established by the organisation. 

· Not at all. The Council does not have sufficient voting rights to have much leverage over the direction of the organisation or any special purpose vehicles. 

L2.	 Is the Council confident that the Shareholder Representative has the experience/knowledge to influence the direction of the organisation?

· Fully: All the Directors have regularly attended the Board meetings of the organisation for over two years and there is a track record in the Board minutes to demonstrate their influence. The Shareholder Representative has appropriate expertise and experience, and has not previously had to raise concerns in the Council that the organisation has taken a different direction than that sought by the Council. The Board has a documented on-boarding approach for new directors.

· Mostly. One or more of the Directors have regularly attended the Board meetings of the organisation for over two years and there is a track record in the Board minutes to demonstrate their influence. The Shareholder Representative has appropriate expertise and experience, and is not aware of any instances where the organisation has taken a different direction than that sought by the Council. 

· Partly. The Directors regularly attend the Board meetings and raise issues on behalf of the Council. The Shareholder Representative is not aware of any instances where the organisation has taken a different direction than that sought by the Council.  

· Not at all. The Directors are not familiar with the organisation. Or, there have been instances where the organisation continues to make decisions contrary to the wishes of the Council.
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		The Council has the organisational capacity to maintain adequate oversight 







M1.	 Is the Council confident that there is a Shareholder Representative in post with sufficient experience?

· Fully: There is a Job Description and Person Specification, approved by the Head of Service, that sets out the requirements of the role. This post has been filled by an individual and performance appraisals confirm that they meet the requirements of the role. 

· Mostly. There is a Job Description and Person Specification, approved by the Head of Service, that sets out the requirements of the role. This post has been filled by an individual through formal recruitment processes, but they have not been in post sufficiently long to demonstrate that their performance meets the requirements.

· Partly. There is a person in post, but there is no clear job description that sets out the expectations of the role.

· Not at all. There is no person in post. Or, the person is not peforming to a satisfactory standard.



N1.	 Is the Council confident that the nominated Directors have sufficient experience, skills and capacity for the role?

· Fully: The Directors have been in post for over two years. They have attended the required training. They have attended all Board meetings unless there were exceptional reasons. The Shareholder Representative is satisfied that they have the capacity for the work. 

· Mostly. At least one of the Directors has been in post for over two years. They have all attended the required training. They have attended the majority of Board meetings over the last year. The Shareholder Representative is satisfied that they have the capacity for the work.

· Partly. None of the Directors has been in post for over two years, but they have all attended the required training. At least one Director has attended each Board meeting and the Shareholder Representative is satisfied that they have been briefed on issues beforehand. 

· Not at all. There have been occasions when the Council was not represented at a Board meeting. Or, the Shareholder Representative has concerns over the experience or capacity of the Directors to undertake the role.



O1.	 Is the Council confident that there are clear reporting and decision-making arrangements in place?

· Fully: There is up-to-date, comprehensive guidance on what should be reported and when. This guidance is regularly reviewed and revised by the Companies Governance Executive Sub-Committee and periodically assessed by Internal Audit. 

· Mostly. There is comprehensive, written guidance on what should be reported and when. It has not yet been tested in practice, however, or has not been updated for at least two years. 

· Partly. There is limited written guidance on what should be reported and when, but the Shareholder Unit is available to provide advice where required.  

· Not at all. There is no guidance available.



O2.	 Is the Council confident that all relevant parties comply with the reporting and decision-making arrangements?

· Fully: The answer to N1 is ‘fully’ or ‘mostly’ and Internal Audit has reviewed and confirmed a reasonable level of compliance. 

· Mostly. The answer to N1 is ‘fully’ or ‘mostly’ and there have been no instances of non-compliance brought to the attention of the Companies Governance Executive Sub-Committee.

· Partly. Guidance is being developed and the Shareholder Unit and Companies Governance Executive Sub-Committee are not aware of any instances of a failure to raise issues.

· Not at all. There is no guidance and there have been instances where issues were not raised or dealt with in time.
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The Governance of Council Interests in Companies -

Code of Practice

 

1. 	Introduction

 

1.1 	The purpose of this Code of Practice is to provide a reference point to the Council [local authority] and interested parties (councillors, officers, company representatives and contractors) in understanding the requirements of the Council in setting up a local authority company, and in particular a local authority trading company (LATC), and how the governance arrangements for that company will work once set up.

 

1.2     	The OECD/G20 helps define corporate governance by saying that it:

-     “involves a set of relationships between a company’s management, its board, its shareholders and other stakeholders; and

-     “provides the structure through which the objectives of the company are set, and the means of attaining those objectives and monitoring performance are determined”.[footnoteRef:1] [1:  “G20/OECD Principles of Corporate Governance - OECD Report to G20 Finance Ministers and Central Bank Governors” - September 2015] 


 

1.3    	This Code of Practice therefore sets out how the Council will normally go about managing those relationships and ensuring that a company will go on to deliver the objectives established for it by the Council. It also briefly explains and makes reference to the law and basic requirements placed upon a local authority in establishing or owning companies.

 

1.4    	The Code of Practice is set out as: 

· an explanatory background; 

· a set of guiding principles; and then 

· a set of working expectations. 

 

1.5      	Attached, as appendices, are also key documents used in this process.

 

 

2. 	Background 

 

(a) Local authority trading and the local authority trading company [footnoteRef:2] [2:  Source: Local Government Association Briefing] 


 

2.1	There are long-established powers for councils to trade. Among the most important is the Local Authorities (Goods and Services) Act 1970, which authorises councils to enter into agreements with other local authorities and other designated public bodies, for the provision of goods, materials and administrative, professional and technical services, for the use of vehicles, plant and apparatus and associated staff, and for the carrying out of maintenance. Payment terms are set out in an agreement. These are not limited to cost recovery. The 1970 Act is the bedrock of trading within the public sector and there is substantial experience of its operation. But the Act is limited in scope. For example, it does not allow trading with the private sector or the public at large. Other established trading powers are specific in nature, such as the Local Government (Miscellaneous Provisions) Act 1976, which enables councils to enter into agreements with anyone for the use of spare computer capacity. 

 

2.2	The Local Government Act 2003 added new possibilities to charge for services, to both provide extra services at cost and to trade with the private sector. Under the 2003 Act, the Government authorizes trading by means of a trading order. The Trading Order currently in force was made in 2009[footnoteRef:3], which permits all councils in England to trade or "to do for a commercial purpose", anything which they are authorised to do for the purpose of carrying on their ordinary functions, which includes use of the granted general power of competence.  [3:  The Local Government (Best Value Authorities) (Power to Trade) (England) Order 2009] 


 

2.3	Under that 2003 Act and Trading Order, as augmented by the Localism Act 2011, for a local authority to exercise the power to do things for a commercial purpose (which the authority couldn’t otherwise do), then it must be done through a company. Councils are thus enabled to establish a company by which they can trade with the private sector for a profit - that is to enter into commercial contracts. The profits may then go back to the council through dividends or service charges. 

 

2.4	The reason given for this legislative requirement was that:

“local authorities and their trading arms have to be on a level playing field with the private and commercial sector in both a positive and negative way. They should not be at a disadvantage, but they should not have an outstanding advantage. Taxation is a particular issue. It is right to carry forward the requirement that such bodies should be companies and trading as such.”

 

2.5	To exercise the power to establish a company and trade, a local authority must first approve a business case ('a comprehensive statement') covering:

-       the objectives of the business;

-       the investment and other resources required to achieve those objectives;

-       any risks the business might face and how significant these risks are; and

-       the expected financial results of the business, together with any other relevant outcomes that the business is expected to achieve.

 

2.6	That business case is then implemented and refreshed by way of a business plan, which should be updated and submitted for approval each year, to guide the company in carrying out its continuing activities.

 

2.7	The local authority must also recover the costs of any accommodation, goods, services, staff and anything else they supply to the company under any agreement or arrangement. This is an absolute requirement and distinct from the various rules on procurement or providing state aid.

 

2.8	Other important legal, commercial and financial considerations for councils or fire and rescue authorities setting up a trading company include company law issues, the cost of bidding for contracts, tax liability (corporation tax and VAT), EU procurement law and state aid rules and employment law (TUPE and pensions). 

 

(b) The Local Authority Company

2.9	The kind of company that must be utilized to enable the Council to trade in this way is defined in Part V of the Local Government and Housing Act 1989 (‘LGHA 89’). That lists:

-	a company limited by shares;

-	a company limited by guarantee and not having a share capital;

-	a company limited by guarantee and having a share capital;

-	an unlimited company;

-	a society registered or deemed to be registered under the Industrial and Provident Societies Act 1965.  

 

2.10	The LGHA 89, and the current Order[footnoteRef:4] made under it, places local authority companies into one of three categories, being controlled or influenced by the local authority (a regulated company) or a company in which the local authority has a minority interest. It then goes on to set out a number of additional restrictions and requirements to which the local authority and the regulated company (or society) and any subsidiaries must adhere.  [4:  The Local Authorities (Companies) Order 1995] 


 

2.11	The reasons for these extra requirements were described by the Government of the day, when setting out the reasons for the LGHA 89, as being that: 

"when a company is effectively under the control of a local authority… the most significant controls that Parliament has laid down for the conduct of local authorities should apply to that company."



[bookmark: _Hlk492739011]2.12	These requirements cover issues of audit, payments, delivery of information to the authority’s members and identification. For example, a regulated company is required to mention that it is a company controlled, or as the case may be influenced, by a local authority, naming the relevant authority or authorities, on all relevant documents, which are defined by reference to the companies legislation and are the same documents on which a company is required to disclose its registered name[footnoteRef:5], such as business letters, its order forms and its websites. [5:  “…being of any kind mentioned in paragraphs (a) to (d) of section 349(1) of the 1985 Act” - now Regulation 24 of the Company, Limited Liability Partnership and Business (Names and Trading Disclosures) Regulations 2015 made under the replacement section 82 of the 2006 Act. 
] 




(c) Other Local Authority Entities

 

2.13	If it isn’t needed as a means by which it can trade, a local authority is free to involve itself in any one of a number of different forms of sole and joint ventures to best assist it in achieving its goals and aims, which may or may not involve establishing an entity that has a separate legal personality. These may also be as above, companies as defined by the Companies Act and which can include an industrial or provident society or a community interest company. They may alternatively be established as a distinct trust, with the council or appointees as trustee. They may be embodied as limited liability partnerships. They may also exist simply as unincorporated partnerships, with other public bodies or private persons (that can often act as if they were a distinct entity), such as the Local Economic Partnership. 

 

2.14	There are certain rules yet to be brought into force, and the Secretary of State holds reserve powers, that may require, prohibit or regulate the taking of specified actions by entities connected with a local authority and those appointed to or representing the local authority at them[footnoteRef:6]. In this respect: [6:  Section 212 Local Government and Public Involvement in Health Act 2007] 


-    “entity” means any entity, whether or not a legal person, and 

-     an entity is stated to be “connected with” a local authority if financial information about that entity must be included in the local authority’s statement of accounts.

 

2.15	Whilst this Code of Practice will apply to all companies in which the Council has an interest, it may not be as appropriate for the governance of the Council’s relationship with other entities which it is connected to, is a member of or has an interest in. In these instances, regard will be had to this Code but its application will be determined on a case by case basis. 

 

Limited Liability Partnerships



2.16		Particular amongst these is the limited liability partnership (LLP), which are an increasingly common entity of which local authorities are a member. A limited liability partnership is a body corporate (with legal personality separate from that of its members) and is formed of ‘two or more persons associated for carrying on a lawful business with a view to profit’[footnoteRef:7]. An LLP will also file annual accounts and be registered with Companies House. [7:  Limited Liability Partnership Act 2000] 




[bookmark: _Hlk492748664]2.17	LLP’s have a number of advantages for local authorities, including significant tax advantages and that it lies outside of the regulation applicable to local authority trading companies. Unlike a company, however, an LLP is not a vehicle by which the Council can undertake commercial activities via the general power of competence under the Localism Act 2011 or the charging and trading powers under the Local Government Act 2003, so a key disadvantage is that it must rely on specific local government powers and the vires of the functions included must be carefully considered. An LLP is also not suitable for later conversion to a company or to be formed as a charitable body. An LLP is, therefore, very well suited to forming joint ventures to deliver local government functions such as land and property development[footnoteRef:8]. [8:  “Structures for Collaboration and Shared Services: Technical Notes” (DCLG)] 




2.18	The cross-application of this Code will therefore particularly apply to limited liability partnerships (LLP), where the management agreement will reflect many of the elements of the articles or shareholder agreement referred to below. This will include, for example, the same reserved decision making in respect of appointment of representatives to the partnership management board, receipt of financial and other information by the Council and that the venture is limited to only undertaking its business in accordance with the approved business plan.



 

3. 	Guidance

 

3.1	In exercising the power to establish a local authority trading company (LATC), local authorities were obliged under the 2003 Act to have regard to Statutory Guidance. The “General Power for Local Authorities to Trade in Function Related Activities Through a Company”[footnoteRef:9] was issued and it is to this document that this and other councils in establishing the companies have had regard to.  [9:  First published: 29 July 2004: UK Govt Archive] 


 

3.2	That Statutory Guidance is now out of date, however, and was withdrawn as of 17th June 2014. Whilst new guidance is awaited, the withdrawn guidance nevertheless remains useful and largely very relevant. Where it is still relevant, this Code has had regard to it and, where associated with the principles of this Code, accompanying direct quotes from the Government Guidance are included throughout.

 

3.3	All listed companies are subject to the UK Corporate Governance Code[footnoteRef:10]. The Council will expect all of its companies and their subsidiaries, and indeed any company with which it is associated, to adopt the “comply or explain” approach of the UK Corporate Governance Code as a demonstration of best practice in corporate governance. [10:  September 2014: Financial Reporting Council] 


 

3.4	The Corporate Governance Guidance and Principles for Unlisted Companies in the UK[footnoteRef:11] and also the Corporate Governance Handbook[footnoteRef:12] have additionally been utilised in the compiling of this Code of Practice. [11:  First edition: November 2010: Institute of Directors (IoD) and European Confederation of Directors’ Associations (ecoDa)]  [12:  Third edition 2013: Institute of Chartered Secretaries and Administrators (ICSA)] 


 

3.5	The Council itself has adopted a NNN Council Code of Corporate Governance and the approach of this Code of Practice will fall to be associated with the provisions of that Code.

 

 

4. 	Principles of Governance of Council Companies 

 

4.1	In setting out the governance relationship between the Council and its companies, group of companies and organisations it has invested in, this Code has three key underpinning principles. These are as follows, preceded by a relevant quote on the subject from the Government Guidance.

 

 

I. Controls and Freedoms 

 

	The Guidance:

 

4.2	“A successful company will be one that works alongside the authority in delivering joint objectives. The authority will have to consider how to balance the need to assist the company to achieve its trading objectives with the principles of transparency, accountability and probity.”

 

	The Principles

 

4.3	It is recognised that, whilst appreciating this should not be unfettered, a trading company needs to be given commercial freedoms to enable it to succeed.

 

4.4	Accordingly, governance arrangements will seek to ensure that:

· the company will be provided with sufficient freedoms to achieve its objectives; and

· the Council will retain sufficient controls to ensure that its investment is protected, that appropriate social and financial returns on investment can be obtained and that the trading activities of the companies are conducted in accordance with the values of the Council.

 

 

II. Relationship, Integrity and Accountability 

 

The Guidance:

 

4.5	“It is important that trading companies can operate on an equal footing with their competitors, but it is equally important that they are not used as a device for inhibiting legitimate public access to information about local government and local government services.”

 

The Principles

 

4.6	It is recognised that, whilst appreciating its procedures operate in a way that protects the company’s commercial interests, those procedures should ensure that the Council can carry out its functions as an investor, as a trustee of public funds and a local authority committed to both due responsibility for the exercise of its functions and for providing a vision for the City.  

 

4.7	Accordingly, governance arrangements will seek to ensure that:

· the executive can make investment decisions based upon complete and accurate consideration of business cases and business plans;

· the executive can evaluate social and financial benefits and returns on investment; and

· the Council’s overview and scrutiny committees are able to exercise their powers in relation to the executive’s decision making

in a manner that ensures the companies can provide full and frank financial and business reporting against their business plans and be open to an appropriate level of scrutiny without fear of commercial confidentiality being breached.

 

 

III. Understanding of role

 

The Guidance:

 

4.8	“A trading company will be a separate legal entity from a local authority. It will derive its legal authority from its Memorandum of Association and the Companies Acts. Its directors and officers will derive their authority from the articles of association and the law relating to companies.

…

“Those “who are appointed directors will participate directly in the activities of the company, and are answerable to the company and have the powers and duties of company directors whilst they do so.

…

 “Local authority members and officers should be aware of potential conflicts of interest when carrying out their roles for their authorities, or when acting as directors of trading companies.”

 

The Principles

 

4.9	It is recognised that, as company ventures have a separate legal personality to the local authority, the success and good governance of the company venture depends upon those involved understanding their role and responsibilities collectively and individually. 

 

4.10	Accordingly, governance arrangements will seek to ensure that there is sufficient induction, training and other materials in place so that:

· their legal duties;

· stewardship of assets;

· the provisions of the governing documents;

· the external environment; and

· the total structure of the organizations and the venture

are appropriately understood by Members of the Council in their role as part of the executive or of overview and scrutiny, by officers of the Council associated with these duties and by the directors of the companies.

 

 

5. 	Ownership and control of the company

 

5.1	NNN Council, the local authority as a corporate body, will be a member of the company. The membership will be as guarantor if a company limited by guarantee or, as will be the norm if a LATC, the holder of shares (perhaps the only share) in a company limited by shares. 

 

5.2	The rights and duties as a member of the company will, however, almost always fall to be exercised as an executive responsibility. This means that decisions to be taken by the Council as a member of the company (as shareholder) fall to be decided on by the elected Mayor/Leader. In the normal way, therefore, these functions may be delegated by the Mayor/Leader to the cabinet or an officer and will be subject to key decision and access to information rules, call-in and review by overview and scrutiny committee.

 

5.3	For ease of use, where decisions are to be taken by the local authority as a member of a company, those decisions are referred to in this Code as being taken by ‘the executive’. 

 

5.4	The authority of the shareholder is exercised where decisions of the company are reserved for approval of the executive before they can be implemented, but also directly in the form of a shareholder’s written resolution or at the company’s general meetings. 

 

5.5	At the company general meetings the executive will be present and voting as a member of the company, where this presence and voting will be in the form of a single person known as the ’shareholder representative’. 

	

5.6	Decisions to be made by the executive, rather than left to the company itself, are known as ‘reserved matters’. Reserved matters cover such things as the approval of the company’s annual business plan or mid-year amendments to it, the appointment of directors, certain key financing decisions and so forth. These are established either through agreement with the company, known as a shareholders agreement, or as set out in the company’s governing articles of association.

 

5.7	The relationship between the local authority (and the companies it is a member of) is governed by these and other key documents that are required to establish a local authority company, and a trading company in particular. In establishing the local authority’s company and then in governing the relationship with what is now a separate legal personality, the executive will need to put in place the following documents:

· The business case which assesses the risk involved in the proposed trading enterprise and decides whether or not it should be established and proceed to trade; the ‘comprehensive statement’ referred to in 2009 Order. It starts the process of business planning.

· The articles of association, or the memorandum and articles of association as it used to be called, which is the constitution of the company. This is the legal documents required to set up a limited company and give details of its name, aims and authorised share capital, conduct of meetings, appointment of directors and registered office.

· The shareholders agreement, or management agreement, which sets out the rights of the Council as the sole or co-shareholder and how it can exercise those rights. It details the powers of the board of the company and how and when the shareholder might influence those powers. It is important to note that the shareholder agreement is capable of being developed and added to as the company develops. 

· The financial agreements which are the commercial agreements that set out what assistance is to be provided and on what terms. This may be purely financial, such as a direct loan or a facility such as a parental guarantee, and made on commercial terms. It may also be in the form of goods, services or staff to be provided and set out in a resourcing agreement or a service level agreement, which is likely to be on a service charge or cost recovery basis. The agreements may require regular and detailed access to information and financial reporting to the Council and/or holding company.

· The business plan which sets out the objectives of the business, how they are to be achieved and standards met adjusted in the light of experience and changing circumstances. It is a comprehensive analysis of the business situation at a particular point in time. It is often referred to as the annual business plan because it is expected to be submitted for shareholder approval annually.

 

5.8	A model shareholder agreement for use with the holding company, setting out the principal decisions reserved for the executive’s approval, including subsidiaries of the company as a group, is outlined at Appendix 2.

 

 

6. 	Shareholder Group or Board

 

6.1	The structure described above creates a governance process whereby, so far as appropriate under this Code’s Principles, the company is left to get on with its business. Following the UK Corporate Governance Code, the companies will utilise a unified board, with appropriate non-executive directors providing outside expert help and with board committees (such as an audit committee) to provide oversight and ensure delivery. 

 

6.2	The Mayor/Leader, in turn, will seek to inform the executive decisions and to hold the company to account by utilising a reflection of the company board structure in the form of a Shareholder Group, including external expertise and sub-groups. The role of this group is to provide the necessary oversight from a shareholder’s perspective that the parameters, policies and boundaries that the executive as the shareholder has established for the company are being adhered to. In it, the Mayor/Leader (or his or her appointee) remains the decision maker but the Group act as advisors in the making of those executive decisions.

 

6.3	Such a Shareholder Group is considered to be an effective means of governance of the companies. This is because it allows for decision making and discussion in an informed atmosphere, which also provides the executive with:

· a mechanism to communicate the shareholders’ views to the company; and

· a means to evaluate the effectiveness of the company board and the delivery of the company performance against strategic objectives.

 

6.4	It is intended that the Mayor/Leader (or his/her appointee) will make most decisions concerning the executive’s role in respect of company interests at meetings of the Shareholder Group (in a similar manner to the Mayor/Leader’s executive decisions made at various partnership boards and the health and well-being board). It is envisaged that key decisions concerning the companies will, however, still normally be made at meetings of the Cabinet. 

 

6.5	The Terms of Reference for the Shareholder Group are set out at Appendix 1.

 

 

7. 	Scrutiny 

 

7.1	The overview and scrutiny committees have a significant role to play to ensure that the company is able, and the executive has properly required the company, to make sufficient returns for the investment to be worthwhile and, indeed, ensure that the social objects set for it are not lost in the drive towards the overriding and essential requirement for the company to be economically successful.

 

7.2	It is the executive, the Mayor/Leader and Cabinet, who is responsible for approving the business case to establish a company, of setting the right balance between the economic, social and environmental objects of a company when it is established and of subsequently exercising the Council’s powers as shareholder.

 

7.3	Once established, the company must then get on with the business of delivering the objectives with which it has been tasked, within the parameters set for it. It must be otherwise free, however, to operate in its own best interests and to compete on an even basis with its competitors in the marketplace.

 

7.4	Again, it is the executive, either generally or when considering reserved matters, to whom the company must answer and by whom it is held to account for its success, or failure, in achieving the objectives set for it.

 

7.5	The key role of overview and scrutiny is then to advise the executive and hold it to account on behalf of the wider public interest and its role within the Council. 

 

7.6	This creates a flow of information and accountability, in which 

-       the company needs to get on with the business of delivery; 

-       the executive needs to make the company decisions reserved to it and to hold the company to account for performing against them; and 

-       Members as part of overview and scrutiny need to advise on or scrutinise the decisions of the executive. 

This needs to be done in a trading environment that requires them all to make speedy and reactive commercial decisions and to handle often highly valuable and commercially sensitive information.

 

7.7	Overview and Scrutiny, to fulfil its role, requires a means of access to the sensitive information and debate that inform the Shareholder Group and the Mayor/Leader’s decision making, without either oppressing that process or endangering its own strictly non-executive role.

 

7.8	To this end it is considered that the Chair of Overview and Scrutiny Management Board (OSM) is best placed to be involved, use his/her knowledge of this committee and its remit to sift the information and be alert to those matters that need to be bought to the overview and scrutiny committees’ attention and be investigated further. Accordingly, the Chair will be invited to the forum created to handle this crucial information flow, the Shareholder Group. To retain the independence required of the OSM Chair, this is not membership as direct advisor as part of the decision making, but as an informed observer.

 

7.9	Overview and Scrutiny committees may then review any matter concerning the Council’s companies and make proper use of its full powers and function, having had these matters drawn to its attention by, and with the benefit of, a fully informed Chair.

 

7.10	In carrying out any such review, the Government Guidance states that:

“The local authority should ensure that its overview and scrutiny committees are able to exercise their powers in relation to the discharge of local authority functions under the relevant legislation.

 

7.11	To this end, the legal framework for local authority companies includes an express requirement concerning the provision of information to Members of the Council, which reflects the similar provision in relation to local authorities generally. This states that a local authority regulated company “shall provide to a Member of the Council such information about the affairs of the company as the member reasonably requires for the proper discharge of his duties.”[footnoteRef:13]   [13:  Article 7, Local Authorities (Companies) Order 1995] 


 

7.12	The exception here is that the company cannot be required to provide information in breach of any enactment, or of an obligation owed to any person.

 

7.13	It is also worth noting that, where a Member or an officer has become a member or director of a local authority company, the local authority must make arrangements for them to be open to questioning about the company’s activities by Members of the Council at a meeting of the authority, or a committee or sub-committee, or by cabinet members in the course of proceedings of the cabinet or a committee of the cabinet. Importantly, the Member or officer is not required to disclose confidential information about the company.

 

 

8. 	Investment and Finance

 

8.1	The balance of how each company venture may be financed will be assessed and set out in the business case, required at the very beginning of the venture and the incorporation of the company as described above, and in business plans as made or amended and agreed by the executive. Each decision will take into account state aid implications and such matters as where legislative and regulatory requirements demand full cost recovery or standard commercial terms to be applied.

 

8.2	Where the purpose of a company is to better utilise assets owned by the Council, for example, the principal investment in the company is likely to be those assets. The assets may then be made use of by the company through their being transferred in their entirety from the Council to the company or by being provided to the company by the Council under a lease, loan or use agreement.  

 

8.3	Investment at the initial stage of a trading company will normally be by way of purchase of share capital, either directly in the company or, more likely, via NNN Holding Limited, often together with a loan or loan facility on commercial terms. This is to fund those costs which arise at the start of the company or company joint venture, including the holding company and its subsidiaries, to cover initial set up costs, working capital costs and collateral costs. For purchased company interests, share value should reflect the fair value of the going concern.

 

8.4	Direct investment may well also be by various other forms of agreement. This may be for the supply of monies, directly as a loan or under a parental guarantee, credit agreement, facility and so forth, which should be on standard commercial terms. It may also be for the supply of goods, property or staff, as described above and at section 12 below.

 

 

9. 	Companies Structure

 

9.1	The principal means by which the local authority will normally own and hold interests in its trading and other forms of company will be through a single company (the Company), acting as a holding company. Wherever practically feasible and advantageous to the authority, each of the individual company ventures will then be a subsidiary of the single company and they will operate together as part of the a group of companies.     

 

9.2	The primary objective of a group structure is that the Company, as a holding company, is able to provide a single point of focus for leadership of the authority’s commercial activity, communication with the authority, utilisation of shared resources and as a forum for strategic decision-making across the group. Its board of directors will set the overall strategy in relation to the activities of its subsidiaries. 

 

9.3	In doing so, the board of  the Companywill also sign off all business plans and hold its subsidiaries to account. The executive, supported by the Shareholder Group, will approve any decisions that would have an effect on the shareholder’s rights and hold the group of companies to account as a whole.

 

9.4	The subsidiary companies will, therefore, be expected to adopt a common ‘group’ approach, with the managing director and the Company’s board holding a clear leadership role on behalf of the authority. This will, for example, involve the group of companies:

(a)	using existing Council policies and strategies where appropriate andthe company and its subsidiaries, wherever practicable;

(b)	adopting a common approach across the group on branding and its finance, ethics and procurement policies and practices;

(c)	being required by the authority to have the holding company approve the procurement and authorisation of spend levels set by each company for its directors and staff; and

 (d)	also having more detailed matters to  be set as a common approach by the company for itself and its subsidiaries by the holding company, where it considers that that will increase effectiveness, efficiency and engender common understanding, which is likely to include such things as group financial procedure rules, fraud and whistle-blowing policies, decision making levels and procedures, capability and disciplinary procedures, health and safety practices and so forth. 

 

9.5	The Company will similarly provide a natural home and conduit for support and control roles that will be common across the group, such as company secretarial services, procurement, finance and human resources. These fall into two groups. The first is those services that would be better employed directly by the holding company, such as financial and payroll systems for example. The other are those provided as managed services to the companies by the Council, under a resourcing agreement (or service level agreement), because this is more cost effective, appropriate or is a demand of the shareholder, such as HR or company secretarial and legal services. (This is described further at section 12 below).

 

9.6	The secondary purpose is financial, in that group companies can share VAT registration where appropriate and can be treated as holding group accounts. The latter means that reporting is as one set of accounts and that profit and loss can be distributed across the group, setting one off against another, as might be desired to meet the aims and values set for the group. 

 

9.7	The executive will approve the appointment of auditors for the group and its accounts will appear as part of the Council’s financial statements.

 

 

10. 	The Company’s Board 

 

10.1	The Government Guidance advised that a local authority company will be run by its board of directors answerable to the shareholders, in accordance with the articles of association, and goes on to suggest that a board of between 3 and 8 directors is most likely to be practical (although this will be dependent on the circumstances of each company). The participating Local Authority should be represented on the board of its company. 

 

10.2	The representatives who are appointed directors by the executive will participate directly in the activities of the company and are answerable to the company and have the powers and duties of company directors whilst they do so. Accordingly, the Government Guidance goes on to suggest that this requirement in a trading company and the accompanying conflict of interests that may arise means that officers are better placed to fulfil this role. 

 

10.3 	Whilst it will therefore be the norm that officers, not members, will be appointed as directors, this should not prevent the Council from appointing Members as directors where that is considered to be in the best interests of the company and the Council. If Members of the Council are appointed as directors of a company, the following paragraphs should be borne in mind and, in particular, that the member notes that:

-       	Conflicts of interest may be waived by a company but, as a matter of public law, never in the decision making of the Council: the Council Member / company director will always have a conflict of interest when it comes to their role as a councillor that must be resolved and resolved in the favour of the company. A Member as director, therefore, must not be a party to making a decision of the Council affecting the company, but may proffer evidence or advice to the Council on the company’s behalf when invited to do so.

-       	Liaison should be through the key Member and/or officer concerning the company and the Council’s activities

-     	The Member’s Code of Conduct applies to a Member’s activity as a director, except only where it directly conflicts with the interests of the company and, where that may be the case, the potential conflict notified to the company secretary and to the Council’s monitoring officer.

-      	The only monies or other remuneration to be received by the Member in connection with the directorship will be as a special responsibility allowance (SRA) given by the Council to the amount of the corresponding SRA in the Members’ Allowances Scheme.

 

10.4	As the holding company for the group, the Company board of directors will be formed of:

· Executive directors, being:

· the managing director; 

· with the option of the managing directors of the authority’s principal trading companies where appropriate

· Non-executive directors, being:

· a chief officer of the Council (Chair of the Board); 

· independent person(s) appointed to bring oversight, experience and skills that would be advantageous and appropriate for the companies; 

· other senior officers of the Council as appropriate; and

· Members of the Council if considered advantageous and appropriate.

 

10.5	The chair of the board of directors, as Council appointee, will have a deciding say to be exercised through means of a ‘golden vote’ procedure on the board. This approach is to ensure that the Council’s officers will always be able to out-vote the directly appointed directors on the holding company. Such matters as the quorum requirement for board meetings of the company and the like will be expected to reflect that objective.

 

10.6	The Company will have two standing committees, which will be as follows:

· The Remuneration Committee, which will conduct appointments and remuneration decisions and recommendations to the Council (where an appointment is not wholly reserved to the Council). 

· The Audit Committee, which will fulfil the same role and function as the Council’s Audit Committee, the outputs of which will feed into the holding company board, the company business plans and the Council’s own statement of accounts and Annual Governance Statement.

 

10.7	In respect of the individual wholly owned trading companies, non-trading (Teckal) companies and joint ventures, the appointment of directors of the company will be as are considered best to meet the requirements of the subsidiary or venture concerned. 

 

10.8	Where an officer or Member is placed on a company board, he or she will be provided with an indemnity for their actions in that role. This is provided for under the Local Authorities (Indemnities for Members and Officers) Order 2004. It should be noted, however, that any such indemnity only covers actions taken honestly and in good faith. 

 

10.9	Appointments of an officer as a company director will be of the relevant post or office of the Council, not as an individual. This will be reflected within each of the companies’ articles in that if any one of the Council appointed directors ceases to be an employee, office holder or Member of the Council, as applicable, then they automatically also cease to be a director of the company.            

10.10	The remuneration of officers of the Council appointed directors to a company controlled or influenced by the Council, other than permitted expenses, will be met by the Council and not the company. This is because, whilst that director’s overriding duty is to the company, that person’s role as director on the company board is only because of, and in fulfilment of, their employment as an officer of the Council, for which they are remunerated by the Council under that contract of employment. The position on the company is an inherent part of their job, for which payment is not to be made twice, directly or by different persons, for the same work.

10.11	That is not to say that the Council would fail to recognise that the position of an officer appointed as a company director or company officer will include distinct and potentially onerous additional responsibilities. Rather, it is that it is the Council that needs to recognise the value of those responsibilities, through a job evaluation process or other means by which the Council sets salaries, in considering any review of an officer’s remuneration. To do otherwise risks a future action against the officer or the Council and, if a payment were made to a Council officer by the company that was considered to be a fee or reward accepted under the colour of his or her office or employment other than his proper remuneration, that officer may also have committed a criminal offence[footnoteRef:14].  [14:  s117(2) of the Local Government Act 1972 ] 


10.12	The law requires that, where a Member of the Council is a director of a regulated company, the Member may only receive payment for that directorship up to the amount payable for that role under the authority’s Special Responsibility Allowance (SRA)[footnoteRef:15], set as a result of the recommendation of the Independent Remuneration Panel[footnoteRef:16]. These payments may be made by the company directly or, more normally and as would be the case here, by the Council for reasons of simplicity, accounting and accountability. [15:  Article 5 of the Local Authorities (Companies) Order 1995]  [16:  Reg 21 of the Local Authorities (Members’ Allowances) (England) Regulations 2003.] 


10.13	The view behind this is that the regulated company is, in fact, simply a part of the Council. In the same way that there is a bar on Members of the Council being employees, the philosophy runs akin to that for officers in that the Council may not pay a councillor for any other activities they may carry out as a Member of the Council other than through their SRA. 

 

11.   Conflicts of interest

 

11.1	The Government Guidance states that “Local authority members and officers should be aware of potential conflicts of interest when carrying out their roles for their authorities, or when acting as directors of trading companies.”

 

11.2	There will always arise a point where, in matters of reporting, contractual discussion, investment requests or resourcing agreements, there is potential for the same person to be a decision maker or advisor both for the Council and the company. 

 

11.3	This is a reflection of the position of each company as a separate legal entity and that the directors of each company are subject to. As the Corporate Governance Guidance and Principles puts it:

 

‘An important principle of Company Law is that directors have a duty to promote the success of the company as a whole. They are specifically prohibited from directing the activities of the company in favour of themselves or particular shareholders and/ or stakeholders’.

 

11.4	Appendix 3 sets out a briefing for directors’ duties.

 

11.5	An essential element of this in terms of this Code is that, whilst changes to the Companies Act and current articles of association allow for appropriate provisions dealing with conflicts of interest and the ability of company directors to authorise them, an officer of the Council or a Member can never waive their duty to act in the public interest in exercising their responsibility for functions of the Authority. This will, on occasion therefore, create an inescapable conflict of interest between someone’s role as a Member or, more likely, as an officer of the Council and as a director of a company, of which those involved need to be aware.

 

11.6	There are also natural points where it is expected that the Council and one of its trading companies will take a different approach. In this respect, the Government Guidance states that:

“The local authority should consider appointing a ‘contract officer’ and/or ‘contract member’ with primary responsibility for liaison between the company and the authority, and for access to information about it. It might wish to place limitations on these individuals to ensure that they are fully accountable to the authority as a whole and to ensure that the Section 151 Officer/Monitoring Officer countersigns major decisions about the company’s operations.”

 

11.7	This is the role of the Shareholder Group. In support of that function, the Council will appoint a lead authority and client-side officer to lead on managing contractual arrangements with the companies and in holding of the companies to account.

 

11.8	A certain form of wholly owned local authority also exist to provide services directly to or for the Council (known as a ‘Teckal’ company). The relationship between the authority and the company are set out in a contract for services In this scenario, clear separation is required between commissioner and provider and there will be a requirement for further support to be provided, beyond the position of lead authority and client officer.

 

11.9	Officers placed into any of these roles are, at some point, likely to find themselves in a position where they are, or are negatively seen to be, acting against the interest of their own authority and also challenging the Council as their employers or senior managers to whom they might normally answer to. As a result of such activities, their performance in the company or actions they feel are required of them by the company, some of those officers may even find themselves in a position where it is no longer felt tenable that they can be appointed by the authority as a director of a company. The Council as an employer, from the viewpoint of both the executive and overview and scrutiny, wholly recognises these unusual positions that such officers may find themselves. The Council therefore undertakes that no officer will suffer any ill affect to his or her employment or career with the authority for fulfilling these activities to the best of their ability or in undertaking these actions asked of them.

 

 

12. 	Managed Services, Support Arrangements and Employees

 

12.1	The authority is required under the 2009 regulations to recover the costs of any accommodation, goods, services, staff or any other thing it supplies to a company in pursuance of any agreement, or arrangement in place. It cannot subsidise the operation of the company in this way.

 

12.2	The Government Guidance in addition clarifies that 

“Because the power to trade is subject to a restriction requiring it to be exercised through a company, it follows that the authority has the requisite power to enter into arrangements with a company in order for the trading power … to be exercised. It is not necessary therefore, for the company to be expressly designated as a public body under the Local Authorities (Goods and Services) Act 1970, in order for the authority to be able to provide it with staff, goods etc, for the purpose of exercising the power to trade.”

 

12.3	This means that the authority may enter into an agreement with the companies to provide services at cost or as a surplus service charge and that staff time and resources utilized for company purposes should be carefully accounted for. Where this is done at cost, which shall be the norm, it is helpfully stated in the Guidance that the approach should be in accordance with the CIPFA definition of ‘whole cost’. 

 

12.4	Referred to above as the ‘managed services’, those areas of the authority’s resources so utilized might include project management, initial set-up staff, human resources, audit, business continuity, communications, procurement, legal or finance and so on. Equally, it may be that the main source of staffing for the company’s trading activities comes from Council staff seconded for that purpose, be that whole time or on a client by client, job by job basis. It is for the company and the executive to agree what level of authority led resource is appropriate, should or could be delivered to the company in each case. The parameters of those services can be agreed through a Resourcing Agreement or what is known as a Service Level Agreement (SLA).

 

12.5	The authority as shareholder, however, does need to be assured that there are effective and robust support services in place in certain areas. This is to satisfy itself that sufficient standards of operational governance, legal and company secretarial compliance and effective financial management within the company are adhered to. The authority will reserve to itself the ability under the Shareholder Agreement to insist on supplying these services to a controlled company, at cost, if it feels that these standards are not otherwise being met or are not in its opinion likely to be met.

 

12.6	In particular, the Company Secretary role should have a consistent approach across all of the companies or group of companies. This is to ensure consistent interpretation of the compliance standards across the companies and of the governance relationship between the companies and between the companies and the Council. In addition, it ensures that appropriate and proper intelligence is shared across the companies and the authority. In relation to all authority controlled companies and their subsidiaries, therefore, the position of company secretary as an officer (not a director) of each company in the group is to be fulfilled by the Council’s Monitoring Officer, being the equivalent corporate governance, assurance and general counsel position for the Council. All company secretarial and general counsel duties for the companies will then be carried out through that office, either directly or through the position of an assistant company secretary, with the exception of where a conflict of interest is identified and is acknowledged by that officer.

 

12.7	With the exception of those staff supplied by or seconded from the authority for trading purposes or for managed services as described above, it is expected that staff of the companies will be directly recruited and employed by the companies themselves. Where the business case includes that staff are transferred this will be subject to full reporting and then consultation and requirements under TUPE legislation and guidance. 

 

 

 

Adopted in accordance with the Cabinet decision of DDD

 

[To be] Presented to the NNN Council Audit Committee of DDD.


APPENDIX 1

 

NNN COUNCIL

SHAREHOLDER GROUP - TERMS OF REFERENCE

 

 

Overview

 

The purpose of the Shareholder Group is to advise the Mayor/Leader in the exercise of his/her responsibility for the Council’s functions as corporate shareholder of a company or group of companies and in their role to represent the interests of the Council as Shareholder Representative at meetings of a company. 

 

Decision making

 

The Mayor/Leader (or other Cabinet member appointed by the Mayor/Leader for this purpose) may make decisions concerning companies in which the Council is or is proposed to become a shareholder, either:

(a)	in Cabinet; or 

(b)	in the presence of the Shareholder Group. 

 

Membership and Arrangements

 

The Shareholder Group shall consist of the Mayor/Leader (or other Cabinet member appointed by the Mayor/Leader for this purpose) in the presence of:

 

(a)	Such Members of the Cabinet as are appointed by the Mayor/Leader (which shall be at least two); 

 

(b)	Two co-opted members, who will be independent persons providing relevant expertise and appointed on merit (but which process may be carried out in association with the Audit Committee’s arrangements for co-opted appointments); and

 

(c)               Relevant senior officers of the Council as are appointed by the head of paid service (or their deputies); together with

 

(d)	The Chair of Overview and Scrutiny Management Board, as a Member of the Council from outside of the Cabinet, to act in the capacity of Observer.

 

The Service Director for Finance (s151 officer) and the Service Director for Legal and Democratic Services (monitoring officer), or their deputies, will be advisors to the Group to provide open and strong advice.

 

Other members of the Cabinet (who are not directors of any of the companies concerned) may attend and vote as substitutes in the event that an appointed member of the Shareholder Group is unable to attend

 

Restrictions on Membership

 

As the Shareholder Group is to advise and discharge executive functions in relation to company matters and the role of the Shareholder Representative, only Cabinet members can be members of the Shareholder Group with voting rights, although other Cabinet members and non-Cabinet members can be invited to attend, without voting rights.

 

Meetings

 

The Shareholder Group shall meet on a basis agreed by itself and normally in private.

 

The quorum shall be the Mayor/Leader (or other Cabinet member appointed by the Mayor/Leader for this purpose) in the presence of a minimum of: 

(a)	one other Cabinet Member;

(b)	one independent co-optee; and 

(c)               one senior officer appointed to the Group (or their appointed deputy).

 

An invitation to attend must have been provided to the Chair of Overview and Scrutiny Management Board/Committee (or their nominated deputy) at least three clear days in advance of the meeting taking place. This notice period may be waived if the Chair of Overview and Scrutiny Management Board/Committee (or their nominated deputy) so agrees.

 

An invitation to attend must also have been provided to the section 151 officer and the monitoring officer (or their nominated deputies), which will normally be at least three clear days in advance of the meeting taking place. 

 

The Mayor/Leader (or appointee) will chair the Shareholder Group and a Vice Chair will be selected from the elected members of the Shareholder Group. 

 

Sub Groups

 

To assist it in its functions the Shareholder Group: 

 

1.	may establish and consult standing sub-groups, such as might be required in respect of:

(a)         Audit and Risk;  

(b)         Ethical practices; or

(c)          Nominations and Remuneration

 

2. may establish and consult ad-hoc or task and finish sub-groups in respect of any matter; and

 

3. may establish and consult stakeholder groups on any particular aspect or the generality of the objects of the trading companies

 

A sub-group or stakeholder group may contain such co-opted members, advisors or observers as the Shareholder Group sees fit.

 

Functions

 

1. Monitor the performance of a company in relation to its Business Plan and, in particular, the company’s performance:

(a)         in financial matters 

(b)         against the social goals of the company as set out in the company’s Objects, Business Case or Business Plan; and

(c)          against the values of the Council.

 

2. Evaluate and monitor: 

(a)         the financial and social returns on investment (be that shareholding, loans or direct investment); and

(b)         risks and opportunities 

including those arising from joint ventures or new opportunities.

 

3. Consider matters reserved to the Council for shareholder approval, such as:

(a)         Varying Articles of Association

(b)         Varying ownership and structure

(c)          Variations to shares (number of, rights, etc.

(d)         Entering contracts that:

(i)            have a material effect on NNN Council business (including other companies within the group)

(ii)          are outside of the business plan or do not relate to the business

(iii)        significant in relation to the size of the business, the business plan, etc. 

(e)         Material legal proceedings outside of ordinary business

(f)            Adopting and amending business plans each year and strategic plans (3 years)

(g)         Appointment, removal and the remuneration of directors (members of the company board)

(h)         Selection of the chair of the board  

(i)            Appointment of auditors

(j)            Issue of dividends

as more particularly set out in a company’s Articles of Association or Shareholder Agreement.

 

Relationship

 

The Shareholder Group as it considers appropriate in accordance with its functions described above, may: 

1. report and make formal recommendations to the Mayor/Leader, directly or to the wider Cabinet;

2. make reports to and consult Overview and Scrutiny (including full Council) or

3. make reports to and consult the Audit Committee, in relation to that Committee’s particular functions.

 

 

 

 

 


APPENDIX 2

 

OUTLINE OF THE

SHAREHOLDER AND COMPANY AGREEMENT

 

 

1. DEFINITIONS AND INTERPRETATION 

2. FINANCING THE COMPANY

3. DIVIDEND POLICY

4. SUBSIDIARIES

5. MANAGEMENT OF THE COMPANY

6. SHAREHOLDER GROUP

7. THE BUSINESS PLAN AND COMPLIANCE WITH THE BUSINESS PLAN

8. REPORTING AND ACCOUNTING MATTERS

9. BANKING ARRANGEMENTS

10. TERMINATION 

11. UNLAWFUL FETTER ON THE COMPANY'S POWERS 

12. ASSIGNMENT AND SUB-CONTRACTING 

13. FURTHER ASSURANCE 

14. REMEDIES AND WAIVERS 

15. ENTIRE AGREEMENT 

16. VARIATION 

17. CONFLICT WITH THE ARTICLES 

18. SEVERANCE 

19. CONFIDENTIALITY 

20. NOTICES 

21	NO PARTNERSHIP OR AGENCY 

21. COUNTERPARTS 

22. CONTRACTS (RIGHTS OF THIRD PARTIES) ACT 1999 

23. GOVERNING LAW AND JURISDICTION 
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Guidance Note to NNN Council Members and Officers when acting as Directors of Council Companies
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INTRODUCTION

The first version of the UK Corporate Governance Code (the Code)
was published in 1992 by the Cadbury Committee. It defined corporate
governance as ‘the system by which companies are directed and
controlled. Boards of directors are responsible for the governance of their
companies. The shareholders’ role in governance is to appoint the directors
and the auditors and to satisfy themselves that an appropriate governance
structure is in place.’ This remains true today, but the environment in which
companies, their shareholders and wider stakeholders operate continues
to develop rapidly.

Companies do not exist inisolation. Successful and sustainable businesses
underpin our economy and society by providing employment and creating
prosperity. To succeed in the long-term, directors and the companies they
lead need to build and maintain successful relationships with a wide range
of stakeholders. These relationships will be successful and enduring if they
are based on respect, trust and mutual benefit. Accordingly, a company’s
culture should promote integrity and openness, value diversity and be
responsive to the views of shareholders and wider stakeholders.

Over the years the Code has been revised and expanded to take account
of the increasing demands on the UK’s corporate governance framework.
The principle of collective responsibility within a unitary board has been a
success and — alongside the stewardship activities of investors — played
a vital role in delivering high standards of governance and encouraging
long-term investment. Nevertheless, the debate about the nature and
extent of the framework has intensified as a result of financial crises and
high-profile examples of inadequate governance and misconduct, which
have led to poor outcomes for a wide range of stakeholders.

At the heart of this Code is an updated set of Principles that emphasise the
value of good corporate governance to long-term sustainable success. By
applying the Principles, following the more detailed Provisions and using
the associated guidance, companies can demonstrate throughout their
reporting how the governance of the company contributes to its long-
term sustainable success and achieves wider objectives.

Achieving this depends crucially on the way boards and companies
apply the spirit of the Principles. The Code does not set out a rigid set of
rules; instead it offers flexibility through the application of Principles and
through ‘comply or explain’ Provisions and supporting guidance. It is the
responsibility of boards to use this flexibility wisely and of investors and
their advisors to assess differing company approaches thoughtfully.






Reporting on the Code

The 2018 Code focuses on the application of the Principles. The Listing
Rules require companies to make a statement of how they have applied
the Principles, in a manner that would enable shareholders to evaluate
how the Principles have been applied. The ability of investors to evaluate
the approach to governance is important. Reporting should cover the
application of the Principles in the context of the particular circumstances
of the company and how the board has set the company’s purpose and
strategy, met objectives and achieved outcomes through the decisions it
has taken.

It is important to report meaningfully when discussing the application of
the Principles and to avoid boilerplate reporting. The focus should be on
how these have been applied, articulating what action has been taken
and the resulting outcomes. High-quality reporting will include signposting
and cross-referencing to those parts of the annual report that describe
how the Principles have been applied. This will help investors with their
evaluation of company practices.

The effective application of the Principles should be supported by
high-quality reporting on the Provisions. These operate on a ‘comply or
explain’ basis and companies should avoid a ‘tick-box approach’. An
alternative to complying with a Provision may be justified in particular
circumstances based on a range of factors, including the size, complexity,
history and ownership structure of a company. Explanations should set
out the background, provide a clear rationale for the action the company
is taking, and explain the impact that the action has had. Where a
departure from a Provision is intended to be limited in time, the explanation
should indicate when the company expects to conform to the Provision.
Explanations are a positive opportunity to communicate, not an onerous
obligation.

In line with their responsibilities under the UK Stewardship Code,
investors should engage constructively and discuss with the company
any departures from recommended practice. In their consideration
of explanations, investors and their advisors should pay due regard
to a company’s individual circumstances. While they have every right
to challenge explanations if they are unconvincing, these must not be
evaluated in a mechanistic way. Investors and their advisors should also
give companies sufficient time to respond to enquiries about corporate
governance.






Corporate governance reporting should also relate coherently to other
parts of the annual report — particularly the Strategic Report and other
complementary information — so that shareholders can effectively assess
the quality of the company’s governance arrangements, and the board’s
activities and contributions. This should include providing information that
enables shareholders to assess how the directors have performed their
duty under section 172 of the Companies Act 2006 (the Act) to promote
the success of the company. Nothing in this Code overrides or is intended
as an interpretation of the statutory statement of directors’ duties in the
Act.

The Code is also supported by the Guidance on Board Effectiveness (the
Guidance). We encourage boards and companies to use this to support
their activities. The Guidance does not set out the ‘right way’ to apply
the Code. It is intended to stimulate thinking on how boards can carry
out their role most effectively. The Guidance is designed to help boards
with their actions and decisions when reporting on the application of the
Code’s Principles. The board should also take into account the Financial
Reporting Council's Guidance on Audit Committees and Guidance on
Risk Management, Internal Control and Related Financial and Business
Reporting.

Application

The Code is applicable to all companies with a premium listing, whether
incorporated in the UK or elsewhere. The new Code applies to accounting
periods beginning on or after 1 January 2019.

For parent companies with a premium listing, the board should ensure that
there is adequate co-operation within the group to enable it to discharge
its governance responsibilities under the Code effectively. This includes
the communication of the parent company’s purpose, values and strategy.

Externally managed investment companies (which typically have a different
board and company structure that may affect the relevance of particular
Principles) may wish to use the Association of Investment Companies’
Corporate Governance Code to meet their obligations under the Code.
In addition, the Association of Financial Mutuals produces an annotated
version of the Code for mutual insurers to use.
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BOARD LEADERSHIP
AND COMPANY PURPOSE

Principles

A. A successful company is led by an effective and entrepreneurial board, whose role is to

promote the long-term sustainable success of the company, generating value for shareholders
and contributing to wider society.

The board should establish the company’s purpose, values and strategy, and satisfy itself that
these and its culture are aligned. All directors must act with integrity, lead by example and
promote the desired culture.

The board should ensure that the necessary resources are in place for the company to meet
its objectives and measure performance against them. The board should also establish a
framework of prudent and effective controls, which enable risk to be assessed and managed.

In order for the company to meet its responsibilities to shareholders and stakeholders, the
board should ensure effective engagement with, and encourage participation from, these
parties.

The board should ensure that workforce policies and practices are consistent with the
company’s values and support its long-term sustainable success. The workforce should be

able to raise any matters of concern.

|
Provisions

1.

The board should assess the basis on which the company generates
and preserves value over the long-term. It should describe in the
annual report how opportunities and risks to the future success of the
business have been considered and addressed, the sustainability of
the company’s business model and how its governance contributes
to the delivery of its strategy.

The board should assess and monitor culture. Where it is not satisfied
that policy, practices or behaviour throughout the business are
aligned with the company’s purpose, values and strategy, it should
seek assurance that management has taken corrective action. The
annual report should explain the board’s activities and any action
taken. In addition, it should include an explanation of the company’s
approach to investing in and rewarding its workforce.

In addition to formal general meetings, the chair should seek
regular engagement with major shareholders in order to understand
their views on governance and performance against the strategy.
Committee chairs should seek engagement with shareholders on
significant matters related to their areas of responsibility. The chair
should ensure that the board as a whole has a clear understanding
of the views of shareholders.






When 20 per cent or more of votes have been cast against the board
recommendation for a resolution, the company should explain, when
announcing voting results, what actions it intends to take to consult
shareholders in order to understand the reasons behind the result. An
update on the views received from shareholders and actions taken
should be published no later than six months after the shareholder
meeting. The board should then provide a final summary in the annual
report and, if applicable, in the explanatory notes to resolutions at the
next shareholder meeting, on what impact the feedback has had on
the decisions the board has taken and any actions or resolutions
now proposed.’

The board should understand the views of the company’s other key
stakeholders and describe in the annual report how their interests
and the matters set out in section 172 of the Companies Act 2006
have been considered in board discussions and decision-making.?
The board should keep engagement mechanisms under review so
that they remain effective.

For engagement with the workforce,® one or a combination of the
following methods should be used:

e a director appointed from the workforce;
¢ a formal workforce advisory panel;
® a designated non-executive director.

If the board has not chosen one or more of these methods, it
should explain what alternative arrangements are in place and why it
considers that they are effective.

There should be a means for the workforce to raise concerns in
confidence and - if they wish — anonymously. The board should
routinely review this and the reports arising from its operation. It
should ensure that arrangements are in place for the proportionate
and independent investigation of such matters and for follow-up
action.

The board should take action to identify and manage conflicts of
interest, including those resulting from significant shareholdings, and
ensure that the influence of third parties does not compromise or
override independent judgement.

Where directors have concerns about the operation of the board
or the management of the company that cannot be resolved, their
concerns should be recorded in the board minutes. On resignation,
a non-executive director should provide a written statement to the
chair, for circulation to the board, if they have any such concerns.

" Details of significant votes against and related
company updates are available on the Public Register
maintained by The Investment Association — www.

theinvestmentassociation.org/publicregister.html

2 The Companies (Miscellaneous Reporting)
Regulations 2018 require directors to explain how
they have had regard to various matters in performing
their duty to promote the success of the company in
section 172 of the Companies Act 2006. The Financial
Reporting Council’s Guidance on the Strategic Report
supports reporting on the legislative requirement.

¢ See the Guidance on Board Effectiveness Section 1
for a description of ‘workforce’ in this context.
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DIVISION OF RESPONSIBILITIES

Principles
F

The chair leads the board and is responsible for its overall effectiveness in directing the company.
They should demonstrate objective judgement throughout their tenure and promote a culture
of openness and debate. In addition, the chair facilitates constructive board relations and the
effective contribution of all non-executive directors, and ensures that directors receive accurate,
timely and clear information.

The board should include an appropriate combination of executive and non-executive (and,
in particular, independent non-executive) directors, such that no one individual or small
group of individuals dominates the board’s decision-making. There should be a clear division
of responsibilities between the leadership of the board and the executive leadership of the
company’s business.

Non-executive directors should have sufficient time to meet their board responsibilities. They
should provide constructive challenge, strategic guidance, offer specialist advice and hold

management to account.

The board, supported by the company secretary, should ensure that it has the policies, processes,
information, time and resources it needs in order to function effectively and efficiently.

Provisions

9.

10.

The chair should be independent on appointment when assessed
against the circumstances set out in Provision 10. The roles of chair
and chief executive should not be exercised by the same individual.
A chief executive should not become chair of the same company.
If, exceptionally, this is proposed by the board, major shareholders
should be consulted ahead of appointment. The board should set
out its reasons to all shareholders at the time of the appointment and
also publish these on the company website.

The board should identify in the annual report each non-executive
director it considers to be independent. Circumstances which are
likely to impair, or could appear to impair, a non-executive director’s
independence include, but are not limited to, whether a director:

® is or has been an employee of the company or group within the
last five years;

* has, or has had within the last three years, a material business
relationship with the company, either directly or as a partner,
shareholder, director or senior employee of a body that has such
a relationship with the company;

* hasreceived or receives additional remuneration from the company
apart from a director’s fee, participates in the company’s share
option or a performance-related pay scheme, or is a member of
the company’s pension scheme;






11.

12.

13.

14.

15.

16.

¢ has close family ties with any of the company’s advisers, directors
or senior employees;

e holds cross-directorships or has significant links with other
directors through involvement in other companies or bodies;

e represents a significant shareholder; or

¢ has served on the board for more than nine years from the date of
their first appointment.

Where any of these or other relevant circumstances apply, and
the board nonetheless considers that the non-executive director is
independent, a clear explanation should be provided.

At least half the board, excluding the chair, should be non-executive
directors whom the board considers to be independent.

The board should appoint one of the independent non-executive
directors to be the senior independent director to provide a sounding
board for the chair and serve as an intermediary for the other
directors and shareholders. Led by the senior independent director,
the non-executive directors should meet without the chair present
at least annually to appraise the chair's performance, and on other
occasions as necessary.

Non-executive directors have a prime role in appointing and removing
executive directors. Non-executive directors should scrutinise and
hold to account the performance of management and individual
executive directors against agreed performance objectives. The
chair should hold meetings with the non-executive directors without
the executive directors present.

The responsibilities of the chair, chief executive, senior independent
director, board and committees should be clear, set out in writing,
agreed by the board and made publicly available. The annual
report should set out the number of meetings of the board and its
committees, and the individual attendance by directors.

When making new appointments, the board should take into account
other demands on directors’ time. Prior to appointment, significant
commitments should be disclosed with an indication of the time
involved. Additional external appointments should not be undertaken
without prior approval of the board, with the reasons for permitting
significant appointments explained in the annual report. Full-time
executive directors should not take on more than one non-executive
directorship in a FTSE 100 company or other significant appointment.

All directors should have access to the advice of the company
secretary, who is responsible for advising the board on all governance
matters. Both the appointment and removal of the company secretary
should be a matter for the whole board.
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COMPOSITION, SUCCESSION
AND EVALUATION

Principles

J.  Appointments to the board should be subject to a formal, rigorous and transparent procedure,
and an effective succession plan should be maintained for board and senior management.*
Both appointments and succession plans should be based on merit and objective criteria®
and, within this context, should promote diversity of gender, social and ethnic backgrounds,
cognitive and personal strengths.

K. The board and its committees should have a combination of skills, experience and knowledge.
Consideration should be given to the length of service of the board as a whole and membership
regularly refreshed.

L. Annual evaluation of the board should consider its composition, diversity and how effectively
members work together to achieve objectives. Individual evaluation should demonstrate
whether each director continues to contribute effectively.

Provisions

17. The board should establish a nomination committee to lead the
process for appointments, ensure plans are in place for orderly
succession to both the board and senior management positions,
and oversee the development of a diverse pipeline for succession.
A majority of members of the committee should be independent
non-executive directors. The chair of the board should not chair the
committee when it is dealing with the appointment of their successor.

18. All directors should be subject to annual re-election. The board
should set out in the papers accompanying the resolutions to elect
each director the specific reasons why their contribution is, and
continues to be, important to the company’s long-term sustainable
success.

19. The chair should not remain in post beyond nine years from the date of
their first appointment to the board. To facilitate effective succession
planning and the development of a diverse board, this period can
be extended for a limited time, particularly in those cases where the
chair was an existing non-executive director on appointment. A clear
explanation should be provided.

20. Open advertising and/or an external search consultancy should
: : _ : 4 The definition of ‘senior management’ for this
generally be used for the appointment of the chair and non-executive | " oid be the executive committee or the
directors. If an external search consultancy is engaged it should be | first layer of management below board level, including
identified in the annual report alongside a statement about any other | the company secretary.
connection it has with the company or individual directors.

5 Which protect against discrimination for those with
protected characteristics within the meaning of the
Equalities Act 2010.






21.

22.

23.

There should be a formal and rigorous annual evaluation of the
performance of the board, its committees, the chair and individual
directors. The chair should consider having a regular externally
facilitated board evaluation. In FTSE 350 companies this should
happen at least every three years. The external evaluator should be
identified in the annual report and a statement made about any other
connection it has with the company or individual directors.

The chair should act on the results of the evaluation by recognising
the strengths and addressing any weaknesses of the board. Each
director should engage with the process and take appropriate action
when development needs have been identified.

The annual report should describe the work of the nomination
committee, including:

e the process used in relation to appointments, its approach to
succession planning and how both support developing a diverse
pipeling;

* how the board evaluation has been conducted, the nature and
extent of an external evaluator’s contact with the board and
individual directors, the outcomes and actions taken, and how it
has or will influence board composition;

¢ the policy on diversity and inclusion, its objectives and linkage to
company strategy, how it has been implemented and progress on
achieving the objectives; and

¢ the gender balance of those in the senior management® and their
direct reports.

6 See footnote 4.
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AUDIT, RISK AND INTERNAL

CONTROL

N.

O.

Principles

M. The board should establish formal and transparent policies and procedures to ensure the
independence and effectiveness of internal and external audit functions and satisfy itself on the

integrity of financial and narrative statements.’

The board should present a fair, balanced and understandable assessment of the company’s

position and prospects.

The board should establish procedures to manage risk, oversee the internal control framework,
and determine the nature and extent of the principal risks the company is willing to take in order

to achieve its long-term strategic objectives.

Provisions

24. The board should establish an audit committee of independent
non-executive directors, with a minimum membership of three, or in
the case of smaller companies, two.? The chair of the board should
not be a member. The board should satisfy itself that at least one
member has recent and relevant financial experience. The committee
as a whole shall have competence relevant to the sector in which the
company operates.

25.

The main roles and responsibilities of the audit committee should
include:

monitoring the integrity of the financial statements of the company
and any formal announcements relating to the company’s
financial performance, and reviewing significant financial reporting
judgements contained in them;

providing advice (where requested by the board) on whether the
annual report and accounts, taken as a whole, is fair, balanced
and understandable, and provides the information necessary for
shareholders to assess the company’s position and performance,
business model and strategy;

reviewing the company’s internal financial controls and internal
control and risk management systems, unless expressly addressed
by a separate board risk committee composed of independent
non-executive directors, or by the board itself;

monitoring and reviewing the effectiveness of the company’s
internal audit function or, where there is not one, considering
annually whether there is a need for one and making a
recommendation to the board;

" The board’s responsibility to present a fair, balanced
and understandable assessment extends to interim
and other price-sensitive public records and reports
to regulators, as well as to information required to be
presented by statutory instruments.

& A smaller company is one that is below the FTSE 350
throughout the year immediately prior to the reporting
year.






26.

27.

conducting the tender process and making recommendations to
the board, about the appointment, reappointment and removal of
the external auditor, and approving the remuneration and terms of
engagement of the external auditor;

reviewing and monitoring the external auditor’s independence and
objectivity;

reviewing the effectiveness of the external audit process, taking
into consideration relevant UK professional and regulatory
requirements;

developing and implementing policy on the engagement of the
external auditor to supply non-audit services, ensuring there is
prior approval of non-audit services, considering the impact this
may have on independence, taking into account the relevant
regulations and ethical guidance in this regard, and reporting to
the board on any improvement or action required; and

reporting to the board on how it has discharged its responsibilities.

The annual report should describe the work of the audit committee,
including:

the significant issues that the audit committee considered relating
to the financial statements, and how these issues were addressed;

an explanation of how it has assessed the independence and
effectiveness of the external audit process and the approach
taken to the appointment or reappointment of the external auditor,
information on the length of tenure of the current audit firm, when a
tender was last conducted and advance notice of any retendering
plans;

in the case of a board not accepting the audit committee’s
recommendation on the external auditor appointment,
reappointment or removal, a statement from the audit committee
explaining its recommendation and the reasons why the board
has taken a different position (this should also be supplied in any
papers recommending appointment or reappointment);

where there is no internal audit function, an explanation for the
absence, how internal assurance is achieved, and how this affects
the work of external audit; and

an explanation of how auditor independence and objectivity are
safeguarded, if the external auditor provides non-audit services.

The directors should explain in the annual report their responsibility
for preparing the annual report and accounts, and state that they
consider the annual report and accounts, taken as a whole, is
fair, balanced and understandable, and provides the information
necessary for shareholders to assess the company’s position,
performance, business model and strategy.
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28.

29.

30.

31.

The board should carry out a robust assessment of the company’s
emerging and principal risks.® The board should confirm in the
annual report that it has completed this assessment, including a
description of its principal risks, what procedures are in place to
identify emerging risks, and an explanation of how these are being
managed or mitigated.

The board should monitor the company’s risk management and
internal control systems and, at least annually, carry out a review of
their effectiveness and report on that review in the annual report. The
monitoring and review should cover all material controls, including
financial, operational and compliance controls.

In annual and half-yearly financial statements, the board should
state whether it considers it appropriate to adopt the going concern
basis of accounting in preparing them, and identify any material
uncertainties to the company’s ability to continue to do so over a
period of at least twelve months from the date of approval of the
financial statements.

Taking account of the company’s current position and principal risks,
the board should explain in the annual report how it has assessed
the prospects of the company, over what period it has done so and
why it considers that period to be appropriate. The board should
state whether it has a reasonable expectation that the company will
be able to continue in operation and meet its liabilities as they fall
due over the period of their assessment, drawing attention to any
qualifications or assumptions as necessary.

9 Principal risks should include, but are not necessarily
limited to, those that could result in events or
circumstances that might threaten the company’s
business model, future performance, solvency or
liquidity and reputation. In deciding which risks
are principal risks companies should consider the
potential impact and probability of the related events
or circumstances, and the timescale over which they
may occur.






REMUNERATION

Q.

Principles

P.  Remuneration policies and practices should be designed to support strategy and
promote long-term sustainable success. Executive remuneration should be aligned to company
purpose and values, and be clearly linked to the successful delivery of the company’s long-term

strategy.

A formal and transparent procedure for developing policy on executive remuneration and
determining director and senior management'® remuneration should be established. No director
should be involved in deciding their own remuneration outcome.

Directors should exercise independent judgement and discretion when authorising remuneration
outcomes, taking account of company and individual performance, and wider circumstances.

|
Provisions

32.

33.

34.

35.

The board should establish a remuneration committee of independent
non-executive directors, with a minimum membership of three,
or in the case of smaller companies, two.'" In addition, the chair
of the board can only be a member if they were independent on
appointment and cannot chair the committee. Before appointment
as chair of the remuneration committee, the appointee should have
served on a remuneration committee for at least 12 months.

The remuneration committee should have delegated responsibility
for determining the policy for executive director remuneration and
setting remuneration for the chair, executive directors and senior
management.’? It should review workforce'® remuneration and
related policies and the alignment of incentives and rewards with
culture, taking these into account when setting the policy for
executive director remuneration.

The remuneration of non-executive directors should be determined
in accordance with the Articles of Association or, alternatively, by the
board. Levels of remuneration for the chair and all non-executive
directors should reflect the time commitment and responsibilities
of the role. Remuneration for all non-executive directors should not
include share options or other performance-related elements.

Where a remuneration consultant is appointed, this should be the
responsibility of the remuneration committee. The consultant should
be identified in the annual report alongside a statement about any
other connection it has with the company or individual directors.
Independent judgement should be exercised when evaluating
the advice of external third parties and when receiving views from
executive directors and senior management.'

0 See footnote 4.

" See footnote 8.

2 See footnote 4.

'8 See the Guidance on Board Effectiveness Section 5
for a description of ‘workforce’ in this context.

* See footnote 4.
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36.

37.

38.

39.

40.

Remuneration schemes should promote long-term shareholdings by
executive directors that support alignment with long-term shareholder
interests. Share awards granted for this purpose should be released
for sale on a phased basis and be subject to a total vesting and
holding period of five years or more. The remuneration committee
should develop a formal policy for post-employment shareholding
requirements encompassing both unvested and vested shares.

Remuneration schemes and policies should enable the use of
discretion to override formulaic outcomes. They should also include
provisions that would enable the company to recover and/or withhold
sums or share awards and specify the circumstances in which it
would be appropriate to do so.

Only basic salary should be pensionable. The pension contribution
rates for executive directors, or payments in lieu, should be aligned
with those available to the workforce. The pension consequences
and associated costs of basic salary increases and any other changes
in pensionable remuneration, or contribution rates, particularly for
directors close to retirement, should be carefully considered when
compared with workforce arrangements.

Notice or contract periods should be one year or less. If it is
necessary to offer longer periods to new directors recruited from
outside the company, such periods should reduce to one year or less
after the initial period. The remuneration committee should ensure
compensation commitments in directors’ terms of appointment do
not reward poor performance. They should be robust in reducing
compensation to reflect departing directors’ obligations to mitigate
loss.

When determining executive director remuneration policy and
practices, the remuneration committee should address the following:

e clarity — remuneration arrangements should be transparent
and promote effective engagement with shareholders and the
workforce;

¢ simplicity — remuneration structures should avoid complexity and
their rationale and operation should be easy to understand;

¢ risk — remuneration arrangements should ensure reputational and
other risks from excessive rewards, and behavioural risks that
can arise from target-based incentive plans, are identified and
mitigated;

¢ predictability —the range of possible values of rewards to individual
directors and any other limits or discretions should be identified
and explained at the time of approving the policy;






49,

proportionality — the link between individual awards, the delivery
of strategy and the long-term performance of the company should
be clear. Outcomes should not reward poor performance; and

alignment to culture — incentive schemes should drive behaviours
consistent with company purpose, values and strategy.

There should be a description of the work of the remuneration
committee in the annual report, including:

an explanation of the strategic rationale for executive directors’
remuneration policies, structures and any performance metrics;

reasons why the remuneration is appropriate using internal and
external measures, including pay ratios and pay gaps;

a description, with examples, of how the remuneration committee
has addressed the factors in Provision 40;

whether the remuneration policy operated as intended in terms of
company performance and quantum, and, if not, what changes
are necessary;

what engagement has taken place with shareholders and the
impact this has had on remuneration policy and outcomes;

what engagement with the workforce has taken place to explain
how executive remuneration aligns with wider company pay policy;
and

to what extent discretion has been applied to remuneration
outcomes and the reasons why.
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Introduction

Changes to the Code

The first version of the UK Corporate Governance Code (the Code) was published in 1992 by the
Cadbury Committee. It defined corporate governance as ‘the system by which companies are
directed and controlled. Boards of directors are responsible for the governance of their companies.
The shareholders’ role in governance is to appoint the directors and the auditors and to satisfy
themselves that an appropriate governance structure is in place.” This remains true today, but the
environment in which companies, their shareholders and wider stakeholders operate continues to
develop rapidly.

Companies do not exist in isolation. Successful and sustainable businesses underpin our economy
and society by providing employment and creating prosperity. To succeed in the long-term,
directors and the companies they lead need to build and maintain successful relationships with a
wide range of stakeholders. These relationships will be successful and enduring if they are based on
respect, trust and mutual benefit. Accordingly, a company’s culture should promote integrity and
openness, value diversity and be responsive to the views of shareholders and wider stakeholders.

This 2024 revision of the Code is a limited revision which in particular addresses the important issue
of internal controls. The FRC has devised a principles-based approach which makes clear the
board’s accountability for effective internal controls — through a declaration — yet reflects the need
for flexibility, proportionality and consideration of the particular circumstances of individual
companies.

As a result, the Code will provide a stronger basis for companies to evidence the effectiveness of
their internal controls, thereby enhancing transparency and investor confidence. In order to give
companies sufficient time to implement these new arrangements, reporting on this element of the
Code (Provision 29) will not be effective before accounting periods beginning on or after 1 January
2026.

The Code does not set out a rigid set of rules; instead, it offers flexibility through ‘comply or
explain’ reporting against the Provisions. For this reason, the 2024 Code also includes a Principle
which sets out the expectation that companies should, when reporting on their governance activity,
focus on activities and outcomes to demonstrate the impact of governance practices. This will help
companies to streamline and focus reporting on the Code, avoiding unduly long explanations of

policy.

The Code’s success relies on companies, investors and a wide range of stakeholders engaging to
improve the quality of governance and stewardship, and embracing the flexibility offered by the
Code. Achieving this depends crucially on the way boards and companies apply the spirit of the
Code. It is the responsibility of boards to use the Code wisely, and of investors and their advisors to
assess differing company approaches thoughtfully. Equally, investors and their advisors must
consider explanations for departures from the Code thoughtfully, taking full account of company
circumstances.
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Non-prescriptive Guidance is available to support companies and to assist them when considering
the application of the Principles and complying with or explaining against the Provisions, to
demonstrate throughout their reporting how the governance of the company contributes to its
long-term sustainable success.

Reporting on the Code

The FCA'’s Listing Rules require companies to make a statement of how they have applied the
Principles in a manner that would enable shareholders to evaluate how the Principles have been
applied. Reporting should cover the application of the Principles in the context of the particular
circumstances of the company, including how the board has set the company’s purpose and
strategy, met objectives, and achieved outcomes through the decisions it has taken.

It is important to report meaningfully when discussing the application of the Principles and to avoid
boiler-plate reporting. The focus should be on how these have been applied, articulating what
action has been taken and the resulting outcomes. High-quality reporting will include signposting
and cross-referencing to relevant parts of the annual report. This will help investors with their
evaluation of company practices.

The Listing Rules also require companies to set out their reasons for non-compliance with a Code
Provision. Companies may depart from the Code for a number of reasons, for example the size,
complexity, history and ownership structure of a company. Explanations should set out the
background, provide a clear rationale for the action the company is taking and explain the impact
that the action has had. Where a departure from a Provision is intended to be limited in time, the
explanation should indicate when the company expects to conform to the Provision. Explanations
should be a positive opportunity to communicate, not an onerous obligation.

Investors should engage constructively and discuss with the company any departures from
recommended practice. In their consideration of explanations, investors and their advisors should
pay due regard to a company'’s individual circumstances. While they have every right to challenge
explanations if they are unconvincing, these must not be evaluated in a mechanistic way. Investors
and their advisors should also give companies sufficient time to respond to enquiries about
corporate governance.

Corporate governance reporting should relate to other parts of the annual report and other
complementary information, for example, a sustainability report, so that shareholders can
effectively assess the quality of the company’s governance arrangements and the board's activities
and contributions. Where appropriate, cross referencing such information is beneficial to
duplication within the annual report.

Guidance

The Code is also supported by updated UK Corporate Governance Guidance. The Guidance does
not set out the ‘right way' to apply the Code. It is intended to stimulate thinking on how boards can
carry out their role most effectively; there is not a single way to apply the Principles and comply
with the provisions. All companies are at different stages in their maturity and this should be taken
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into account when using the Guidance as a supportive tool. The Guidance is designed to aid boards
with their actions and decisions when applying the Code.

Application

The Code is applicable to all companies with a premium listing, whether incorporated in the UK or
elsewhere. The 2024 Code applies to accounting periods beginning on or after 1 January 2025, with
the exception of Provision 29. This provision is applicable for accounting periods beginning on or
after 1 January 2026.

For parent companies with a premium listing, the board should ensure that there is adequate co-
operation within the group to enable it to discharge its governance responsibilities under the Code
effectively. This includes the communication of the parent company’s purpose, values and strategy.

Externally managed investment companies (which typically have a different board and company
structure that may affect the relevance of particular Principles) may wish to use the Association of
Investment Companies’ Corporate Governance Code to meet their obligations under the Code. In
addition, the Association of Financial Mutuals produces an annotated version of the Code for
mutual insurers to use.
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Section 1 - Board leadership and company

purpose

Principles

A.

A successful company is led by an effective and entrepreneurial board, whose role is to
promote the long-term sustainable success of the company, generating value for shareholders
and contributing to wider society. The board should ensure that the necessary resources,
policies and practices are in place for the company to meet its objectives and measure
performance against them.

The board should establish the company’s purpose, values and strategy, and satisfy itself that
these and its culture are all aligned. All directors must act with integrity, lead by example and
promote the desired culture.

Governance reporting should focus on board decisions and their outcomes in the context of
the company'’s strategy and objectives. Where the board reports on departures from the
Code's provisions, it should provide a clear explanation.

In order for the company to meet its responsibilities to shareholders and stakeholders, the
board should ensure effective engagement with, and encourage participation from, these
parties.

The board should ensure that workforce policies and practices are consistent with the
company'’s values and support its long-term sustainable success. The workforce should be
able to raise any matters of concern.

Provisions

1.

The board should assess the basis on which the company generates and preserves value over
the long-term. It should describe in the annual report how opportunities and risks to the
future success of the business have been considered and addressed, the sustainability of the
company's business model and how its governance contributes to the delivery of its strategy.

The board should assess and monitor culture and how the desired culture has been
embedded. Where it is not satisfied that policy, practices or behaviour throughout the
business are aligned with the company’s purpose, values and strategy, it should seek
assurance that management has taken corrective action. The annual report should explain the
board'’s activities and any action taken. In addition, it should include an explanation of the
company's approach to investing in and rewarding its workforce.

In addition to formal general meetings, the chair should seek regular engagement with major
shareholders in order to understand their views on governance and performance against the
strategy. Committee chairs should seek engagement with shareholders on significant matters
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related to their areas of responsibility. The chair should ensure that the board has a clear
understanding of the views of shareholders.

4.  When 20 per cent or more of votes have been cast against the board recommendation for a
resolution, the company should explain, when announcing voting results, what actions it
intends to take to consult shareholders in order to understand the reasons behind the result.
An update on the views received from shareholders and actions taken should be published no
later than six months after the shareholder meeting’. The board should then provide a final
summary in the annual report and, if applicable, in the explanatory notes to resolutions at the
next shareholder meeting, on what impact the feedback has had on the decisions the board
has taken and any actions or resolutions now proposed.?

5. The board should understand the views of the company’s other key stakeholders and describe
in the annual report how these and the matters set out in section 172 of the Companies Act
2006 have been considered in board discussions and decision-making. The board should keep
engagement mechanisms under review so that they remain effective.

For engagement with the workforce,® one or a combination of the following methods should
be used:

» adirector appointed from the workforce;
 a formal workforce advisory panel; or
» a designated non-executive director.

If the board has not chosen one or more of these methods, it should explain what alternative
arrangements are in place and why it considers that they are effective.

6. There should be a means for the workforce to raise concerns in confidence and — if they wish
—anonymously. The board should routinely review these arrangements and the reports arising
from their operation. It should ensure that arrangements are in place for the proportionate
and independent investigation of such matters and for follow-up action.

7.  The board should take action to identify and manage conflicts of interest, including those
resulting from significant shareholdings, and ensure that the influence of third parties does
not compromise or override independent judgement.

8.  Where directors have concerns about the operation of the board or the management of the
company that cannot be resolved, their concerns should be recorded in the board minutes.
On resignation, a non-executive director should provide a written statement to the chair, for
circulation to the board, if they have any such concerns.

' The update should be published on the company's website, the Regulatory Information Service used by the company, or both.

2 Details of significant votes against and related company updates are available on the Public Register maintained by The Investment Association —
www.theinvestmentassociation.org/publicregister.html

See Code guidance for a description of ‘workforce’ in this context.
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Section 2 - Division of responsibilities

Principles

F.  The chair leads the board and is responsible for its overall effectiveness in directing the
company. They should demonstrate objective judgement throughout their tenure and
promote a culture of openness and debate. In addition, the chair facilitates constructive board
relations and the effective contribution of all non-executive directors, and ensures that
directors receive accurate, timely and clear information.

G. The board should include an appropriate combination of executive and non executive (and, in
particular, independent non-executive) directors, such that no one individual or small group of
individuals dominates the board'’s decision making. There should be a clear division of
responsibilities between the leadership of the board and the executive leadership of the
company's business.

H.  Non-executive directors should have sufficient time to meet their board responsibilities. They
should provide constructive challenge, strategic guidance, offer specialist advice and hold
management to account.

The board, supported by the company secretary, should ensure that it has the policies,
processes, information, time and resources it needs in order to function effectively and
efficiently.

Provisions

9.  The chair should be independent on appointment when assessed against the circumstances
set out in Provision 10. The roles of chair and chief executive should not be exercised by the
same individual. A chief executive should not become chair of the same company. If,
exceptionally, this is proposed by the board, major shareholders should be consulted ahead of
appointment. The board should set out its reasons to all shareholders at the time of the
appointment and also publish these on the company website.

10. The board should identify in the annual report each non-executive director it considers to be
independent. Circumstances which are likely to impair, or could appear to impair, a non-
executive director’'s independence include, but are not limited to, whether a director:

* is or has been an employee of the company or group within the last five years;

* has, or has had within the last three years, a material business relationship with the
company, either directly or as a partner, shareholder, director or senior employee of a body
that has such a relationship with the company;

 has received or receives additional remuneration from the company apart from a director’s
fee, participates in the company’s share option or a performance-related pay scheme, or is
a member of the company’s pension scheme;
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* has close family ties with any of the company’s advisers, directors or senior employees;

 holds cross-directorships or has significant links with other directors through involvement
in other companies or bodies;

 represents a significant shareholder; or
* has served on the board for more than nine years from the date of their first appointment.

Where any of these or other relevant circumstances apply, and the board nonetheless
considers that the non-executive director is independent, a clear explanation should be
provided.

11. At least half the board, excluding the chair, should be non-executive directors whom the
board considers to be independent.

12. The board should appoint one of the independent non-executive directors to be the senior
independent director to provide a sounding board for the chair and serve as an intermediary
for the other directors and shareholders. Led by the senior independent director, the non-
executive directors should meet without the chair present at least annually to appraise the
chair's performance, and on other occasions as necessary.

13.  Non-executive directors have a prime role in appointing and removing executive directors.
Non-executive directors should scrutinise and hold to account the performance of
management and individual executive directors against agreed performance objectives. The
chair should hold meetings with the non-executive directors without the executive directors
present.

14. The responsibilities of the chair, chief executive, senior independent director, board and
committees should be clear, set out in writing, agreed by the board and made publicly
available. The annual report should set out the number of meetings of the board and its
committees, and the individual attendance by directors.

15.  When making new appointments, the board should take into account other demands on
directors’ time. Prior to appointment, significant commitments should be disclosed with an
indication of the time involved. Additional external appointments should not be undertaken
without prior approval of the board, with the reasons for permitting significant appointments
explained in the annual report. Full-time executive directors should not take on more than one
non-executive directorship in a FTSE 100 company or other significant appointment.

16. All directors should have access to the advice of the company secretary, who is responsible for
advising the board on all governance matters. Both the appointment and removal of the
company secretary should be a matter for the whole board.
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Section 3 - Composition, succession and

evaluation

Principles

J.

Appointments to the board should be subject to a formal, rigorous and transparent
procedure, and an effective succession plan for the board and senior management should be
maintained.* Both appointments and succession plans should be based on merit and objective
criteria®. They should promote diversity, inclusion and equal opportunity.

The board and its committees should have a combination of skills, experience and knowledge.
Consideration should be given to the length of service of the board as a whole and
membership regularly refreshed.

Annual evaluation of the board should consider its performance, composition, diversity and
how effectively members work together to achieve objectives. Individual evaluation should
demonstrate whether each director continues to contribute effectively.

Provisions

17.

18.

19.

20.

4

5

The board should establish a nomination committee to lead the process for appointments,
ensure plans are in place for orderly succession to both the board and senior management
positions, and oversee the development of a diverse pipeline for succession. A majority of
members of the committee should be independent non-executive directors. The chair of the
board should not chair the committee when it is dealing with the appointment of their
SUCCESSOT.

All directors should be subject to annual re-election. The board should set out in the papers
accompanying the resolutions to elect each director the specific reasons why their
contribution is, and continues to be, important to the company’s long-term sustainable
success.

The chair should not remain in post beyond nine years from the date of their first
appointment to the board. To facilitate effective succession planning and the development of
a diverse board, this period can be extended for a limited time, particularly in those cases
where the chair was an existing non-executive director on appointment. A clear explanation
should be provided.

Open advertising and/or an external search consultancy should generally be used for the
appointment of the chair and non-executive directors. If an external search consultancy is

The definition of ‘senior management’ for this purpose should be the executive committee or the first layer of management below board level,
including the company secretary.
Which protect against discrimination for those with protected characteristics within the meaning of the Equalities Act 2010.
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21.

22.

23.

engaged it should be identified in the annual report alongside a statement about any other
connection it has with the company or individual directors.

There should be a formal and rigorous annual review of the performance of the board, its
committees, the chair and individual directors. The chair should commission a regular
externally facilitated board performance review. In FTSE 350 companies this should happen at
least every three years. The external reviewer should be identified in the annual report and a
statement made about any other connection it has with the company or individual directors.

The chair should act on the results of the board performance review by recognising the
strengths and addressing any weaknesses of the board. Each director should engage with the
process and take appropriate action when development needs have been identified.

The annual report should describe the work of the nomination committee, including:

» the process used in relation to appointments, its approach to succession planning and how
both support developing a diverse pipeline;

* how the board performance review has been conducted, the nature and extent of an
external reviewer's contact with the board and individual directors, the outcomes and
actions taken, and how it has or will influence future board composition;

 the policy and any initiatives on diversity and inclusion, their objectives and link to
company strategy, how they have been implemented and progress on achieving the
objectives; and

» the gender balance of those in the senior management and their direct reports.
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Section 4 - Audit, risk and internal control

Principles

M.

The board should establish formal and transparent policies and procedures to ensure the
independence and effectiveness of internal and external audit functions and satisfy itself on
the integrity of financial and narrative statements.®

The board should present a fair, balanced and understandable assessment of the company's
position and prospects.

The board should establish and maintain an effective risk management and internal control
framework, and determine the nature and extent of the principal risks the company is willing
to take in order to achieve its long-term strategic objectives.

Provisions

24.

25.

6

7

The board should establish an audit committee of independent non-executive directors, with
a minimum membership of three, or in the case of smaller companies, two.” The chair of the
board should not be a member. The board should satisfy itself that at least one member has
recent and relevant financial experience. The committee as a whole shall have competence
relevant to the sector in which the company operates.

The main roles and responsibilities of the audit committee should include:

* monitoring the integrity of the financial statements of the company and any formal
announcements relating to the company’s financial performance, and reviewing significant
financial reporting judgements contained in them;

» providing advice (where requested by the board) on whether the annual report and
accounts, taken as a whole, is fair, balanced and understandable, and provides the
information necessary for shareholders to assess the company’s position and performance,
business model and strategy;

o following the Audit Committees and the External Audit: Minimum Standard,;

 reviewing the company'’s risk management and internal control framework, unless expressly
addressed by a separate board risk committee composed of independent non-executive
directors, or by the board itself;

The board’s responsibility to present a fair, balanced and understandable assessment extends to interim and other price-sensitive
public records and reports to regulators, as well as to information required to be presented by statutory instruments.
A smaller company is one that is below the FTSE 350 throughout the year immediately prior to the reporting year.

FRC | UK Corporate Governance Code 2024 12



https://www.frc.org.uk/library/standards-codes-policy/corporate-governance/corporate-governance-code-guidance/#section.7eba31e6

https://www.frc.org.uk/library/standards-codes-policy/corporate-governance/corporate-governance-code-guidance/#role-of-the-audit-committee-c6db4ff3

https://media.frc.org.uk/documents/Audit_Committees_and_the_External_Audit_Minimum_Standard.pdf



» monitoring and reviewing the effectiveness of the company’s internal audit function, or
where there is not one, considering annually whether there is a need for one and making a
recommendation to the board; and

 reporting to the board on how it has discharged its responsibilities.
26. The annual report should describe the work of the audit committee, including:
» the matters set out in the Audit Committees and the External Audit: Minimum Standard; and

» where there is no internal audit function, an explanation for the absence, how internal
assurance is achieved, and how this affects the work of external audit.

27. The directors should explain in the annual report their responsibility for preparing the annual
report and accounts, and state that they consider the annual report and accounts, taken as a
whole, is fair, balanced and understandable, and provides the information necessary for
shareholders to assess the company’s position, performance, business model and strategy.

28. The board should carry out a robust assessment of the company’s emerging and principal
risks.® The board should confirm in the annual report that it has completed this assessment,
including a description of its principal risks, and an explanation of how these are being
managed or mitigated. The board should explain what procedures are in place to identify and
manage emerging risks.

29. The board should monitor the company's risk management and internal control framework
and, at least annually, carry out a review of its effectiveness. The monitoring and review should
cover all material controls, including financial, operational, reporting and compliance controls.
The board should provide in the annual report:

* A description of how the board has monitored and reviewed the effectiveness of the
framework;

e adeclaration of effectiveness of the material controls as at the balance sheet date; and

» a description of any material controls which have not operated effectively as at the balance
sheet date, the action taken, or proposed, to improve them and any action taken to address
previously reported issues”®.

8 Principal risks should include, but are not necessarily limited to, those that could result in events or circumstances that might
threaten the company’s business model, future performance, solvency or liquidity and reputation. In deciding which risks are
principal risks companies should consider the potential impact and probability of the related events or circumstances, and the
timescale over which they may occur.

 This Provision will apply for financial years beginning on or after 1 January 2026. Until then, Provision 29 of the 2018 UK
Corporate Governance Code applies.
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30. Inannual and interim financial statements, the board should state whether it considers it
appropriate to adopt the going concern basis of accounting in preparing them, and identify
any material uncertainties to the company's ability to continue to do so over a period of at
least twelve months from the date of approval of the financial statements.

31. Taking account of the company’s current position and principal risks, the board should explain
in the annual report how it has assessed the prospects of the company, over what period it
has done so and why it considers that period to be appropriate. The board should state
whether it has a reasonable expectation that the company will be able to continue in
operation and meet its liabilities as they fall due over the period of their assessment, drawing
attention to any qualifications or assumptions as necessary.
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Section 5 - Remuneration

Principles

P.

Remuneration policies and practices should be designed to support strategy and promote
long-term sustainable success. Executive remuneration should be aligned to company
purpose and values, and be clearly linked to the successful delivery of the company's long-
term strategy.

A formal and transparent procedure for developing policy on executive remuneration and
determining director and senior management'® remuneration should be established. No
director should be involved in deciding their own remuneration outcome.

Directors should exercise independent judgement and discretion when authorising
remuneration outcomes, taking account of company and individual performance, and wider
circumstances.

Provisions

32.

33.

34.

The board should establish a remuneration committee of independent non-executive
directors with a minimum membership of three, or in the case of smaller companies, two'". In
addition, the chair of the board can only be a member if they were independent on
appointment and cannot chair the committee. Before appointment as chair of the
remuneration committee, the appointee should have served on a remuneration committee for
at least 12 months.

The remuneration committee should have delegated responsibility for determining the policy
for executive director remuneration and setting remuneration for the chair, executive directors
and senior management.'? It should review workforce'® remuneration and related policies and
the alignment of incentives and rewards with culture, taking these into account when setting
the policy for executive director remuneration.

The remuneration of non-executive directors should be determined in accordance with the
Articles of Association or, alternatively, by the board. Levels of remuneration for the chair and
all non-executive directors should reflect the time commitment and responsibilities of the
role. Remuneration for all non-executive directors should not include share options or other
performance-related elements.

See footnote 7.
See footnote 7.
See footnote 4.
See Code Guidance for a description of workforce in this context.
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35.

36.

37.

38.

39.

40.

Where a remuneration consultant is appointed, this should be the responsibility of the
remuneration committee. The consultant should be identified in the annual report alongside a
statement about any other connection it has with the company or individual directors.
Independent judgement should be exercised when evaluating the advice of external third
parties and when receiving views from executive and senior management.'

Remuneration schemes should promote long-term shareholdings by executive directors that
support alignment with long-term shareholder interests. In normal circumstances, share
awards granted for this purpose should be released for sale on a phased basis and be subject
to a total vesting and holding period of five years or more. The remuneration committee
should develop a formal policy for post-employment shareholding requirements
encompassing both unvested and vested shares.

Remuneration schemes and policies should enable the use of discretion to override formulaic
outcomes. Directors’ contracts and/or other agreements or documents which cover director
remuneration should include malus and clawback provisions that would enable the company
to recover and/or withhold sums or share awards, and specify the circumstances in which it
would be appropriate to do so.

The annual report on remuneration should include a description of its malus and clawback
provisions, including:

* the circumstances in which malus and clawback provisions could be used;

 adescription of the period for malus and clawback and why the selected period is best
suited to the organisation; and

» whether the provisions were used in the last reporting period. If so, a clear explanation of
the reason should be provided in the annual report.

Only basic salary should be pensionable. The pension contribution rates for executive
directors, or payments in lieu, should be aligned with those available to the workforce. The
pension consequences and associated costs of basic salary increases and any other changes in
pensionable remuneration, or contribution rates, particularly for directors close to retirement,
should be carefully considered when compared with workforce arrangements.

Notice or contract periods should be one year or less. If it is necessary to offer longer periods
to new directors recruited from outside the company, such periods should reduce to one year
or less after the initial period. The remuneration committee should ensure compensation
commitments in directors’ terms of appointment do not reward poor performance. They
should be robust in reducing compensation to reflect departing directors’ obligations to
mitigate loss.

4 See footnote 4.
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41. There should be a description of the work of the remuneration committee in the annual
report, including:

an explanation of the strategic rationale for executive directors’ remuneration policies,
structures and any performance metrics;

reasons why the remuneration is appropriate using internal and external measures,
including pay ratios and pay gaps;

whether the remuneration policy operated as intended in terms of company performance
and quantum, and, if not, what changes are necessary;

what engagement has taken place with shareholders and the impact this has had on
remuneration policy and outcomes;

what engagement with the workforce has taken place to explain how executive
remuneration aligns with wider company pay policy; and

to what extent discretion has been applied to remuneration outcomes and the reasons why.
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INTRODUCTION

1.  The primary purpose of the Guidance on Board Effectiveness (the
Guidance) is to stimulate boards’ thinking on how they can carry out
their role and encourage them to focus on continually improving their
effectiveness.

2. Ultimately, it is for individual boards to decide on the governance
arrangements most appropriate to their company’s circumstances,
applying the Principles of The UK Corporate Governance Code (the
Code) and following good practice set out in the Code provisions
and supplemented in this Guidance.

3. The Guidance is not mandatory and is not prescriptive. It contains
suggestions of good practice to support directors and their advisors
in applying the Code. We encourage boards to refer to the Guidance
alongside the Code. The Guidance will be updated periodically as
good practice develops.

4.  The Guidance will also be helpful to a wide range of stakeholders
when assessing the actions taken by the board in relation to the
governance of the company.

5. The Code has evolved since it was first introduced in 1992. It has
always placed great importance on clarity of roles and responsibilities,
and on accountability and transparency. While these are necessary
for good governance, they are not sufficient on their own. The
structures and processes that boards put in place are essential for
them to function effectively and efficiently, but on their own they wil
not deliver success.

6. Boards need to think deeply about the way in which they carry out
their role. The behaviours that they display, individually as directors
and collectively as the board, set the tone from the top.

7. The Code places considerable emphasis on decision-making and
outcomes. It promotes a more inclusive approach to stakeholder
engagement and encourages boards to reflect on the way in which
decisions are taken and how that might affect the quality of those
decisions. By encouraging a broader focus and a willingness to listen
to different voices and influences, the Code, supplemented by the
Guidance, supports openness and accountability in delivering the
long-term sustainable success of the company.

8. The structure of the Guidance follows the structure of the Code. It
primarily covers matters related to board effectiveness dealt within
Sections 1-3 of the Code and matters related to remuneration dealt
within Section 5 of the Code. The FRC has issued separate, in-depth
guidance documents on audit, risk and internal control. Section 4 of
the Code is therefore covered only briefly in the Guidance.
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9. The Guidance now includes some of the procedural aspects of
governance which, historically, were covered by the Code. Such
former features of the Code are now well-established as good
practice and compliance levels are high. The Guidance is intended
to act as a reminder to boards and their support teams that good
practice and procedure should continue to be followed.

10. The tools and techniques for board effectiveness suggested in the
Guidance will assist companies in applying the Principles in the Code
and offer inspiration when it comes to illustrating in the annual report
how this has been done.






BOARD LEADERSHIP AND
COMPANY PURPOSE

AN EFFECTIVE BOARD

11. An effective board defines the company’s purpose and then sets
a strategy to deliver it, underpinned by the values and behaviours
that shape its culture and the way it conducts its business. It
will be able to explain the main trends and factors affecting the
long-term success and future viability of the company' — for
example technological change or environmental impacts — and
how these and the company’s principal risks and uncertainties
have been addressed.

12. A company’s purpose is the reason for which it exists. The board
is responsible for setting and reconfirming the company’s purpose.
A well-defined purpose? will help companies to articulate their
business model, and develop their strategy, operating practices
and approach to risk. Companies with a clear purpose often find
it easier to engage with their workforce, customers and the wider
public.

13. A sound understanding at board level of how value is created over
time is key in steering strategies and business models towards
a sustainable future. This is not limited to value that is found in
the financial statements. An understanding of how intangible
sources of value are developed, managed and sustained — for
example a highly trained workforce, intellectual property or brand
recognition — is increasingly relevant to an understanding of the
company’s performance and the impact of its activity. These
are important considerations for boards when setting corporate
strategy.

14. Boards have a responsibility for the health of the company and
need to take a long-term view. This is in contrast to the priorities
of some investors, not all of whom will be aligned with the pursuit
of success over the long-term. An effective board will manage the
conflict between short-term interests and the long-term impacts of
its decisions; it will assess shareholder and stakeholder interests
from the perspective of the long-term sustainable success of the
company.

" Provision 1

2 Principle B
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Questions for boards
¢ How do we know that management is identifying and addressing future challenges and

opportunities, for example, changes in technology, environmental issues or changing
stakeholder expectations?

What proportion of board time is spent on financial performance management versus other
matters of strategic importance?

Is the balance between the focus on immediate issues and long-term success appropriate?

Are we playing an active role in shaping long-term investment plans to underpin delivery of
strategy and value creation?

Is sufficient board time allocated to idea generation, opportunity identification and
innovation?

Are we using scenario analysis to help us assess the strategic importance and potential
impact of our challenges and opportunities?

Are we securing the benefits of ‘big data’ to give us a competitive edge”?

How will we assess and measure the impact of our decisions on financial performance, the
value for shareholders and the impact on key stakeholders?

Are shareholders driving the company to act in a way that is out of line with its purpose,
values and wider responsibilities?

15.

16.

17.

Effective directors will understand their duties both collectively
and individually. Directors’ duties are formally set out in sections
171-177 of the Companies Act 2006. Directors are expected to
act in a manner consistent with their statutory duties, and to uphold
the highest standards of integrity and support the chair in instilling
the appropriate values, behaviours and culture in the boardroom
and beyond.®

The boardroom should be a place for robust debate where
challenge, support, diversity of thought and teamwork are essential
features. Diversity of skills, background and personal strengths is
an important driver of a board’s effectiveness, creating different
perspectives among directors, and breaking down a tendency
towards ‘group think’.

Openness and accountability matter at every level. Good governance
means a focus on how this takes place throughout the company and
by those who act on its behalf. The quality of governance will be

evident in the way the company conducts business, for example,
how it treats its workforce, customers and suppliers. ¢ Principle B






18. The board sets the framework of values within which the desired
corporate culture can evolve and thrive. Ownership of the values
will be stronger if a collaborative approach is taken and both the
leadership and the workforce are involved in a two-way process to
define the company’s values.

19. It is important for trust that companies avoid giving contradictory
messages through their decisions, strategies or conduct. Directors
can reinforce values through their own behaviour and decisions. To
do this effectively, executive and non-executive directors may need
to increase their visibility.

Questions for boards
e How do we demonstrate ethical leadership and display the behaviours we expect from others?

e To what extent is our own way of operating a reflection of the values we are promoting? Can
we give good and bad examples?

¢ |s the board clear on what sort of culture is needed to underpin the company’s purpose and
its long-term success?

¢ How do we articulate and communicate what we consider to be acceptable business
practices?

¢ \What behaviours are being driven when setting strategy and financial targets?

¢ How consistent is company strategy — for example, on tax and capital allocation — with our
purpose and values, and our responsibilities for long-term success and to contribute to wider
society?

20. To have an impact on behavioural outcomes and influence the way
business is done, values need to be embedded at every level of the
organisation. Boards will need assurance from management that
it has effectively embedded the company’s purpose and values in
operational policies and practices. In particular, incentives, rewards
and promotion decisions should be aligned to value.
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Questions for boards to ask management

¢ How have the values and expected behaviours been reinforced in our recruitment,
promotion, reward, performance management and other policies, processes and
practices?

¢ Do reward structures produce appropriate incentives that encourage desired behaviours
and responsible risk-taking?

¢ What steps has management taken to communicate values and expected behaviours
widely and clearly across the company?

¢ \What assurance is there that the code of conduct and ethics training programmes are up
to date, adequately communicated and understood by the workforce?

¢ \What steps has management taken to ensure that suppliers meet expected standards of
behaviour?

¢ Has management identified appropriate KPIs that are properly aligned to desired outcomes
and behaviours?

Monitoring culture Figure 1 - Common

21. The focus on culture needs to be continuous. Periodic reflection attributes of a healthy
on whether the culture continues to be relevant in a changing culture
environment can help the company adapt its culture to ensure
it continues to support the company’s success. The board is
expected to assess and monitor culture for alignment with purpose + Openness
and values.” The first step is to establish a benchmark against which - Respect
future monitoring can take place. One approach to monitoring "
culture might be to identify and track core characteristics that are Adaptability
typical features of a positive culture, such as those in Figure 1, and + Reliability
link this to commitment to company values.

* Honesty

+ Recognition

+ Acceptance of challenge
+ Accountability

+ A sense of shared purpose

4 Provision 2
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22. It is important that the board develops a common and consistent

language around culture, and pays attention to factors that can | BRI IERCIIER LRSI

culture problem

23.

influence culture, such as corporate history, local traditions and the
pressures of regulatory regimes. Boards will also need to be alert to
signs of possible cultural problems such as those in Figure 2.

Monitoring culture will involve regular analysis and interpretation
of evidence and information gathered from a range of sources.
Drawing insight from multiple quantitative and qualitative sources
helps guard against forming views based on incomplete or limited
information. The workforce will be a vital source of insight into the
culture of the company.

Sources of culture insights

24.

25.

Turnover and absenteeism rates

Training data

Recruitment, reward and promotion decisions

Use of non-disclosure agreements

Whistleblowing, grievance and ‘speak-up’ data
Employee surveys

Board interaction with senior management and workforce
Health and safety data, including near misses
Promptness of payments to suppliers

Attitudes to regulators, internal audit and employees
Exit interviews

Boards can draw on existing internal capabilities and information to
shape their monitoring efforts. Human resources, internal audit, risk
and compliance all have a role to play; an integrated approach is
likely to yield a more sophisticated understanding of how behaviours
and culture impact performance. Senior professionals from these
fields can get beneath the surface and offer expert analysis and
advice to the board.

The board will be looking to identify areas of good practice and
excellence that can be used to drive up standards across the
business, reinforcing the value that a healthy culture can add. It will
also be seeking evidence of business practices that are consistent
with company values.

+ Silo thinking

Dominant chief executive
Leadership arrogance

Pressure to meet the
numbers/overambitious
targets

Lack of access to information

Low levels of meaningful
engagement between
leadership and employees

Lack of openness to
challenge

Tolerance of regulatory or
code of ethics breaches

Short-term focus
Misaligned incentives
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26. One objective of monitoring is to capture information about individual
sub-cultures or pockets of autonomy that could undermine the
overall culture. Identifying hotspots and outliers can alert the board
to a possible problem, and prompt a more in-depth assessment.
Where cultural issues are found, it is important to understand why
these exist as well as what they are. Root cause analysis is an
important tool for understanding the underlying causes of a poor
culture and taking effective action to correct it.

Questions for boards
e \What does the workforce say about ‘the tone from the top’ and the ‘tone from the middle’?

¢ \What evidence do we have that the chief executive is willing to listen, take criticism and let
others make decisions?

¢ \What do examples of communications from leadership and middle management tell us
about the commitment to values, openness and accountability?

¢ \What action do we take against leaders or top performers who do not uphold the
company’s values?

e How are key promotions decided?

¢ |s management using root cause analysis where cultural issues are found, examining not
just what went wrong but why?

e How can we use technology to analyse, interpret and present information?

¢ Do we need to invest in human resources or internal audit, develop skills and capabilities or
encourage the use of multi-disciplinary teams?

¢ How does the company deal with breaches of company rules or codes of conduct?

¢ Does internal audit have the degree of independence needed and a clear mandate to look
at culture?

¢ How will we address any negative trends or misalignment between values and behaviours?






Decision-making

27.

28.

20.

30.

31.

Well-informed and high-quality decision-making does not
happen by accident. Many of the factors that lead to poor
decision-making are predictable and preventable. Boards can
minimise the risk of poor decisions by investing time in the
design of their decision-making policies and processes, including
the contribution of committees and obtaining input from key
stakeholders and expert opinions when necessary.

Meeting regularly is essential for the board to discharge its duties
effectively and to allow adequate time for consideration of all the
issues falling within its remit. Ensuring there is a formal schedule of
matters reserved for its decision will assist the board’s planning and
provide clarity to all over where responsibility for decision-making
lies.

Most complex decisions depend on judgement, but the decisions
of well-intentioned and experienced leaders can, in certain
circumstances, be distorted. Factors known to distort judgement
are conflicts of interest, emotional attachments, unconscious bias
and inappropriate reliance on previous experience and decisions.

In addition, boards need to be aware of factors that can limit
effective decision-making, such as those in Figure 3.

There are ways in which boards can create conditions that support
sound decision-making. For example, some chairs favour a series
of separate discussions for important decisions, covering steps
like concept, proposal for discussion and proposal for decision.
Where more than one part of the business is affected, integrated
and joined-up information is likely to aid decision-making.

Figure 3 - Risk factors for poor
decision-making

+ A dominant personality or
group of directors on the
board, inhibiting contribution
from others

Insufficient diversity of
perspective on the board,
which can contribute to ‘group
think’

Excess focus on risk mitigation
or insufficient attention to risk

A compliance mindset and
failure to treat risk as part of
the decision-making process

Insufficient knowledge and
ability to test underlying
assumptions

Failure to listen to and act
upon concerns that are raised

Failure to recognise the
consequences of running
the business on the basis of
self-interest and other poor
ethical standards

A lack of openness by
management, a reluctance

to involve non-executive
directors, or a tendency to
bring matters to the board for
sign-off rather than debate

Complacent or intransigent
attitudes

Inability to challenge effectively

Inadequate information or
analysis

Poor quality papers

Lack of time for debate and
truncated debate

Undue focus on short-term
time horizons

Insufficient notice
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Questions for boards

¢ Have relevant members of the executive team been invited to explain the issues at the
earlier stages, enabling all directors to share concerns or challenge assumptions well before

the point of decision?

Does the board have a clear idea of the success criteria related to a particular decision?
What are we doing to test key decisions for alignment with values? Can we give examples

and explain how this was considered?

What are the risks that the decision could encourage undesirable behaviours or send the

wrong message”?

Can we explain how the impact on key stakeholders has been taken into account?

32.

33.

For significant decisions, a board may wish to consider extra steps,
for example:

describing in board papers the process that has been used to
arrive at and challenge the proposal prior to presenting it to the
board, thereby allowing directors not involved in the project to
assess the appropriateness of the process before assessing the
merits of the project itself;

where appropriate, putting in place additional safeguards
to reduce the risk of distorted judgements by, for example,
commissioning an independent report, seeking advice from
an expert, introducing a devil's advocate to provide challenge,
establishing a specific sub-committee, and convening additional
meetings; or

ensuring that board minutes document the discussion that led to
the decision, including the issues raised and the reasons for the
decision.®

Once a significant decision has been made and implemented
the board may find it useful to review the effectiveness of
the decision-making process, and the merits of the decision itself
where it considers it relevant to do so. This could also be considered
as part of the board evaluation process.

5 ICSA: The Governance Institute provides guidance
on minute taking that is available at: www.icsa.org.uk/
knowledge/minutetaking
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RELATIONS WITH STAKEHOLDERS

34.

An effective board will appreciate the importance of dialogue
with shareholders, the workforce and other key stakeholders, be
proactive in ensuring that such dialogue takes place and that the
feedback is taken into account in the board’s decision-making.
How the board approaches this will provide useful insight into the
company’s culture.

Relations with shareholders

35.

36.

37.

38.

39.

The chair has an important role in fostering constructive relations
with major shareholders and in conveying their views to the board
as a whole.® When called upon, the senior independent director
should seek to meet a sufficient range of major shareholders in order
to develop a balanced understanding of their views. Non-executive
directors should take opportunities such as attendance at general
and other meetings, to understand the concerns of shareholders.

It is important that all shareholders are able to discharge their
stewardship duties effectively. Formal ways of doing this are
shareholder meetings and the annual general meeting (AGM). To
ensure there is sufficient time to consider the issues, the notice of
the AGM and related papers should be sent at least 20 working
days before the AGM.

Smaller investors can be overlooked when board focus is primarily
on major shareholders. Boards may want to consider additional
ways to engage with smaller shareholders, for example, via
methods of group engagement such as shareholder roundtables
or webinars.

The chairs of the audit, remuneration and nomination committees
should be available to answer questions at the AGM. The chair
should encourage them to make a statement on the activities and
achievements of the committee over the year. This could include
details of engagement with shareholders on significant matters.

The chair has a key role to play in representing the company to
its key stakeholders and is encouraged to report personally in the
annual report about board leadership and effectiveness.

Relations with other key stakeholders

40.

Directors have a duty to promote the success of the company
over the long-term for the benefit of shareholders as a whole,
having regard to a range of other key stakeholders and interests.
This duty is set out in section 172 of the Companies Act 2006
(see Figure 4).

Figure 4 — Section 172,
Companies Act 2006

(1) A director of a company
must act in the way he
considers, 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 have regard
(amongst other matters) to
the:

(@) likely consequences
of any decision in the
long-term,

interests of the
company’s employees,

need to foster the
company’s business
relationships with
suppliers, customers
and others,

impact of the company’s
operations on the
community and the
environment,

desirability of the
company maintaining
a reputation for high
standards of business
conduct, and

need to act fairly as
between members of the
company.

8 Provision 3
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41,

42.

43.

44,

An effective board understands that a company has to engage with
its workforce and build and maintain relationships with suppliers,
customers and others in order to be successful over the long-term.
It will be able to explain how those relationships contribute to that
success and help deliver the company’s purpose. The company’s
approach to stakeholder engagement will be an important topic in
the induction programme for new directors.

Dialogue with stakeholders can help boards to understand
significant changes in the landscape, predict future developments
and trends, and re-align strategy. Boards will find it useful to start
by identifying and prioritising those key stakeholders who are
important in the context of their business. This is likely to include
the workforce, customers and suppliers. It may also include other
stakeholders who are specific to the company’s circumstances,
such as regulators, government, bondholders, banks and other
creditors, trade unions and community groups.

Boards will sometimes be faced with complex decisions whose
impacts will benefit some stakeholders but disadvantage others;
these difficult choices are made in the long-term interests of the
company. Directors need to be able to explain their decisions,
including how impacts on affected stakeholders have been
considered and any action the company plans in mitigation.

Having identified the company’s key stakeholders, the board will be
in a position to develop an engagement strategy for the company
based onthoseissues that are mostimportant to long-term success.
Established and formalised communication channels, such as
those enjoyed by shareholders and regulators, can help embed
the consideration of key stakeholder interests in board discussion
and decision-making, and broaden directors’ understanding of
stakeholder perspectives and interests. Boards also need to be
aware of other powerful stakeholder communication channels,
including social media.

Sources of stakeholder feedback

Contacts with key customers

Customer complaints and satisfaction data
Supplier feedback

Surveys

Social media

Bespoke engagement activities on specific issues, for
example, with trade unions, special interest groups or the
local community






45.

46.

The board may wish to refer to The Stakeholder Voice in Board
Decision Making, issued jointly by ICSA: The Governance Institute
and The Investment Association, for detailed guidance on how
to build stakeholder considerations into board discussions. This
guidance sets out core principles for stakeholder identification and
engagement.

In considering the impact of the company’s operations on the
community and the environment, boards may wish to refer to a
source of guidance or a voluntary framework to help identify
social and environmental considerations that are relevant for
the business and link these to company strategy. Boards may
also find a commonly understood framework useful in informing
and communicating business strategy. Guidance is provided by
various internationally recognised sets of principles and guidelines,
examples of which can be found in Figure 5.

Figure 5 - Sources of social
and environmental guidance

» UN Sustainable Development
Goals

Taskforce for Climate-related
Financial Disclosures

OECD Guidelines for
Multinational Enterprises

Ten principles of the United
Nations Global Compact

ISO 26000 Guidance Standard
on Social Responsibility

ILO Tripartite Declaration

of Principles Concerning
Multinational Enterprises and
Social Policy

United Nations Guiding
Principles on Business and
Human Rights

Questions for boards
e (Can we describe how stakeholders are prioritised and why?

e \What are the key concerns of our workforce, our suppliers and our customers, and how

are we addressing them?

Does the workforce consider that customers and suppliers are treated fairly and that the
company cares about its impact on the environment and community?

Have we sought input from enough stakeholders to be comfortable that we have a rounded

view?

Have we listened properly to the stakeholder voice and what impact has this had on our

decisions?

Have we considered how environmental and social issues might impact on the business or

linked our strategy to a recognised international framework?
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Relations with the workforce

47.

48.

The board has ultimate responsibility for ensuring that workforce
policies and practices are in line with the company’s purpose and
values, and support the desired culture. This will involve reviewing
policies and practices that have an impact on the experience of
the workforce and drive behaviours, for example, recruitment and
retention, promotion and progression, performance management,
training and development, reskilling and flexible working.

The remuneration committee has a role in advising the board in
respect of policies on rewards, incentives, terms and conditions
and other related matters.” Published pay ratios and pay gaps will
also offer valuable data that can prompt reflection on workforce
pay. One way that boards could consider approaching workforce
pay would be to endorse clear principles for pay and reward across
the organisation, against which pay policies and outcomes can be
justified and benchmarked. Application of the principles, progress
towards objectives and consideration of the behaviour they drive
could form part of culture monitoring.

Examples of pay principles

49.

‘Like pay for like work’
Living wage
Predictability of income
Market competitiveness
Reward for contribution

If it wishes, the board can delegate responsibility for reviewing
non-pay-related workforce policies to a board committee with
relevant responsibilities where one exists, for example, a people
committee, a sustainability committee or a corporate responsibility
committee. Where the board elects to do this, an integrated
approach involving dialogue between the board and the relevant
committees will be needed.

7 Provision 33






Questions for boards
¢ How well are our values and expected behaviours embedded in our human resources

policies, processes and practices?
Are we treating our people as a strategic asset?

Have we taken workforce views and priorities into account in developing our approach to

investing in our people?

Are behavioural objectives included in leadership and employee goals, and are behaviours

formally assessed as part of performance review activity?
What are we doing to address gender pay gaps?

Are we doing enough to train and develop our people with the skills they will need in the

future?

Gathering the views of the workforce

50.

51.

52.

53.

Communication between the workforce and the company is
often referred to as the ‘employee voice’. Communication and
engagement will involve those with formal contracts of employment
(permanent, fixed-term and zero-hours) and other members of the
workforce who are affected by the decisions of the board. For
example, companies should consider including individuals engaged
under contracts of service, agency workers, and remote workers,
regardless of their geographical location. Companies should be
able to explain who they have included and why.® Different sections
of the workforce may have different interests and priorities and a
combination of engagement methods may be necessary to ensure
that a wide selection of views can be gathered.

Engagement through a range of formal and informal channels helps
the workforce to share ideas and concerns with senior management
and the board. It provides useful feedback about business practices
from those delivering them, and can help empower colleagues.

With the aim of strengthening the ‘employee voice’ in the boardroom,
the Code asks boards to establish a method for gathering the views
of the workforce and suggests three ways this might be achieved
as set out in Figure 6.°

Whichever method is chosen, the new arrangements are not
intended to displace established channels of communication
and consultation arrangements where these exist, for example,
collective  bargaining arrangements and existing worker
representative systems established through trade unions.

Figure 6 — Workforce
engagement

» A director appointed from the
workforce

» A formal workforce advisory
panel

» A designated non-executive
director

& The use of ‘workforce’ is for Code purposes and
not meant to align with legal definitions of workforce,
employee, worker or similar.

¢ Provision 5
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54.

55.

56.

A director appointed from the workforce will bring a workforce view

to the boardroom. They will have the same duties and responsibilities
as the other directors and ideally will be in a position to contribute
to discussions on wider issues. Training and support will be critical
to the successful implementation of this method, for example, in
understanding company finance and business decision-making,
and how to work in a collaborative, committee environment. While
the director may engage with colleagues to understand the issues
and challenges in particular parts of the business, their role is not
solely to represent the views of the workforce.

The three methods specified in the Code are not the only ways of
engaging with the workforce. Boards may feel it would be most
effective to adopt a combination of methods or multiple channels
for engagement at different levels and may want to develop other
ways of engaging if they believe these would be effective. Provided
the board’s approach delivers meaningful, regular dialogue with the
workforce and is explained effectively; the Code provision will be
met.

Non-executive directors and, in particular, the chair should consider
ways of reaching out to increase their visibility with the workforce and
gain insights into the culture and concerns at different levels of the
business. This is likely to involve spending more time in the business.

Examples of workforce engagement activities

Hosting talent breakfast/lunches, town halls and
open-door days

Listening groups for frontline workers and supervisors
Focus or consultative groups
Meeting groups of elected workforce representatives

Meeting future leaders without senior management
present

Social media updates
Visiting regional and overseas sites

Inviting colleagues from different business functions to
board meetings

Employee AGMs

Involvement in training and development activities
Surveys

Digital sharing platforms

Establishing mentoring between non-executive directors
and middle managers






57. Having policies in place that encourage individuals to raise
concerns is a core part of an ethical and supportive business
culture. Whistleblowing policies that offer effective protection
from retaliation, as well as policies that support anti-bribery and
corruption legislation are essential components of this.'® Such
policies are important, for example, when attempts to resolve
things internally have not worked.

58. Companies need to create an environment in which the workforce
feels it is safe to raise concerns. Common fears include being
negatively labelled, sidelined for promotion or bonuses, and even
loss of employment. Leaders need to ensure there are no negative
repercussions as a result of doing so.

59. It is equally important to encourage individuals to speak up.
Speak-up arrangements help build trust, act as an early warning
system and help to manage risk. It is critical for success that
leaders actively listen and feedback how the matter raised has
been considered, including any action taken. Companies may want
to consider the benefits of extending such arrangements beyond
the workforce to external parties, like customers and suppliers.

60. A commonly used tool for capturing workforce sentiment is the
annual engagement survey. These are sometimes supplemented
by shorter ‘pulse surveys’ on specific issues. Surveys can be a
powerful way to engage people and performing them regularly
provides valuable trend data. If published — for example, on the
company website — the results can also give investors a useful
insight into the views of the workforce. While an annual survey is a
useful source of information, it will not be sufficient on its own as
an indicator of workforce views. It is important to conduct focus

groups following the survey to understand the issues that emerge
and to establish a feedback loop so that there is transparency | *Provision6
around actions taken to address those issues.

Questions for boards

¢ |s there a forum for the workforce to share ideas and concerns?

¢ How do we demonstrate we listen to the ideas and concerns from the workforce?

¢ Does management provide feedback on how complaints and concerns have been dealt with?

¢ How comfortable do our people say they are with challenging and reporting issues of
concern, and is there any evidence that they are doing this?

¢ Do colleagues report that leaders and managers live the company’s values?

¢ Do colleagues see the company’s values being displayed in the way the business is run and
decisions are made, as well as in leadership behaviour?
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DIVISION OF
RESPONSIBILITIES

ROLE OF THE CHAIR

61.

The chair is pivotal in creating the conditions for overall board
and individual director effectiveness, setting clear expectations
concerning the style and tone of board discussions, ensuring
the board has effective decision-making processes and applies
sufficient challenge to major proposals. It is up to the chair to make
certain that all directors are aware of their responsibilities and to hold
meetings with the non-executive directors without the executives
present in order to facilitate a full and frank airing of views.

The chair’s role includes:

setting a board agenda primarily focused on strategy,
performance, value creation, culture, stakeholders and
accountability, and ensuring that issues relevant to these
areas are reserved for board decision;

shaping the culture in the boardroom;

encouraging all board members to engage in board and
committee meetings by drawing on their skills, experience
and knowledge;

fostering relationships based on trust, mutual respect and
open communication — both in and outside the boardroom
— between non-executive directors and the executive
team;

developing a productive working relationship with the
chief executive, providing support and advice, while
respecting executive responsibility;

providing guidance and mentoring to new directors as
appropriate;

leading the annual board evaluation, with support from the
senior independent director as appropriate, and acting on
the results;

considering having regular externally facilitated board
evaluations.






The chair should ensure that:

+ adequate time is available for discussion of all agenda
items, in particular strategic issues, and that debate is not
truncated;

+ there is a timely flow of accurate, high-quality and clear
information;™!

+ the board determines the nature, and extent, of the
significant risks the company is willing to embrace in the
implementation of its strategy;

+ all directors are aware of and able to discharge their
statutory duties;

* the board listens to the views of shareholders, the
workforce, customers and other key stakeholders;

+ all directors receive a full, formal and tailored induction on
joining the board;

+ all directors continually update their skills, knowledge and
familiarity with the company to fulfil their role both on the
board and committees.

BOARD COMMITTEES

62. Whiletheboard may make use of committeestoassist its consideration
of appointments, succession, audit, risk and remuneration it retains
responsibility for, and endorses, final decisions in all of these areas.
The chair should ensure that sufficient time is allowed at the board
for committees to report on the nature and content of discussion,
on recommendations, and on actions to be taken. Where there
is disagreement between the relevant committee and the board,
adequate time should be made available for discussion of the
issue with a view to resolving the disagreement. Where any such
disagreement cannot be resolved, the committee concerned should
have the right to report the issue to the shareholders as part of the
report on its activities in the annual report.

63. The chair should ensure board committees are properly structured
with appropriate terms of reference, which should be published on
the company website. The terms of each committee should set out
its responsibilities and the authority delegated to it by the board.
The chair should ensure that committee membership is periodically
refreshed and that individual independent non-executive directors
are not over-burdened when deciding the chairs and membership

of committees. 1" Principle F
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64.

65.

No one other than the committee chair and members is entitled to
be present at a meeting, but others may attend at the invitation of
the committee.

The minutes of committee meetings should be circulated to all
board members and the company secretary, unless, exceptionally,
it would be inappropriate to do so. The remit of each committee,
and the processes of interaction between committees and between
each committee and the board, should be reviewed regularly, for
example, during the board evaluation.

ROLE OF THE SENIOR INDEPENDENT DIRECTOR

66.

67.

68.

The senior independent director should act as a sounding board
for the chair, providing them with support in the delivery of their
objectives and leading the evaluation of the chair on behalf of the
other directors. The senior independent director might also take
responsibility for an orderly succession process for the chair,
working closely with the nomination committee. It is a good idea
for the senior independent director to serve on committees of the
board to improve their knowledge of company governance.

The senior independent director should also be available to
shareholders if they have concerns that contact through the normal
channels of chair, chief executive or other executive directors has
failed to resolve or for which such contact is inappropriate.

When the board or company is undergoing a period of stress, the
senior independent director’s role becomes critically important.
They are expected to work with the chair and other directors, and/
or shareholders, to resolve significant issues. Boards should ensure
they have a clear understanding of when the senior independent
director might intervene in order to maintain board and company
stability. Examples might include where:

¢ there is a dispute between the chair and chief executive;

e shareholders or non-executive directors have expressed
concerns that are not being addressed by the chair or chief
executive;

¢ the strategy is not supported by the entire board;

¢ the relationship between the chair and chief executive is
particularly close;

e decisions are being made without the approval of the full board;
® succession planning is being ignored.

These issues should be considered when defining the role of the
senior independent director.






ROLE OF EXECUTIVE DIRECTORS

69.

70.

71.

72.

73.

74.

Executive directors have the same duties as other members of a
unitary board. These duties extend to the whole of the business,
and not just that part of it covered by their individual executive roles.
Nor should executive directors see themselves only as members of
the chief executive’s team when engaged in board business. Taking
the wider view can help achieve the advantage of a unitary system,
meaning greater knowledge, involvement and commitment at the
point of decision. Executive directors are likely to be able to broaden
their understanding of their board responsibilities if they take up a
non-executive director position on another board.'?

Asthe most senior executive director, the chief executiveis responsible
for proposing company strategy and for delivering the strategy as
agreed by the board. The chief executive’s relationship with the
chair is a key influence on board effectiveness. When deciding the
differing responsibilities of the chair and the chief executive, particular
attention should be paid to areas of potential overlap.

The chief executive has primary responsibility for setting an example
to the company’s workforce, for communicating to them the
expectations in respect of the company’s culture, and for ensuring
that operational policies and practices drive appropriate behaviour.
They are responsible for supporting the chair to make certain that
appropriate standards of governance permeate through all parts
of the organisation. They will ensure the board is made aware of
views gathered via engagement between management and the
workforce.

It is the responsibility of the chief executive to ensure the board
knows the views of the senior management on business issues in
order to improve the standard of discussion in the boardroom and,
prior to a final decision on an issue, explain in a balanced way any
divergence of view.

The chiefexecutive is also responsible for ensuring that management
fulfils its obligation to provide board directors with:

e accurate, timely and clear information in a form and of a quality
and comprehensiveness that will enable it to discharge its duties;

® the necessary resources for developing and updating their
knowledge and capabilities; and

e appropriate knowledge of the company, including access to
company operations and members of the workforce.

Executive directors should welcome constructive challenge from
non-executive directors as an essential aspect of good governance,
and encourage their non-executive colleagues to test proposals in
the light of their wider experience outside the company.

2 Provision 15
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ROLE OF NON-EXECUTIVE DIRECTORS

75.

76.

7.

Non-executive directors should, on appointment, devote time
to a comprehensive, formal and tailored induction that should
extend beyond the boardroom. Initiatives such as partnering a
non-executive director with an executive board member may
speed up the process of them acquiring an understanding of the
main areas of business activity, especially areas involving significant
risk. They should expect to visit operations and talk with managers
and non-managerial members of the workforce. A non-executive
director should use these conversations to better understand
the culture of the organisation and the way things are done in
practice, and to gain insight into the experience and concerns of
the workforce.

It is vital that non-executive directors have sufficient time available
to discharge their responsibilities effectively. The time commitment
to engage with shareholders and other key stakeholders and
get to know the business can be considerable. It is advisable
for non-executive directors to assess the demands of their
portfolios and other commitments carefully before accepting
new appointments. They should devote time to developing and
refreshing their knowledge and skills to ensure that they continue to
make a positive contribution to the board and generate the respect
of the other directors.

Non-executive directors need to insist on receiving high-quality
information sufficiently in advance so that there can be thorough
consideration of the issues prior to, and informed debate and
challenge at, board meetings. They should seek clarification or
amplification from management where they consider the information
provided is inadequate or lacks clarity.

Board papers and supporting information should:

78.

be accurate, clear, comprehensive and up-to-date;
contain a summary of the contents of any paper; and
inform the director what is expected of them on that issue.

It is important that non-executive directors do not operate
exclusively within the confines of the boardroom, but have a
good understanding of the business and its relationships with
significant stakeholders. Accordingly, it is advisable for them to take
opportunities to meet shareholders, key customers and members
of the workforce from all levels of the organisation.






BOARD SUPPORT AND THE ROLE OF THE COMPANY
SECRETARY

79.

80.

81.

82.

83.

84.

85.

The company secretary is responsible for ensuring that board
procedures are complied with, advising the board on all governance
matters, supporting the chair and helping the board and its
committees to function efficiently.

The company secretary should report to the chair on all board
governance matters. This does not preclude the company secretary
also reporting to the chief executive, or other executive director, in
relation to their other executive management responsibilities. The
remuneration of the company secretary should be determined by
the remuneration committee.

Under the direction of the chair, the company secretary’s
responsibilities include ensuring good information flows within the
board and its committees and between senior management and
non-executive directors, as well as facilitating induction, arranging
board training and assisting with professional development as
required.

The company secretary should arrange for the company to provide
the necessary resources for developing and updating its directors’
knowledge and capabilities. This should be in a manner that is
appropriate to the particular director, and which has the objective of
enhancing that director’s effectiveness in the board or committees,
consistent with the results of the board evaluation processes.

It is the responsibility of the company secretary to ensure that
directors, especially non-executive directors, have access to
independent professional advice at the company’s expense
where they judge it necessary to discharge their responsibilities
as directors of the company. Committees should be provided with
sufficient resources to undertake their duties.

Assisting the chair in establishing the policies and processes the
board needs in order to function properly is a core part of the
company secretary’s role. The chair and the company secretary
should periodically review whether the board and the company’s
governance processes — for example, board and committee
evaluation — are fit for purpose, and consider any improvements or
initiatives that could strengthen the governance of the company.

The company secretary’s effectiveness can be enhanced by building
relationships of mutual trust with the chair, the senior independent
director and the non-executive directors, while maintaining the
confidence of executive director colleagues. They are in a unique
position between the executive and the board, and well placed
to take responsibility for concerns raised by the workforce about
conduct, financial improprieties or other matters.
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COMPOSITION, SUCCESSION

AND EVALUATION

ROLE OF THE NOMINATION COMMITTEE

86.

87.

88.

89.

90.

91.

The nomination committee is responsible for board recruitment and
will conduct a continuous and proactive process of planning and
assessment, taking into account the company’s strategic priorities
and the main trends and factors affecting the long-term success
and future viability of the company.

Appointing directors who are able to make a positive contribution
is one of the key elements of board effectiveness. Directors will be
more likely to make good decisions and maximise the opportunities
for the company’s success if the right skillsets and a breadth of
perspectives are present in the boardroom. Non-executive directors
should possess a range of critical skills of value to the board and
relevant to the challenges and opportunities facing the company.

Diversity in the boardroom can have a positive effect on the quality of
decision-making by reducing the risk of group think. With input from
shareholders, boards need to decide which aspects of diversity are
important in the context of the business and its needs.

Developing a more diverse executive pipeline is vital to increasing
levels of diversity amongst those in senior positions. Improving
diversity at each level of the company is important if more diversity
at senior levels is to become a reality. Greater transparency about
the make-up of the workforce could support this. This might cover
a range of different aspects of diversity, including age, disability,
ethnicity, education and social background, as well as gender.

Working with human resources, the nomination committee will need
to take an active role in setting and meeting diversity objectives
and strategies for the company as a whole, and in monitoring the
impact of diversity initiatives. Examples of the type of actions the
nomination committee could consider encouraging include:

* a commitment to increasing the diversity of the board by setting
stretching targets;'®

® dedicated initiatives with clear objectives and targets; for
example, in areas of the business that lack diversity;

¢ afocus on middle management;
e mentoring and sponsorship schemes;

e a commitment to more diverse shortlists and interview panels;
and

® positive action to encourage more movement of women into
non-traditional roles.
Diversity of personal attributes is equally important. The nomination

committee will want to ensure the board is comprised of individuals
who display a range of softer skills, such as those in Figure 7.

Figure 7 - Important personal
attributes

Sources of intellect, critical
assessment and judgement

Courage
Openness
Honesty

Tact

Ability to listen

Ability to forge relationships

Ability to develop trust

Strength of character

8 The targets proposed by the Hampton-Alexander
Review and in the Parker Report are relevant here.
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Questions for the nomination committee

Have we assessed what skillset is required for the board and its committees?
Do we reassess the make-up of the board as a result of emerging trends?

Do we take account of the technical skills and knowledge required by the committees
when recruiting members?

How often is a skills audit undertaken and are we keeping up with the pace of change?

92.

93.

94.

95.

96.

Board appointments should be made on merit against objective
criteria.’™ The nomination committee should evaluate the skKills,
experience and knowledge on the board, and the future challenges
affecting the business, and, in the light of this evaluation, prepare
a description of the role and capabilities required for a particular
appointment. It should then agree the process to be undertaken to
identify, sift and interview suitable candidates. It is important to build
a proper assessment of values and expected behaviours into the
recruitment process.

Skills matrices that map the existing skillset against that required to
execute strategy and meet future challenges can be an effective way
of identifying skills gaps. They are a useful tool for role evaluation and
succession planning.

Publicly advertising board appointments and working with recruitment
consultants who have made a commitment to promote diversity are
examples of ways in which the nomination committee can access
a more diverse pool of candidates from which to appoint. Attention
also needs to be paid to how the interview process is conducted so
that candidates with diverse backgrounds are not disadvantaged.

Directors are expected to undertake that they will have sufficient
time to meet what is expected of them effectively. The role of chair,
in particular, is demanding and time-consuming; multiple roles are
therefore not advisable. The nomination committee may wish to
consider whether to set limits on the number and scale of other
appointments it considers the chair and other non-executives may
take on without compromising their effectiveness. This could help
deal with shareholder concerns that some directors may have too
many commitments, sometimes referred to as ‘overboarding’.

The terms and conditions of appointment of the chair and
non-executive directors must be available for inspection.™ Letters of

appointment should set out the expected time commitment and also
indicate the possibility of additional commitment when the company
is undergoing a period of particularly increased activity, such as an

* Principle J

acquisition or takeover, or as a result of some major difficulty with
one or more of its operations.

s Companies Act 2006
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SUCCESSION PLANNING

97.

98.

99.

The chair’s vision for achieving the optimal board composition
will help the nomination committee review the skills required,
identify the gaps, develop transparent appointment criteria and
inform succession planning. It is a good idea for the nomination
committee to assess periodically whether the desired outcome has
been achieved, and propose changes to the process as necessary.

There are risks of becoming too reliant on the skills of one individual.
Discussions on tenure at the time of appointment will help to inform
and manage the long-term succession strategy. The needs of
the company and the board will change over time, so it is wise to
manage expectations and encourage non-executive directors to
be flexible about term lengths and extensions. It is also a good idea
to discuss board refreshment and succession with shareholders.

Executive directors may be recruited externally, but companies
should also develop internal talent and capability. Initiatives to
encourage this could include middle management development
programmes, facilitating engagement between middle management
and non-executive directors, as well as partnering and mentoring
schemes.

100. Talent management can be a strong motivational force for those

who wish to develop their career within the company and achieve
senior positions. It can provide the nomination committee with a
variety of strong candidates. The nomination committee may find it
worthwhile to take a more active interest in how talent is managed
throughout the organisation.

Succession plans should consider the following different
time horizons:

contingency planning — for sudden and unforeseen
departures;

medium-term planning — the orderly replacement of
current board members and senior executives (e.g.
retirement); and

+ long-term planning — the relationship between the delivery

of the company strategy and objectives to the skills
needed on the board now and in the future.

101. Putting the succession plan in writing can help ensure it is followed

through. Succession plans can also help to increase diversity in the
boardroom and build diversity in the executive pipeline.






LENGTH OF SERVICE OF THE CHAIR AND NON-EXECUTIVE
DIRECTORS

102.

103.

104.

105.

The board should consider which non-executive directors are
independent taking into account the circumstances set out in the
Code.™® Non-executive directors should provide the board with
sufficient information to allow them to evaluate their independence
and notify the board of any change in circumstances that may affect
this. The chair is not subject to the Code’s independence test other
than on appointment.

It is crucial that independent non-executive directors provide
challenge within the board and use their skills, experience and
knowledge to drive productive discussions. Independence should
be considered throughout their tenure to ensure they continue
to demonstrate that they are holding management to account.'
Boards will need to justify why they consider a non-executive
director independent beyond nine years.

The chair holds a unique position; they need to exercise objective
judgementthroughouttheir service and gainadetailed understanding
of the business by forming effective relationships with the chief
executive and other executive directors. It is recommended that
the chair is subject to similar length of service considerations as
non-executive directors and should not stay in post longer than
nine years. For the chair the nine year period is calculated from
when they were first appointed to the board, therefore years spent
on the board prior to becoming chair would be included when
considering their total length of service.

There may be reasons for justifying a limited extension to the term
of the chair beyond nine years if prior to being appointed chair,
they have been a board member for a significant amount of time,
and the appointment supports the company’s succession plan and
diversity policy.

8 Provision 10

7 Provision 18

Questions for consideration when extending the length of
service

Does the chair continue to demonstrate objective judgement and promote constructive

challenge amongst other board members?

How long should length of service be extended and how does this fit with wider succession

planning and company objectives?

Does extending the length of service complement diversity planning?

Has there been engagement with major shareholders?
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EVALUATING THE PERFORMANCE OF THE BOARD AND
DIRECTORS

106. Boards continually need to monitor and improve their performance.
This can be achieved through evaluation, which provides a powerful
and valuable feedback mechanism for improving effectiveness,
maximising strengths and highlighting areas for further development.
The evaluation process should be objective and rigorous.

107. Likeinductionandboard development, evaluation should be bespoke
in its formulation and delivery. The chair has overall responsibility for
the process, and should select an effective approach, involving the
senior independent director as appropriate. The senior independent
director should lead the process that evaluates the performance
of the chair and, in certain circumstances, may lead the entire
evaluation process.

108. The chair should consider ways in which to obtain feedback from
the workforce and other stakeholders — for example, the auditors —
on the performance of the board and individual directors. Chairs of
board committees should be responsible for the evaluation of their
committees.

109.Board evaluations should inform and influence succession
planning. They are an opportunity for boards to review skKills,
assess their composition and agree plans for filling skills gaps, and
increasing diversity. They can help companies identify when new
board appointments may be needed and the types of skills that are
required to maximise board effectiveness.

110. The outcomes from the board evaluation should be shared with and
discussed by the board. They should be fed back into the board’s
work on composition, the design of induction and development
programmes, and other relevant areas. It may be useful for a
company to review how effective the board evaluation process has
been and how well the outcomes have been acted upon. The chair
is encouraged to give a summary of the outcomes and actions
of the board evaluation process in their statement in the annual
report.

111.The Code recommends that FTSE 350 companies have externally
facilitated board evaluations at least every three years.'® Chairs
of smaller companies are also encouraged to consider doing this
periodically. External facilitation can add value by introducing a fresh
perspective and new ways of thinking, and a critical eye to board
composition, dynamics and effectiveness. It may also be useful in
certain circumstances, such as when there is a new chair, if there
is a known problem requiring tactful handling or there is an external
perception that the board is, or has been, ineffective.

'8 Provision 21






112.The nature and extent of an external evaluator's contact with
the board and individual directors are defining factors in quality.
Questionnaire-based external evaluations are unlikely to get
underneath the dynamics in the boardroom. The external evaluator
should also meet with the executive team to gain their views of the
board.

113.Whether facilitated externally or internally, evaluations should be
rigorous. They should explore how effective the board is as a
unit, as well as the quality of the contributions made by individual
directors. Some areas which may be considered, although they are
neither prescriptive nor exhaustive, include:

¢ the mix of skills, experience and knowledge on the board, in the
context of developing and delivering the strategy, the challenges
and opportunities, and the principal risks facing the company;

e clarity of, and leadership given to, the purpose, direction and
values of the company;

e succession and development plans;

¢ how the board works together as a unit, and the tone set by the
chair and the chief executive;

* key board relationships, particularly chair/chief executive, chair/
senior independent director, chair/company secretary and
executive/non-executive directors;

o effectiveness of individual directors;
e clarity of the senior independent director’s role;

e cffectiveness of board committees, and how they are connected
with the main board;

e quality of the general information provided on the company and
its performance;

e quality and timing of papers and presentations to the board;

e quality of discussions around individual proposals and time
allowed;

e process the chair uses to ensure sufficient debate for major
decisions or contentious issues;

o cffectiveness of the company secretary/secretariat;

e clarity of the decision-making processes and authorities, possibly
drawing on key decisions made over the year;

e processes for identifying and reviewing risks; and

¢ how the board communicates with, and listens and responds to,
shareholders and other key stakeholders.
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EXTERNALLY FACILITATED BOARD EVALUATIONS

114.When selecting a board evaluator, the chair needs to:

be clear what the board evaluation will offer — each provider will
have a different method and experience with cost and approaches
varying greatly across providers;

evaluate the skills, competencies and references of each individual
involved in the evaluation against a specification agreed with the
board;

be mindful of existing commercial relationships and other conflicts
of interests, and select an evaluator who is able to exercise
independent judgement; and

agree with the evaluator the objectives and scope of the evaluation,
expected quality, value and longevity of service, and communicate
this to the board.

115.To ensure a more valuable review, the chair will need to ensure

full cooperation between the company and the evaluator, including
full access to board and committee papers and information, to
observe meetings, and meet with directors individually.

116. The chair is responsible for making sure the board gets the most

from an externally-facilitated board evaluation and should ensure it
is not approached as a compliance exercise. The chair is likely to
find the board evaluation process more valuable if:

e jts recommendations are constructive, meaningful and
forward-looking;

e there is a clear set of recommendations and actions, and a
time-period for review of progress against agreed outcomes by
the evaluator with the board;

¢ it includes views from beyond the boardroom, e.g. shareholders,
senior executives who regularly interact with the board, auditors
and other advisors, and the workforce;

¢ it includes peer reviews of directors and the chair plus feedback
on each director;

® good practice observed in other companies is shared;

¢ the evaluator observes the interaction between directors and
between the chief executive and chair;

e there is a robust analysis of the quality of information provided to
the board;

e feedback is provided to each individual board member; and

¢ the board is challenged on composition, diversity, skills gaps,
refreshment and succession.






AUDIT, RISK AND INTERNAL

CONTROL

117.The audit committee is responsible for discharging governance
responsibilities in respect of audit, risk and internal control, and will
report to the board as appropriate.

118.The role of the audit committee is in many cases subject to
legislation either set out in the Listing Rules (LR) or the Disclosure
Guidance and Transparency Rules (DTR). Appendix B highlights
the overlaps for both this section and wider overlaps with the Code
in the LR and DTR.

119.All directors should familiarise themselves with the relevant
Principles and Provisions of the Code, the related Guidance on
Audit Committees and Guidance on Risk Management, Internal
Control and Related Financial and Business Reporting, and any
relevant regulatory requirements.

120. Companies in some sectors may be required to create a separate
risk committee with responsibility for ensuring risk is effectively
managed. Where this is not a requirement, the board may wish
to consider having a separate risk committee, particularly if it has
concerns about whether the audit committee has sufficient time
to deal with both issues or whether the composition of the audit
committee is suitable.

121.Regular risk assessments and reviews of the risk management
systems including information on ‘close calls’ and ‘near misses’ will
help the board determine whether the systems in place are robust
enough to deal with a wide range of risks.

122.Risks can emerge and crystallise rapidly, the systems in place to
monitor risks should include procedures to elevate any concerns to
the board’s attention as quickly as possible. Processes for doing this
and agreed triggers should be clear and be implemented quickly.

Questions for audit committees

Are you satisfied that the company has adequate internal controls over risk?

Is sufficient time allocated on the board agenda to enable a full discussion of the work of
the audit committee?

How has the board assessed whether the audit committee has a balance of skills and
competencies necessary to fulfil its remit?

How is the audit committee managing and monitoring the non-audit work the company’s
auditors deliver across the group?

Are there clear procedures and triggers in place to elevate risks to the board quickly?
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_________________________________________________________________________________________________________|
Viability statements

123.The long-term success of a company is dependent on the
sustainability of its business model and its management of risk.
Decisions made by the board will have a direct impact on the
viability of the company, over differing time periods. It may be useful
to discuss with investors their information needs to help inform the
period selected.

124.The period selected for the viability statement often appears to be
based on the company’s medium-term business plan. However,
the Guidance on Risk Management, Internal Control and Related
Financial and Business Reporting suggests that other factors
should be taken into account, for example, investment and planning
periods, the board’s stewardship responsibilities, the nature of
the business and its stage of development, as well as previous
statements made, especially in raising capital.

125.The factors considered will clearly depend on the circumstances
and maturity of the relevant company and the industry in which
it operates. Industries such as mining and property investment
companies typically have longer-term investment strategies and
funding arrangements. Companies should tailor their approach to
their specific circumstances and planning cycles.

126. Companies should consider developing their viability statements in
two stages; firstly, by considering and reporting on their longer-term
prospects, taking into account the company’s current position and
principal risks, and then by stating whether they have a reasonable
expectation that the company will be able to continue in operation
and meet its liabilities as they fall due over the period of their viability
assessment, drawing attention to any qualifications or assumptions
as necessary.

127.Good practice examples clearly explain the underlying analysis
that supports the statement. They should also include proper
explanation of how the company has carried out its analysis.

128.The audit committee may wish to refer to the Financial Reporting
Lab report on risk and viability reporting for a helpful summary of
where improvements in transparency can give greater meaning.'®

'® Risk and viability reporting: Financial Reporting Lab,
November 2017






Questions for boards

¢ Does the viability statement differentiate between the directors’ assessment of long-term
prospects and their statement on the company’s viability?

¢ Have we considered previous statements that have been made, especially in raising capital,
the nature of the business and its stage of development, and investment and planning
periods?

¢ How have we dealt with any relevant qualifications and assumptions when explaining the
directors’ reasonable expectation of the viability of the company?

¢ |s the link between the viability statement and principal risks clear, particularly in relation to
the scenario analyses?

¢ Are the stress and scenario analyses explained in sufficient detail to provide shareholders
with an understanding of the nature of those scenarios, and the extent of mitigating
activities?

¢ |s the analysis underpinning the viability statement consistent with the board’s statement on
going concern?

¢ Are the prospects of the company set out in the viability statement consistent with any
statements made on financial covenant and commitments given to pension fund trustees?
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REMUNERATION

ROLE OF THE REMUNERATION COMMITTEE

129.The remuneration committee has delegated responsibility for

designing and determining remuneration for the chair, executive
directors and the next level of senior management.?° It is vital that
the remuneration committee recognises and manages potential
conflicts of interest in this process.

130. The remuneration committee is also tasked with reviewing workforce

131

remuneration and related policies.?' The purpose of this review is to:

e ensure the reward, incentives and conditions available to the
company'’s workforce are taken into account when deciding the
pay of executive directors and senior management;

e cnable the remuneration committee to explain to the workforce
each year how decisions on executive pay reflect wider company
pay policy; and

e ecnable the remuneration committee to feedback to the board on
workforce reward, incentives and conditions, and support the
latter’s monitoring of whether company policies and practices
support culture and strategy.??

. The remuneration committee’s review is limited to workforce

remuneration and related policies in respect of persons engaged
under an employment contract or a contract, or other arrangement
to do work or provide services personally.?®

132.The review will include matters such as any pay principles applied

across the company, base pay, benefits, and all incentives and
aspects of financial and non-financial reward that drive behaviour
— for example, sales compensation — regardless of where this is
managed in the business.

20 Provision 33

2! Provision 33

22 Provision 2

% The use of ‘workforce’ is for Code purposes and
not meant to align with legal definitions of workforce,
employee, worker or similar.

Questions for remuneration committees

How is executive remuneration aligned with wider company pay policy?

How do workforce incentives support our culture and encourage the desired behaviours?
What have we done to explain to the workforce how executive pay arrangements align with

wider company pay policy?

How do the company’s pay policies address pay gaps and pay ratios between the different

quartiles of the workforce?

What interaction have we had with the nomination committee regarding the structure of the
workforce and the company’s plans for reducing its gender pay gap?






Remuneration Policy

133.The design of remuneration policies, structures and schemes is a
crucial part of the remuneration committee’s role. Remuneration
committees are expected to focus on the strategic rationale for
executive pay and the links between remuneration, strategy and
long-term sustainable success.?

134.1t is important to avoid designing pay structures based solely
on benchmarking to the market, or the advice of remuneration
consultants, as there is a risk this could encourage an upward
ratcheting effect on executive pay.

135.1t is important that the remuneration committee takes steps
to counteract the risk of incentives that are detrimental to the
long-term success of the company. Packages that are structured
to ensure exposure to the long-term share value, including for two
to three years after leaving the company, can support alignment
with shareholders and encourage executive directors to focus on
the impact of their decisions over the long-term.

136. Remuneration committees are encouraged to be innovative and to
work with shareholders to simplify the structure of the remuneration
policy.?> Simpler remuneration structures may help reduce the
reliance of the remuneration committee on consultants and also
improve communication with shareholders and the workforce.
Simpler structures will also free up time for the remuneration
committee to review workforce remuneration and for shareholders | * The options in the final report of the Investment

. Association’s Executive Remuneration Working Group
to engage with the company on other matters. may be helpful here.

24 Principle P

Questions for remuneration committees

¢ How are we innovating and updating our executive remuneration policy, for example, to
strengthen the incentives for long-term thinking?

* How does executive remuneration link to our strategy and KPIs?
¢ How have we addressed the factors in Provision 40 of the Code?

¢ Do we need to interact with any other parts of the governance structure in respect of risks
arising from remuneration”?
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137.Where performance-based incentive plans are used, the choice

of performance measures is important. Using a range of financial,
non-financial and strategic measures can help ensure that targets are
aligned with how the company will deliver value over the long-term in
line with company purpose. Metrics need to be reliable and credible
to satisfy shareholders, and their purpose should be explained.

Questions for remuneration committees

How will any financial and non-financial performance measures support long-term thinking

and delivery against strategy?

Have we considered how the choice of any particular measure may encourage negative

behaviour and what steps have we taken to manage such risks?

Have we consulted the audit committee on performance measures?

What steps have we taken to make sure that any performance measures are stretching?

138.The remuneration committee is expected to exercise judgement

when determining remuneration awards. It needs to be mindful
of the possible monetary outcomes and of external perceptions
arising from its decisions. Remuneration schemes should provide
or the use of discretion to override formulaic outcomes.?®

139.0ne approach to discretion might be to assess the overall

reasonableness of the total rewards and recommend adjusting pay
awards, for example, where the outcome would otherwise not be
aligned to individual performance and results achieved or would
not deliver the policy intention. An active decision on whether to
exercise discretion would become a normal part of the annual
process to determine remuneration outcomes. It will be important
to ensure that the terms of individual contracts and scheme rules
do not prevent such adjustments.

140.The exercise of discretion may also be necessary as a result of

unexpected or unforeseen circumstances, in order to ensure the
remuneration outcome for individual directors is reasonable and
reflects the individual’s contribution. Circumstances where it may
be appropriate to exercise discretion include taking account of
share price growth and currency fluctuations, and the impact of a
share repurchase scheme or a government support initiative. Any
exercise of discretion should be clearly disclosed and explained.

26 Provision 37






Questions for remuneration committees
e Can we explain how we expect to exercise discretion over remuneration outcomes?

¢ Have we made sure that there are no impediments to the exercise of discretion, for
example, in the contract terms of individual directors or in the scheme rules?

¢ Do we understand the amount that is potentially being awarded, under what circumstances,
and do we need a monetary limit?

141.The remuneration committee may wish to consider setting a limit
in monetary terms for what it considers is a reasonable reward
for individual executives. This could be helpful in addressing the
need for a degree of predictability over outcomes, both for the
individual director, the company and shareholders, and for guiding
the exercise of discretion in some circumstances. It should be
prepared to explain the rationale behind its decision.

142.Schemes should also include malus and clawback provisions in
certain specified circumstances.?” Such circumstances might
include payments based on erroneous or misleading data,
misconduct, misstatement of accounts, serious reputational
damage and corporate failure.

143.The Code recommends that pension commitments for executive
directors, or payments in lieu, should be aligned with those available
to the workforce.?® While it may not be practical to alter existing
contractual commitments in this regard, remuneration committees
will need to ensure future contractual arrangements heed this.

144.Compensation commitments due to directors under their terms of
appointment in the event of loss of office should be proportionate
and variable by discretion, so that the remuneration committee can
vary compensation where appropriate to the circumstances and to
reflect departing directors’ conduct and performance.?®

2" Provision 37

2 Provision 38

2% Provision 39
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OTHER SOURCES
OF INFORMATION

FRC papers

e Guidance on Risk Management, Internal Control and Related Financial
and Business Reporting

Guidance on Audit Committees
Guidance on the Strategic Report
Corporate Culture and the Role of Boards

The UK Stewardship Code — sets out good practice for institutional
investors on engaging with the companies in which they invest.

These can be downloaded from the FRC website: www.frc.org.uk or
obtained free of charge from FRC Publications via the following methods:

Telephone: 0330 161 1234

Email: customer.services@lexisnexis.co.uk

Online: www.frcpublications.com

Directors’ duties

The legal duties of directors of UK companies are set out in sections
171-177 of the Companies Act 2006, which is available at:

www.legislation.gov.uk/ukpga/2006/46/contents

Other sources of guidance

Note: this is not a comprehensive list as other sources of information
and advice are available.

e |CSA: The Governance Institute provides guidance on a wide range
of board-related matters, for example, specimen terms of reference
for board committees. This guidance can be found at: www.icsa.org.
uk/knowledge/resources

The Institute of Directors provides a wide range of guidance notes
for directors, which are available at: www.iod.com/Home/Business-
Information-and-Advice/Being-a-Director/

ICSA: The Governance Institute and The Investment Association
guidance, The Stakeholder Voice in Board Decision Making
(published September 2017) is available at: www.icsa.org.uk/assets/
files/free-guidance-notes/the-stakeholder-voice-in-Board-Decision-
Making-09-2017.pdf

Institute of Business Ethics guidance, Encouraging a Speak-Up
Culture (published November 2017) is available at: www.ibe.org.uk/
userassets/pubsummaries/summ_gpg_speakup?.pdf
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DISCLOSURE OF
CORPORATE GOVERNANCE
ARRANGEMENTS AND OVERLAP
WITH THE FCA HANDBOOK

Listed companies must disclose certain information in order to comply
with the Financial Conduct Authority’s (FCA) Listing Rules (LR) and
Disclosure Guidance and Transparency Rules (DTR).

To ensure full compliance with these requirements, companies should
consider the full text contained in the relevant chapters of the FCA
Handbook. However, the summary below is a snapshot of the current
overlaps and requirements.

LR 9.8.6 R through to and including LR 9.8.7A R contain reporting
requirements relating to the Code and apply to companies with a
Premium listing.

The DTR sections 7.1 and 7.2 apply to issuers whose securities are
admitted to trading on a regulated market (this includes issuers with a
Premium or Standard listing?).

LR 9.8.6 R (for UK incorporated companies) and LR 9.8.7 R (for overseas
incorporated companies) states that in the case of a company that has
a Premium listing, the following items must be included in its annual
report and accounts:

" The application of these DTR provisions is restricted
to issuers which are UK incorporated. However, DTR
7.2 is extended by the LR to apply to Premium listed
overseas companies and companies with a standard
listing of shares which, in either case, are not required
to comply with corresponding requirements in another
EEA State.
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LR Requirements UK Corporate Governance Code

A statement of how the listed Code Introduction
company has appled the Main  The Code reiterates in the

Principles set out in the Code,  introduction the requirement of the

in-a manner that would enable | jsting Rules and the application of
shareholders to evaluate how the  he Principles.

principles have been applied.

A statement as to whether the listed ~ The Code has a number of Provisions
company has: which have a specific reporting
e complied throughout the  requirement. In the case of Provisions

accounting period with all relevant 9 10 and 19, explanations are

e not so complied and if this is the  All the reporting provisions must be

case set out: provided, or a clear explanation given
- the provisions not complied o be in compliance with the Code
with: and LR 9.8.6 Rand LR 9.8.7 R.

- for those provisions whose  Reporting obligations are generally
requirements are of acontinuing ~ met by inclusion in the annual
nature, the period within which  report. In some cases, alternative
it did not comply with some or  arrangements can be made.

Sl @iritne rovisions; e Where information  should be

- the company's reasons for Non  ‘made available’ this can be met
compliance. by placing the information on a
website maintained by or on behalf
of the company. In other cases,
information should be in papers for

the shareholders.






DTR 7.2 concerns corporate governance statements. Issuers are
required to produce a corporate governance statement that must be
either included in the directors’ report, or set out in a separate report
published together with the annual report, or set out in a document on
the issuer’s website to which reference is made in the directors’ report.

DTR Requirements UK Corporate Governance Code

Section 7.2

Issuers are required to produce a
corporate governance statement
that must either be included in
the directors’ report (DTR 7.2.1
R); or set out in a separate report
published together with the annual
report; or set out in a document on
the issuer’s website, in which case
there must be a cross-reference
to this in the directors’ report (DTR
7.2.9R).

DTR7.22R

The corporate governance
statement must contain a reference
to the corporate governance code
to which the company is subject.

DTR7.2.3R

When a company departs from that
code it must explain which parts it
departs from and the reasons for
doing so.

DTR7.2.4G

States that compliance with LR 9.8.6
R (6) will satisfy these requirements.

For those companies with a Premium
listing this is the UK Corporate
Governance Code.

See commentary in relation to
LR 9.8.6 R in previous table.
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DTR7.25R,DTR7.26R,DTR7.2.7R,DTR7.2.8ARand DTR 7.2.10
R set out certain information that must be disclosed in the corporate
governance statement:

DTR 7.2.5 R states that it must contain a description of the main
features of the company’s internal controls and risk management
systems in relation to the financial reporting process.

DTR 7.2.6 R states that the corporate governance statement must
now contain the information required by paragraph 13(2)(c), (d), (f), (h)
and (i) of Schedule 7 to the Large and Medium-sized Companies and
Group (Accounts and Reports) Regulations 2008 where the issuer is
subject to the requirements of that paragraph.

DTR7.2.7 Rstates that it must contain a description of the composition
and operation of the issuer’s administrative, management and
supervisory bodies and their committees;

DTR 7.2.8A R states that that it must contain a description of:

(@) the diversity policy applied to the issuer’s administrative,
management and supervisory bodies with regard to aspects such
as, for instance, age, gender, or educational and professional
backgrounds;

(b) the objectives of the diversity policy in (a);
(c) how the diversity policy in (a) has been implemented; and
(d) the results in the reporting period.

If no diversity policy is applied by the issuer the corporate governance
statement must contain an explanation as to why this is the case.

DTR 7.2.10 R states that an issuer which is required to prepare a
group directors’ report within the meaning of Section 415(2) of the
Companies Act 2006 must include in that report a description of the
main features of the group’s internal control and risk management
systems in relation to the financial reporting process for the
undertakings included in the consolidation, taken as a whole.






DTR Requirements UK Corporate Governance Code

DTR7.2.7 R

Thecorporategovernance statement
must contain a description of the
composition and operation of the
issuer’s administrative, management
and supervisory bodies and their
committees.

DTR 7.2.8A R
The corporate governance
statement must contain a

description of the diversity policy,
its objectives, how it has been
implemented and the results in
the reporting period. If no diversity
policy is applied, the statement
must contain an explanation as to
why this is the case.

This requirement overlaps with
several Code Provisions:

Provision 10

|dentification of independent
non-executive directors.

Provision 14

Responsibilities  of the board
members and committees should
be clear, set out in writing, agreed
by the board and made publicly
available. The annual report should
set out the number of board and
committee meetings and the
attendance by each director.

Provision 23

The annual report should describe
the work of the nomination
committee.

Provision 26

The annual report should describe
the work of the audit committee.

Provision 41

There should be a description of the
work of the remuneration committee
in the annual report.

Provision 23

The annual report should describe
the work of the nominations
committee, including: the policy on
diversity and inclusion, its objectives
and linkage to company strategy,
how it has been implemented
and progress on achieving the
objectives; and the gender balance
of those in the senior management
and their direct reports.
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Overlap with FCA Handbook rules related to audit and risk

(Section 4 of the Code)

LR Requirements UK Corporate Governance Code

LR 9.8.6 R (3)°

Requires statements by the directors
on:

(@) the appropriateness of adopting
the going concern basis of
accounting  (containing  the
information set out in provision
C.1.3 of the UK Corporate
Governance Code® and

(o) their assessment of the
prospects of the company
(containing the information set
out in provision C.2.2 of the UK
Corporate Governance Code);

prepared in accordance with the
‘Guidance on Risk Management,
Internal  Control and  Related
Financial and Business Reporting’
published by the Financial Reporting
Council in September 2014.

Provisions 30 and 31

These replicate C.1.3 and C.2.2 of
the 2016 Code.

Provision 30 deals with the
appropriateness of adopting the
going concern.

Provision 31 is an assessment of the
prospects of the company.

2 These requirements apply specifically to UK
incorporated companies but all Premium listed
companies are also subject to the requirement to
‘comply or explain’ against the related Code Provisions.

3 These references are to the 2016 edition of the Code.






DTR Requirements UK Corporate Governance Code

DTR4.1.12R

States that Responsibility
statements must be made, what it
must refer to and set out in relation
to the financial and management
statements.

DTR71.1R,7.1.1ARand 7.1.2AR

Sets out minimum requirements on
composition of the audit committee
or equivalent body.

DTR7.1.3R

Sets out minimum functions of the
audit committee or equivalent body

DTR7.1.5R

The composition and function of
the audit committee or equivalent
body/bodies must be disclosed
to the public. This disclosure
can be included in the corporate
governance statement required by
DTR 7.2.

DTR7.25R
The corporate governance
statement must contain a

description of the main features of
the issuer’s internal control and risk
management systems in relation to
the financial reporting process

Provision 27

States that directors should explainin
the annual report their responsibility
for preparing the annual report and
accounts.

Provision 24

Sets out the recommended
composition of the audit committee.

Provision 25

Sets out the main
responsibilities  of  the
committee.

roles and
audit

Provision 14

States that the responsibilities of
committees should be clear, set out
in writing, agreed by the board and
made publicly available.

Provision 26

States that the annual report should
describe the work of the audit
committee.

Provision 28

That board should carry out a robust
assessment of the company’s
emerging and principal risks and
this should confirm this in the annual
report.

Provision 29

The board should monitor the
company’s risk management and
internal control systems, review
their effectiveness and report on this
review in the annual report.
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Section 1

Introduction

Applicability

1.

This guidance revises, integrates and replaces the current editions of the Financial
Reporting Council’s (“FRC”) ‘Internal Control: Revised Guidance for Directors on the
Combined Code’ and ‘Going Concern and Liquidity Risk: Guidance for Directors of UK
Companies’, and reflects changes made to the UK Corporate Governance Code (“the
Code”).

It aims to bring together elements of best practice for risk management; prompt boards
to consider how to discharge their responsibilities in relation to the existing and
emerging principal risks faced by the company; reflect sound business practice,
whereby risk management and internal control are embedded in the business process
by which a company pursues its objectives; and highlight related reporting
responsibilities.

While it is hoped that this guidance will be useful to other entities, it is primarily
directed to companies subject to the Code.' It applies to such companies for
accounting periods beginning on or after 1 October 2014.

Background

4.

The Code defines the role of the board as being “to provide entrepreneurial leadership
of the company within a framework of prudent and effective controls which enables risk
to be assessed and managed’. Effective development and delivery of a company’s
strategic objectives, its ability to seize new opportunities and to ensure its longer term
survival depend upon its identification, understanding of, and response to, the risks it
faces.

Economic developments and some high profile failures of risk management in recent
years have reminded boards of the need to ensure that the company’s approach to
risk has been properly considered in setting the company’s strategy and managing its
risks. There may be significant consequences if the company does not do so
effectively.

Good stewardship by the board should not inhibit sensible risk taking that is critical to
growth. However, the assessment of risks as part of the normal business planning
process should support better decision-taking, ensure that the board and management
respond promptly to risks when they arise, and ensure that shareholders and other
stakeholders are well informed about the principal risks and prospects of the
company.? The board’s responsibility for the organisation’s culture is essential to the
way in which risk is considered and addressed within the organisation and with
external stakeholders.

! The UK Corporate Governance Code applies to all companies with a Premium listing of equity shares on the London Stock
Exchange regardless of whether they are incorporated in the UK or elsewhere.

2 Principal risks are defined in the Guidance on the Strategic Report (2014) — see: https://www.frc.org.uk/Our-
Work/Publications/Accounting-and-Reporting-Policy/Guidance-on-the-Strategic-Report.pdf. A principal risk is a risk or

combination of risks that can seriously affect the performance, future prospects or reputation of the entity. These should include
those risks that would threaten its business model, future performance, solvency or liquidity.
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10.

11.

The Code was updated in 2010 to make it clear that, in addition to being responsible
for ensuring sound risk management and internal control systems, boards should
explain the company’s business model and should determine the nature and extent of
the principal risks they were willing to take to achieve the company’s strategic
objectives.

The Code was further updated in 2012 to improve financial and business reporting by
making it clear that the board should:

¢ confirm that the annual report and accounts taken as a whole is fair, balanced and
understandable and provides the information necessary for shareholders to assess
the company’s position and performance, business model and strategy; and

e establish arrangements that will enable it to make this assessment.

In 2011 the FRC published the ‘Boards and Risk’ report, which reflected the views of
directors, investors and risk professionals and highlighted that the board’s
responsibilities for risk management and internal control are not limited to the oversight
of the internal control system.

In 2012 the Sharman Inquiry into going concern and liquidity risk concluded that the
board’s declaration of whether the company remained a going concern should be more
broadly based than is required to determine the accounting approach to be taken.

Taken together, the conclusions of the two reports can be summarised as:

o the board must determine its willingness to take on risk, and the desired culture
within the company;

¢ risk management and internal control should be incorporated within the company’s
normal management and governance processes, not treated as a separate
compliance exercise;

e the board must make a robust assessment of the principal risks to the company’s
business model and ability to deliver its strategy, including solvency and liquidity
risks. In making that assessment the board should consider the likelihood and
impact of these risks materialising in the short and longer term;

e once those risks have been identified, the board should agree how they will be
managed and mitigated, and keep the company’s risk profile under review. It
should satisfy itself that management’s systems include appropriate controls, and
that it has adequate sources of assurance;

o the assessment and management of the principal risks, and monitoring and review
of the associated systems, should be carried out as an on-going process, not seen
as an annual one-off exercise; and

e this process should inform a number of different disclosures in the annual report:
the description of the principal risks and uncertainties facing the company; the
disclosures on the going concern basis of accounting and material uncertainties
thereto; and the report on the review of the risk management and internal control
systems.
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12. In April 2014 the FRC also published its ‘Guidance on the Strategic Report’ as best
practice®. It encourages companies to make the information in annual reports more
relevant to shareholders. Recognising that an annual report comprises a number of
components, it aims to promote cohesiveness amongst these components, with
related information appropriately linked together.

Risk Management and Internal Control

13. The board has ultimate responsibility for risk management and internal control,
including for the determination of the nature and extent of the principal risks it is willing
to take to achieve its strategic objectives and for ensuring that an appropriate culture
has been embedded throughout the organisation. This guidance provides a high-level
overview of some of the factors boards should consider in relation to the design,
implementation, monitoring and review of the risk management and internal control
systems. Such systems cannot eliminate all risks, but it is the role of the board to
ensure that they are robust and effective and take account of such risks.

14. Consistent with the amendment to Principle C.2 in the 2014 edition of the Code, this
guidance asks boards to determine their “principal” risks, rather than “significant” risks
as in earlier Code editions. This decision was taken to align the terminology with the
new Strategic Report requirements. The term “principal risk” is defined in the FRC’s
‘Guidance on the Strategic Report’. The FRC considers that in this context the words
“principal” and “significant” are interchangeable and that the amendment should not be
seen as implying a change in the nature of the risks referred to in Principle C.2.

15. The guidance does not set out in detail the procedure by which a company designs
and implements its risk management and internal control systems. Attempting to
define a single approach to achieving best practice would be misguided if it led boards
to underestimate the crucial importance to high quality risk management of the culture
and behaviour they promote.

The Board’s Statements on Longer Term Viability and on the Going Concern
Basis of Accounting

16. The Sharman Inquiry concluded that the board’s assessment as to whether a company
remains a “going concern” should be more broadly based than is required to determine
whether to adopt the going concern basis of accounting in the current financial
statements and identify any material uncertainties about the company’s ability to
continue to do so in future.

17. The revised Code and this guidance use the term “going concern” only in the context
of referring to the going concern basis of accounting for the preparation of financial
statements, as defined in accounting standards. This usage is well-established but is
different from the ordinary English usage of the term “going concern” to describe an
entity that has a viable future.

% The Companies Act 2006 requires companies to provide a Strategic Report.
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18.

In the 2014 edition of the Code, Provision C.1.3 has been revised to require an explicit
statement in the financial statements about whether: the going concern basis of
accounting has been adopted; and there are any material uncertainties about the
company’s ability to continue to do so in future. A new provision (C.2.2) requires a
broader statement about the board’s reasonable expectation as to the company’s
viability based on a robust assessment of the company’s principal risks and the
company'’s current position. This guidance addresses each of these statements.

How this Guidance is Structured

19.

20.

21.

22.

23.

Sections 2 and 3 of this guidance summarise the board’s responsibilities for risk
management and internal control and identify some of the factors boards should
consider in order to exercise those responsibilities effectively. Section 4 addresses the
establishment of the risk management and internal control systems, Section 5
discusses the monitoring and review of those systems and Section 6 addresses the
board’s related financial and business reporting responsibilities.

Sections 4, 5 and 6 incorporate the core of the previous ‘Internal Control: Guidance for
Directors’. Sections 2 and 3 are new, and are intended to align the scope of the
guidance with Principle C.2 on Risk Management and Internal Control and Provision
C.1.3 on the going concern basis of accounting, by addressing the full range of the
board’s responsibilities for these matters and their inter-relationships.

Appendices A and B provide further guidance on adopting the going concern basis of
accounting and related disclosures and on the longer term viability statement. In
addition, the FRC has issued a separate Supplement for Banks on going concern,
which addresses considerations specific to the banking sector, and which should be
read in conjunction with this Guidance.

Appendix C contains questions that may assist boards in assessing how they are
carrying out their responsibilities, the culture of the company, and the effectiveness of
the risk management and internal control systems.

Appendix D contains an overview of a company’s reporting requirements relating to
risk and going concern.
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Section 2

Board Responsibilities for Risk Management and Internal Control

24,

25.

26.

The board has responsibility for an organisation’s overall approach to risk
management and internal control. The board’s responsibilities are:

e ensuring the design and implementation of appropriate risk management and
internal control systems that identify the risks facing the company and enable the
board to make a robust assessment of the principal risks;

¢ determining the nature and extent of the principal risks faced and those risks
which the organisation is willing to take in achieving its strategic objectives
(determining its “risk appetite”);

e ensuring that appropriate culture and reward systems have been embedded
throughout the organisation;

e agreeing how the principal risks should be managed or mitigated to reduce the
likelihood of their incidence or their impact;

e monitoring and reviewing the risk management and internal control systems, and
the management’s process of monitoring and reviewing, and satisfying itself that
they are functioning effectively and that corrective action is being taken where
necessary; and

e ensuring sound internal and external information and communication processes
and taking responsibility for external communication on risk management and
internal control.

The board’s specific responsibility for determining whether to adopt the going concern
basis of accounting and related disclosures of material uncertainties in the financial
statements is a sub set of these broader responsibilities. A company that is able to
adopt the going concern basis of accounting and does not have related material
uncertainties to report, for the purposes of the financial statements, is not necessarily
free of risks that would threaten the company’s business model, future performance,
solvency or liquidity were they to materialise. The board is responsible for ensuring this
distinction is understood internally and communicated externally.

It is the role of management to implement and take day-to-day responsibility for board
policies on risk management and internal control. But the board needs to satisfy itself
that management has understood the risks, implemented and monitored appropriate
policies and controls, and are providing the board with timely information so that it can
discharge its own responsibilities. In turn, management should ensure internal
responsibilities and accountabilities are clearly established, understood and embedded
at all levels of the organisation. Employees should understand their responsibility for
behaving according to the culture.
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Section 3
Exercising Responsibilities

27. The board should establish the tone for risk management and internal control and put
in place appropriate systems to enable it to meet its responsibilities effectively. These
will depend upon factors such as the size and composition of the board; the scale,
diversity and complexity of the company's operations; and the nature of the principal
risks the company faces. But in deciding what arrangements are appropriate the board
should consider, amongst other things:

e The culture it wishes to embed in the company, and whether this has been
achieved.

As with all aspects of good governance, the effectiveness of risk management and
internal control ultimately depend on the individuals responsible for operating the
systems that are put in place. In order to ensure the appropriate culture is in place
it is not sufficient for the board simply to set the desired values. It also needs to
ensure they are communicated by management, incentivise the desired
behaviours and sanction inappropriate behaviour, and assess whether the desired
values and behaviours have become embedded at all levels.

This should include consideration of whether the company’s leadership style and
management structures, human resource policies and reward systems support or
undermine the risk management and internal control systems.

o How to ensure there is adequate discussion at the board.

The board should agree the frequency and scope of its discussions on strategy,
business model and risk; how its assessment of risk is integrated with other
matters considered by the board; and how to assess the impact on the company’s
risk profile of decisions on changes in strategy, major new projects and other
significant commitments. The board needs to ensure that it engages in informed
debate and constructive challenge and keeps under review the effectiveness of its
decision-making processes.

e The skills, knowledge and experience of the board and management.

The board should consider whether it, and any committee or management group to
which it delegates activities, has the necessary skills, knowledge, experience,
authority and support to enable it to assess the risks the company faces and
exercise its responsibilities effectively. Boards should consider specifically
assessing this as part of their regular evaluations of their effectiveness.

¢ The flow of information to and from the board, and the quality of that information.

The board should specify the nature, source, format and frequency of the
information that it requires. It should ensure that the assumptions and models
underlying this information are clear so that they can be understood and if
necessary challenged. Risks can crystallise quickly and the board should ensure
that there are clear processes for bringing significant issues to its attention more
rapidly when required, and agreed triggers for doing so.

The board should monitor the quality of the information it receives and ensure that
it is of a sufficient quality to allow effective decision-making.
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The use, if any, made of delegation.

The board should determine to what extent it wishes to delegate some activity to,
or obtain advice from, committees or the management group and the appropriate
division of responsibilities and accountabilities.

To the extent that designated committees or the management group carry out, on
behalf of the board, activities that this guidance attributes to the board, the board
should be satisfied that the arrangements for the work carried out, for the co-
ordination of their work (if more than one is involved), and for reporting to the board
are appropriate and operating effectively. The board retains ultimate responsibility
for the risk management and internal control systems and should reach its own
conclusions regarding the recommendations it receives.

The board should ensure that the remuneration committee takes appropriate
account of risk when determining remuneration policies and awards, and whether
the links between the remuneration committee and the risk and/or audit committee
are operating effectively.

What assurance the board requires, and how this is to be obtained.

The board should identify what assurance it requires and, where there are gaps,
how these should be addressed. In addition to the board, committee and
management’'s own monitoring activities, sources of assurance might include
reports on relevant matters from any compliance, risk management, internal control
and internal audit functions within the company, the external auditor's
communications to the audit committee about matters it considers relevant in
fulfilling its responsibilities, and other internal and external sources of information
or assurance.

The board should satisfy itself that these sources of assurance have sufficient

authority, independence and expertise to enable them to provide objective advice
and information to the board.
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Section 4

Establishing the Risk Management and Internal Control Systems

28.

29.

30.

31.

32.

33.

34.

The risk management and internal control systems encompass the policies, culture,
organisation, behaviours, processes, systems and other aspects of a company that,
taken together:

o facilitate its effective and efficient operation by enabling it to assess current and
emerging risks, respond appropriately to risks and significant control failures and to
safeguard its assets;

¢ help to reduce the likelihood and impact of poor judgement in decision-making;
risk-taking that exceeds the levels agreed by the board; human error; or control
processes being deliberately circumvented;

¢ help ensure the quality of internal and external reporting; and

¢ help ensure compliance with applicable laws and regulations, and also with internal
policies with respect to the conduct of business.

A company's systems of risk management and internal control will include: risk
assessment; management or mitigation of risks, including the use of control
processes; information and communication systems; and processes for monitoring and
reviewing their continuing effectiveness.

The risk management and internal control systems should be embedded in the
operations of the company and be capable of responding quickly to evolving business
risks, whether they arise from factors within the company or from changes in the
business environment. These systems should not be seen as a periodic compliance
exercise, but instead as an integral part of the company’s day to day business
processes.

The board should ensure that sound risk management and internal control systems
are in place to identify the risks facing the company and to consider their likelihood and
impact if they were to materialise.

When determining the principal risks, the board should focus on those risks that, given
the company’s current position, could threaten the company’s business model, future
performance, solvency or liquidity, irrespective of how they are classified or from
where they arise. The board should treat such risks as principal risks and establish
clearly the extent to which they are to be managed or mitigated.

Risks will differ between companies but may include financial, operational,
reputational, behavioural, organisational, third party, or external risks, such as market
or regulatory risk, over which the board may have little or no direct control.

The design of a robust assessment process to determine the principal risks and
consider their implications for the company should be appropriate to the complexity,
size and circumstances of the company and is a matter for the judgement of the board,
with the support of management. Circumstances may vary over time with changes in
the business model, performance, strategy, operational processes and the stage of
development the company has reached in its own business cycles, as well as with
changes in the external environment.
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35.

36.

37.

38.

When considering risk the board should consider the following aspects:

e the nature and extent of the risks, including principal risks, facing, or being taken
by, the company which it regards as desirable or acceptable for the company to
bear;

¢ the likelihood of the risks concerned materialising, and the impact of related risks
materialising as a result or at the same time;

e the company's ability to reduce the likelihood of the risks materialising, and of the
impact on the business of risks that do materialise;

o the exposure to risks before and after risks are managed or mitigated, as
appropriate;

e the operation of the relevant controls and control processes;
¢ the effectiveness and relative costs and benefits of particular controls; and

¢ the impact of the values and culture of the company, and the way that teams and
individuals are incentivised, on the effectiveness of the systems.

Training and communication assist in embedding the desired culture and behaviours in
the company. To build a company culture that recognises and deals with risk, it is
important that the risk management and internal control systems consider how the
expectations of the board are to be communicated to staff and what training may be
required. In considering communication systems, the board should also consider the
company’s whistle-blowing procedures.

Effective controls are an important element of the systems of risk management and
internal control and can cover many aspects of a business, including strategic,
financial, operational and compliance.

The board should agree how the principal risks will be managed or mitigated and

which controls will be put in place. In agreeing the controls the board should determine
what constitutes a significant control failing.
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Section 5

Monitoring and Review of the Risk Management and Internal Control Systems

39.

40.

41.

42.

43.

The existence of risk management and internal control systems does not, on its own,
signal the effective management of risk. Effective and on-going monitoring and review
are essential components of sound systems of risk management and internal control.
The process of monitoring and review is intended to allow the board to conclude
whether the systems are properly aligned with strategic objectives; and satisfy itself
that the systems address the company’s risks and are being developed, applied and
maintained appropriately.

The board should define the processes to be adopted for its on-going monitoring and
review, including specifying the requirements, scope and frequency for reporting and
assurance. Regular reports to the board should provide a balanced assessment of the
risks and the effectiveness of the systems of risk management and internal control in
managing those risks. The board should form its own view on effectiveness, based on
the evidence it obtains, exercising the standard of care generally applicable to
directors in the exercise of their duties.

When reviewing reports during the year, the board should consider: how effectively the
risks have been assessed and the principal risks determined; how they have been
managed or mitigated; whether necessary actions are being taken promptly to remedy
any significant failings or weaknesses; and whether the causes of the failing or
weakness indicate poor decision-taking, a need for more extensive monitoring or a
reassessment of the effectiveness of management's on-going processes.

In addition to its on-going monitoring and review, the board should undertake an
annual review of the effectiveness of the systems to ensure that it has considered all
significant aspects of risk management and internal control for the company for the
year under review and up to the date of approval of the annual report and accounts.
The board should define the processes to be adopted for this review, including drawing
on the results of the board’s on-going process such that it will obtain sound,
appropriately documented, evidence to support its statement in the company’s annual
report and accounts.

The annual review of effectiveness should, in particular, consider:

e the company’s willingness to take on risk (its “risk appetite”), the desired culture
within the company and whether this culture has been embedded,

e the operation of the risk management and internal control systems, covering the
design, implementation, monitoring and review and identification of risks and
determination of those which are principal to the company;

e the integration of risk management and internal controls with considerations of
strategy and business model, and with business planning processes;

o the changes in the nature, likelihood and impact of principal risks, and the
company's ability to respond to changes in its business and the external
environment;

o the extent, frequency and quality of the communication of the results of
management’s monitoring to the board which enables it to build up a cumulative
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assessment of the state of control in the company and the effectiveness with which
risk is being managed or mitigated:;

issues dealt with in reports reviewed by the board during the year, in particular the
incidence of significant control failings or weaknesses that have been identified at
any time during the period and the extent to which they have, or could have,
resulted in unforeseen impact; and

the effectiveness of the company's public reporting processes.
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Section 6
Related Financial and Business Reporting

44. The assessment and processes set out in this guidance should be used coherently to
inform a number of distinct but related disclosures in the annual report and accounts.
These are:

e reporting on the principal risks facing the company and how they are managed or
mitigated (as required by the Companies Act 2006 (the “Companies Act’) and the
Code);

e reporting on whether the directors have a reasonable expectation that the company
will be able to continue in operation and meet its liabilities as they fall due (as
required by the Code);

e reporting on the going concern basis of accounting (as required by accounting
standards and the Code); and

e reporting on the review of the risk management and internal control system (as
required by the Code), and the main features of the company’s risk management
and internal control system in relation to the financial reporting process (as
required under the UK Listing Authority’s Disclosure and Transparency Rules).

45. The purpose of such reporting is to provide information about the company’s current
position and prospects and the principal risks it faces. It helps to demonstrate the
board’s stewardship and governance, and encourages shareholders to perform their
own stewardship role by engaging in appropriate dialogue with the board and holding
the directors to account as necessary.

46. As with all parts of the annual report and accounts, the board should provide clear and
concise information that is tailored to the specific circumstances material to the
company, and should avoid using standardised language which may be long on detail
but short on insight. In considering how to meet the different disclosures summarised
below, the board should bear in mind the need for the annual report and accounts as a
whole to be fair, balanced and understandable.

47. For groups of companies, all reporting should be from the perspective of the group as
a whole. An explanation should be given of how the board assesses and manages the
risks faced in relation to investments in material joint ventures and associates. Where
the board does not have access to, and oversight of, detailed information concerning
those entities’ business planning, risk management and internal controls, this fact
should also be disclosed.

Principal risks

48. The Companies Act requires companies to publish a Strategic Report that must
include “a fair review of the company’s business, and a description of the principal
risks and uncertainties facing the company”. The Code states that the board should
confirm that it has carried out a robust assessment of the principal risks and that the
board should describe those risks and explain how they are being managed or
mitigated (Provision C.2.1).

49. A risk or uncertainty may be unique to the company, a matter that is relevant to the
market in which it operates or something that applies to the business environment
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50.

more generally. Where the risk or uncertainty is more generic, the description should
make clear how it might affect the company specifically.

The descriptions of the principal risks and uncertainties should be sufficiently specific
that a shareholder can understand why they are important to the company. The report
might include a description of the likelihood of the risk, an indication of the
circumstances under which the risk might be most relevant to the company and its
possible impacts. Significant changes in principal risks such as a change in the
likelihood or possible impact, or the inclusion of new risks, should be highlighted and
explained. A high-level explanation of how the principal risks and uncertainties are
being managed or mitigated should also be included.

Reasonable expectation that the company can continue in operation

51.

52.

Provision C.2.2 of the Code requires that the directors should explain in the annual
report — taking account of the company’s current position and principal risks — how
they have assessed the prospects of the company, over what period they have done
so and why they consider that period to be appropriate. They should also state
whether they have a reasonable expectation that the company will be able to continue
in operation and meet its liabilities as they fall due over the period of their assessment,
drawing attention to any qualifications or assumptions as necessary. Further guidance
is provided in Appendix B.

There is likely to be a degree of overlap with the disclosures on principal risks and any
material uncertainties relating to the going concern basis of accounting, and
companies should consider how best to link them.

Going concern basis of accounting and related disclosures

53.

54.

55.

56.

Accounting standards require companies to adopt the going concern basis of
accounting, except in circumstances where management intends to liquidate the entity
or to cease trading, or has no realistic alternative to liquidation or cessation of
operations.

Provision C.1.3 of the Code states that the directors should make an explicit statement
of whether they considered it appropriate to adopt the going concern basis of
accounting in preparing the annual and half-yearly financial statements.

Accounting standards also require companies to make an assessment of their ability to
continue to adopt the going concern basis of accounting and to disclose any material
uncertainties identified. In performing this assessment, the directors should consider
all available information about the future, the possible outcomes of events and
changes in conditions and the realistically possible responses to such events and
conditions that would be available to the directors.

The Code states that the directors should identify in the financial statements any such
material uncertainties over a period of at least twelve months from the date of approval
of those financial statements. Further guidance on adopting and reporting on the going
concern basis of accounting and disclosures on material uncertainties to be included in
the financial statements is provided in Appendix A.
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Statement on risk management and internal control

57.

58.

59.

60.

Provision C.2.3 of the Code states that the board should report in the annual report
and accounts on its review of the effectiveness of the company’s risk management and
internal control systems. In its statement the board should, as a minimum,
acknowledge: that it is responsible for those systems and for reviewing their
effectiveness and disclose:

¢ that there is an on-going process for identifying, evaluating and managing the
principal risks faced by the company;

e that the systems have been in place for the year under review and up to the date of
approval of the annual report and accounts;

¢ that they are regularly reviewed by the board; and
¢ the extent to which the systems accord with the guidance in this document.

The board should summarise the process it has applied in reviewing the effectiveness
of the system of risk management and internal control. The board should explain what
actions have been or are being taken to remedy any significant failings or weaknesses.
Where this information has been disclosed elsewhere in the annual report and
accounts, for example in the audit committee report, a cross-reference to where that
information can be found would suffice. In reporting on these actions, the board would
not be expected to disclose information which, in its opinion, would be prejudicial to its
interests.

The statement should incorporate, or be linked to, a description of the main features of
the company’s risk management and internal control system in relation to the financial
reporting process, as required under the Disclosure and Transparency Rules.

The report on the review of the risk management and internal control systems is
normally included in the corporate governance section of the annual report and
accounts, but this reflects common practice rather than any mandatory requirement
and companies can choose where to position it in their report. In any event, companies
should consider whether and how to link reporting on the review of the risk
management and internal control systems to the information on principal risks in the
Strategic Report and material uncertainties relating to the going concern basis of
accounting in the financial statements.

Safe Harbour Provision in relation to the Strategic Report, Directors’ Report
and the Directors’ Remuneration Report

61.

62.

In considering where and how to report, the board is likely to find it helpful to be
mindful of its legal duties and the so-called safe harbour afforded it.

Section 463 of the Companies Act provides that directors are liable to compensate the
company if the company suffers any loss as the result of any untrue or misleading
statement in (or any omission from) the Strategic Report, the Directors’ Remuneration
Report or the Directors’ Report. The extent of the liability is limited: directors are only
liable to the company. Further, directors are only liable to the company if they knew
that the statements were untrue or misleading or if they knew that the omission was a
dishonest concealment of a material fact. This protection is sometimes known as ‘safe
harbour’.
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63.

64.

65.

Accordingly, provided directors do not issue a deliberately or recklessly untrue or
misleading statement or dishonestly conceal a material fact by way of an omission,
they will not be liable to compensate the company for any loss incurred by it in reliance
on the report.

In order to benefit from this protection, it is generally accepted that directors should
ensure that information required in one of the three specified reports is included in
those reports, either directly or via a specific cross-reference.

The exact scope and extent of the protection (including whether it extends to
information included in a report on a voluntary basis) has not been tested in court and
hence the legal position in relation to the inclusion of such information remains
uncertain.
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Appendix A

Going Concern Basis of Accounting and Material Uncertainties

Determining whether to adopt the going concern basis of accounting

1.

Companies are required to adopt the going concern basis of accounting, except in
circumstances where management intends to liquidate the entity or to cease trading,
or has no realistic alternative to liquidation or cessation of operations.

Accordingly, the threshold for departing from the going concern basis of accounting is
a very high hurdle, as there are often realistic alternatives to liquidation or cessation of
trading even when material uncertainties related to events or conditions that may cast
significant doubt upon the entity’s ability to continue as a going concern have been
identified.

Provision C.1.3 of the Code requires that the directors make an explicit statement in
annual and half-yearly financial statements whether they considered it appropriate to
adopt the going concern basis of accounting in preparing the financial statements, and
in identifying any material uncertainties to its ability to continue to do so.

Determining whether there are material uncertainties

4.

6.

Accounting standards also require an assessment to be made of the entity’s ability to
continue to adopt the going concern basis of accounting.® In performing this
assessment, the directors should consider all available information about the future,
the possible outcomes of events and changes in conditions and the realistically
possible responses to such events and conditions that would be available to the
directors.

Events or conditions might result in the use of the going concern basis of accounting
being inappropriate in future reporting periods. As part of their assessment, the
directors should determine if there are any material uncertainties relating to events or
conditions that might cast significant doubt upon the continuing use of the going
concern basis of accounting in future periods. Uncertainties relating to such events or
conditions should be considered material, and therefore disclosed, if their disclosure
could reasonably be expected to affect the economic decisions of shareholders and
other users of the financial statements. This is a matter of judgement. In making this
judgement, the directors should consider the uncertainties arising from their
assessment, both individually and in combination with others.

In determining whether there are material uncertainties, the directors should consider:

¢ the magnitude of the potential impacts of the uncertain future events or changes in
conditions on the company and the likelihood of their occurrence;

o the realistic availability and likely effectiveness of actions that the directors would
consider undertaking to avoid, or reduce the impact or likelihood of occurrence, of
the uncertain future events or changes in conditions; and

* |AS 1 paragraphs 25 and 26.
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¢ whether the uncertain future events or changes in conditions are unusual, rather
than occurring with sufficient regularity to make predictions about them with a high
degree of confidence.

Uncertainties should not usually be considered material if the likelihood that the
company will not be able to continue to use the going concern basis of accounting is
assessed to be remote, however significant the assessed potential impact.

Reporting on the going concern basis of accounting and material uncertainties

8.

9.

To be useful the disclosures of material uncertainties must explicitly identify that they
are material uncertainties that may cast significant doubt upon the entity’s ability to
continue to apply the going concern basis of accounting.® Provision C.1.3 of the Code
requires that the directors identify in the financial statements any such material
uncertainties over a period of at least twelve months from the date of approval of the
financial statements.®

In the annual financial statements, three reporting scenarios follow from the directors’
assessment of whether to adopt the going concern basis of accounting and whether
there are material uncertainties:

e the going concern basis of accounting is appropriate and there are no material
uncertainties. The directors should adopt the going concern basis of accounting as
part of the company’s financial statements, make an explicit statement that the
adoption of the going concern basis of accounting is considered appropriate and
make any disclosures necessary to give a true and fair view; or

o the going concern basis of accounting is appropriate but there are material
uncertainties. The directors should adopt the going concern basis of accounting in
preparing the financial statements, make an explicit statement that the adoption of
the going concern basis of accounting is considered appropriate, disclose and
identify any material uncertainties and make any other disclosures necessary to
give a true and fair view; or

e the going concern basis of accounting is not appropriate. Such a conclusion is
likely to be rare. The directors should make an explicit statement that the adoption
of the going concern basis of accounting is not considered appropriate, disclose
the basis of accounting adopted and make any other disclosures necessary to give
a true and fair view.

Half-yearly financial statements

10.

Where an entity is required to prepare half-yearly financial statements,’ the same
considerations should apply as for the annual financial statements in relation to
disclosures about the going concern basis of accounting and material uncertainties.

® IFRIC Update July 2010.

®1AS 1 paragraph 26 requires that the minimum period considered be at least, but not limited to, twelve months
from the reporting date. FRS 102 paragraph 3.8 requires that the minimum period considered be at least, but not
limited to, twelve months from the date the financial statements are authorised for issue.

! Companies listed on a regulated market are required under the Disclosure and Transparency Rules to produce
half-yearly financial reports.
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Directors should therefore build on their understanding of these matters since the
completion of the last annual report, update their conclusions on the basis of
accounting and the existence of material uncertainties and revise their disclosures
as necessary.
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Appendix B

Longer Term Viability Statement

1.

Provision C.2.2 of the Code requires that the directors should explain in the annual
report — taking account of the company’s current position and principal risks — how
they have assessed the prospects of the company, over what period they have done
so and why they consider that period to be appropriate. They should also state
whether they have a reasonable expectation that the company will be able to continue
in operation and meet its liabilities as they fall due over the period of their assessment,
drawing attention to any qualifications or assumptions as necessary. This statement is
intended to express the directors’ view about the longer term viability of the company
over an appropriate period of time selected by them.

Reasonable expectation and period covered

2.

Reasonable expectation does not mean certainty. It does mean that the assessment
can be justified. The longer the period considered, the more the degree of certainty
can be expected to reduce.

That does not mean that the period chosen should be short. Except in rare
circumstance it should be significantly longer than 12 months from the approval of the
financial statements. The length of the period should be determined, taking account of
a number of factors, including without limitation: the board’s stewardship
responsibilities; previous statements they have made, especially in raising capital; the
nature of the business and its stage of development; and its investment and planning
periods.

The statement should be based on a robust assessment of those risks that would
threaten the business model, future performance, solvency or liquidity of the company,
including its resilience to the threats to its viability posed by those risks in severe but
plausible scenarios. Such an assessment should include sufficient qualitative and
guantitative analysis, and be as thorough as is judged necessary to make a soundly
based statement. Stress and sensitivity analysis will often assist the directors in
making their statement. These simulation techniques may help in assessing both the
company’s overall resilience to stress and its adaptability and the significance of
particular variables to the projected outcome.

The directors should consider the individual circumstances of the company in tailoring
appropriate analysis best suited to its position and performance, business model,
strategy and principal risks. These should be undertaken with an appropriate level of
prudence, i.e. weighting downside risks more heavily than upside opportunities. This
may include analysis of reverse stress, starting from a presumption of failure and
seeking to identify the circumstances in which this could occur.

Ability to continue in operation and meet liabilities as they fall due

6.

Directors are encouraged to think broadly as to relevant matters which may threaten
the company’s future performance and so its ability to continue in operation and
remain viable. Directors should consider risks to solvency (the company’s ability to
meet its financial liabilities in full), as well as liquidity (the ability to meet such liabilities
as they fall due) — which may be a timing issue even if the entity appears to be solvent
over time — and other threats to the company’s viability.
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7.  The board’s consideration of whether a risk or combination of risks could lead to an
inability to continue in operation should take full account of the availability and likely
effectiveness of actions that they would consider undertaking to avoid or reduce the
impact or occurrence of the underlying risks and that realistically would be open to
them in the circumstances. In considering the likely effectiveness of such actions, the
conclusions of the board’s regular monitoring and review of risk and internal control
systems should be taken into account.

Qualifications or assumptions

8.  Any qualifications or assumptions to which the directors consider it necessary to draw
attention in their statement should be specific to the company’s circumstances, rather
than so generic that they could apply to any predictions about the future. They should
be relevant to an understanding of the directors’ rationale for making the statement.
They should only include matters that are significant to the company’s prospects and
should not include matters that are highly unlikely either to arise or to have a
significant impact on the company. Where relevant, they should cross-refer to, rather
than repeat, disclosures given elsewhere.
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Appendix C

Questions for the Board to Consider

Questions which the board may wish to consider and discuss with management and others
such as the risk or internal audit functions are set out below. If the answers to the questions
pose concern for the board it may wish to consider whether action is needed to address
possible failings. The questions are not intended to be exhaustive and not all will be
appropriate in all circumstances, but should be tailored to the company.

This Appendix should be read in conjunction with the guidance set out in this document.

Risk appetite and culture

How has the board agreed the company’s risk appetite? With whom has it conferred?

How has the board assessed the company’s culture? In what way does the board satisfy
itself that the company has a ‘speak-up’ culture and that it systematically learns from
past mistakes?

How do the company's culture, code of conduct, human resource policies and
performance reward systems support the business objectives and risk management and
internal control systems?

How has the board considered whether senior management promotes and
communicates the desired culture and demonstrates the necessary commitment to risk
management and internal control?

How is inappropriate behaviour dealt with? Does this present consequential risks?

How does the board ensure that it has sufficient time to consider risk, and how is that
integrated with discussion on other matters for which the board is responsible?

Risk management and internal control systems

To what extent do the risk management and internal control systems underpin and relate
to the company’s business model?

How are authority, responsibility and accountability for risk management and internal
control defined, co-ordinated and documented throughout the organisation? How does
the board determine whether this is clear, appropriate and effective?

How effectively is the company able to withstand risks, and risk combinations, which do
materialise? How effective is the board’s approach to risks with ‘low probability’ but a
very severe impact if they materialise?

How has the board assessed whether employees have the knowledge, skills and tools to
manage risks effectively?

What are the channels of communication that enable individuals, including third parties,

to report concerns, suspected breaches of law or regulations, other improprieties or
challenging perspectives?
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How does the board satisfy itself that the information it receives is timely, of good quality,
reflects numerous information sources and is fit for purpose?

What are the responsibilities of the board and senior management for crisis
management? How effectively have the company’s crisis management planning and
systems been tested?

To what extent has the company identified risks from joint ventures, third parties and
from the way the company’s business is organised? How are these managed?

How effectively does the company capture new and emerging risks and opportunities?

How and when does the board consider risk when discussing changes in strategy or
approving new transactions, projects, products or other significant commitments?

To what extent has the board considered the cost-benefit aspects of different control
options?

How does the board ensure it understands the company’s exposure to each principal risk
before and after the application of mitigations and controls, what those mitigations and
controls are and whether they are operating as expected?

Monitoring and Review

What are the processes by which senior management monitor the effective application of
the systems of risk management and internal control?

In what way do the monitoring and review processes take into account the company’s
ability to re-evaluate the risks and adjust controls effectively in response to changes in its
objectives, its business, and its external environment?

How are processes or controls adjusted to reflect new or changing risks, or operational
deficiencies? To what extent does the board engage in horizon scanning for emerging
risks?

Public reporting

How has the board satisfied itself that the disclosures on risk management and internal
control contribute to the annual report being fair, balanced and understandable, and
provide shareholders with the information they need?

How has the board satisfied itself that its reporting on going concern and the longer term
viability statement gives a fair, balanced and understandable overview of the company’s
position and prospects?
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Appendix D

UK Corporate Governance Code and Other Regulatory Requirements
UK Corporate Governance Code (2014 edition)

Section C: Accountability

Principle C.1: Financial and Business Reporting: The board should present a fair, balanced
and understandable assessment of the company’s position and prospects.

Provision C.1.3: In annual and half-yearly financial statements, the directors should state
whether they considered it appropriate to adopt the going concern basis of accounting in
preparing them, and identify any material uncertainties to the company’s ability to continue to
do so over a period of at least twelve months from the date of approval of the financial
statements.

Principle C.2: Risk Management and Internal Control: The board is responsible for
determining the nature and extent of the principal risks it is willing to take in achieving its
strategic objectives. The board should maintain sound risk management and internal control
systems.

Provision C.2.1: The directors should confirm in the annual report that they have carried out
a robust assessment of the principal risks facing the company, including those that would
threaten its business model, future performance, solvency or liquidity. The directors should
describe those risks and explain how they are being managed or mitigated.

Provision C.2.2: Taking account of the company’s current position and principal risks, the
directors should explain in the annual report how they have assessed the prospects of the
company, over what period they have done so and why they consider that period to be
appropriate. The directors should state whether they have a reasonable expectation that the
company will be able to continue in operation and meet its liabilities as they fall due over the
period of their assessment, drawing attention to any qualifications or assumptions as
necessary.

Provision C.2.3: The board should monitor the company’s risk management and internal
control systems and, at least annually, carry out a review of their effectiveness, and report
on that review in the annual report. The monitoring and review should cover all material
controls, including financial, operational and compliance controls.

Provision C.3.2 states that it is the responsibility of the audit committee “to review the
company’s internal financial controls and, unless expressly addressed by a separate board
risk committee composed of independent directors, or by the board itself, to review the
company’s internal control and risk management systems”. Further guidance on the audit
committee’s responsibilities is set out in the FRC’s Guidance on Audit Committees.

Other Code provisions are also relevant to the board’s consideration of, and reporting on,
risk. For example, Provision C.1.1 states that the board must make a statement that “the
annual report and accounts, taken as a whole, is fair, balanced and understandable and
provides the information necessary for shareholders to assess the company’s performance,
business model and strategy”. Provision C.1.2 states that “the directors should include in the
annual report an explanation of the basis on which the company generates or preserves
value over the longer term (the business model) and the strategy for delivering the objectives
of the company”.
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Companies Act 2006

Section 414A of the Companies Act 2006 requires all UK incorporated companies that are
not small to prepare a strategic report for each financial year of the company. This report
must include, amongst other things, “a fair review of the company’s business, and a
description of the principal risks and uncertainties facing the company”. The review should
be a balanced and comprehensive analysis of “the development and performance of the
company’s business during the financial year, and the position of the company’s business at
the end of the year”.

The purpose of the Strategic Report is to help “members of the company” (shareholders)
assess how the board has performed its duty under Section 172 of the Companies Act,
which requires that “a director of a company must act in the way he considers, in good faith,
would be most likely to promote the success of the company for the benefit of its members

as a whole”.®

Disclosure and Transparency Rules

Section 7.2.5R of the UK Listing Authority’s Disclosure and Transparency Rules states that
companies whose securities are admitted to trading on a regulated market (which includes
all companies with Premium or Standard listings in the UK) are required to include in the
corporate governance statement contained in their annual report and accounts “a description
of the main features of the company’s internal control and risk management systems in
relation to the financial reporting process”.

Separately, the Disclosure and Transparency Rules also require companies to include in
their half-yearly financial reports a description of the principal risks and uncertainties for the
remaining six months of the year (DTR 4.2.7) and, where accounting policies are to be
changed in the subsequent annual financial statements, to follow the new policies and
disclose the changes and the reasons for the changes (DTR 4.2.6).

UK Listing Rules

Under the UK Listing Authority’s Listing Rules all companies with a Premium listing of equity
shares in the UK, irrespective of their country of incorporation, are required to include in the
annual report and accounts a statement of how they have applied the Main Principles of the
Code and whether they have complied with its provisions. Where they have not complied
with a provision, they are required to explain the reason.

Under Listing Rule LR 9.8.6R (3), the annual report for a premium listed company must
include “A statement made by the directors that the business is a going concern, together
with supporting assumptions or qualifications as necessary, that has been prepared in
accordance with Going Concern and Liquidity Risk: Guidance for Directors of UK Companies
2009, published by the Financial Reporting Council in October 2009”. The FRC has
contacted the Financial Conduct Authority and companies should use this guidance for
reporting years starting on or after 1 October 2014 whilst the reference to out of date
guidance is being updated.

8 FRC Guidance on the Strategic Report: https://www.frc.org.uk/Our-Work/Publications/Accounting-and-
Reporting-Policy/Guidance-on-the-Strategic-Report.pdf.
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Accounting Standards

Paragraph 25 of International Accounting Standard 1 (IAS 1)° states that: “When preparing
financial statements, management shall make an assessment of an entity’s ability to
continue as a going concern. An entity shall prepare financial statements on a going concern
basis unless management either intends to liquidate the entity or to cease trading, or has no
realistic alternative but to do so. When management is aware, in making its assessment, of
material uncertainties related to events or conditions that may cast significant doubt upon the
entity’s ability to continue as a going concern, the entity shall disclose those uncertainties.
When an entity does not prepare financial statements on a going concern basis, it shall
disclose that fact, together with the basis on which it prepared the financial statements and
the reason why the entity is not regarded as a going concern”.

Other regulatory requirements

Some companies may be subject to other relevant regulatory requirements, for example
because they operate within a regulated sector or because they are registered or listed in
more than one jurisdiction. Companies will need to bear any such requirements in mind
when considering how to apply this guidance.

° The equivalent requirement under UK GAAP is in paragraphs 3.8 — 3.9 of FRS 102.
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