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The Association of Investment Companies (AIC) welcomes the opportunity to
respond to Sir David Walker’s review of corporate governance in UK banks
and other financial industry entities.

The AIC is the trade body representing some 350 closed-ended investment
companies with £63 billion of assets under management. Investment
companies bring a unique perspective to the corporate governance debate as
they are both institutional investors with an interest in ensuring that
appropriate governance mechanisms are in place and issuers which will
potentially be effected by the recommendations set out in the Walker Review
if, over time, they become embedded into the Combined Code as best
practice for companies generally. Where incorporation into the Combined
Code is a possibility, further consideration needs to be given to the desirability
of this outcome.

The AIC’s comments on the Walker Review are set out below. Our response
concentrates on those areas which may, in time, be relevant to the investment
company sector.

Board size, composition and qualification

The AIC is broadly supportive of the recommendations in relation to board
size, composition and qualification. However, these recommendations are
designed for the special circumstances of banks and complex financial
institutions. They are therefore unlikely to be directly transferable in their
current form to companies more generally — and this would include investment
companies. Clearly, all companies need to give consideration to their board
size and structure but this is already adequately covered by the Combined
Code where these companies are concerned. Investment companies also
have their own issues to consider. For example, the majority of investment
company boards are entirely comprised of non-executive directors and
therefore the responsibility of the chairman for ensuring effective
communication between executive and non-executive directors would not be
appropriate. In drawing its conclusions, the review should not include any
presumptions of a read across to general corporate governance where these
issues are concerned.

Functioning of the board and evaluation of performance

If the Walker recommendations on the functioning of the board and evaluation
of the board’s performance develop into best practice over time, then the AIC
is cautious about particular elements which may not necessarily be
appropriate outside the remit of the banking sector.



Recommendation 7

Recommendation 7 says that the chairman should be expected to commit a
substantial proportion of his or her time to the business of the entity, probably
not less than two-thirds. This time commitment is unlikely to be appropriate
for an investment company chairman, except perhaps in exceptional
circumstances.

Recommendation 9

Recommendation 9 says that the chairman is responsible for ensuring that
“fully adequate time is available for substantive discussion on strategic
issues”. The AIC agrees with this recommendation but would highlight the
increasing burden placed on boards which distracts them from this critical
activity.

Recommendation 12

The AIC agrees that a formal and rigorous evaluation of the board’'s
performance is important. However, for the process to be carried out with
external facilitation every second or third year may be too frequent if the
recommendation is extended to non-BOFIs. The wording of recommendation
12 should be made sufficiently flexible so that it can be adapted to the specific
circumstances of the company concerned. There should be no presumption
that it be generally applied.

The role of institutional shareholders: communication and engagement

The role of institutional shareholders is an important area for the AIC. The
AIC has long supported a move towards more qualitative engagement which
is focused on outcomes rather than processes. Dialogue should be aimed at
improving long-term returns, aligning the interests of shareholders and the
company, preventing strategic disasters and resolving problems. Effective
dialogue is important for shareholders as it can lead to better functioning
companies and increase shareholder value.

If the Walker recommendations relating to shareholder engagement are to be
applied to companies more generally, then they should be written in a way
which provides sufficient flexibility for the parties involved to adapt them to
their particular circumstances. Investment companies have unique issues
which can affect the engagement processes. For this reason, the AIC has
developed its own Code of Corporate Governance to address the specific
issues faced by the investment company sector. (This includes, for example,
the prevalence of entirely non-executive boards and considerations which
involve the relationship between the company and its external fund manager.)
The AIC is also a member of the Institutional Shareholders’ Committee and is
involved with the ongoing development of its ‘Statement of Principles’.



Recommendation 16

The AIC agrees that the remit of the FRC should be extended to support the
development of best practice in stewardship by institutional investors and fund
managers. The AIC also agrees that Section 2 should be removed from the
Combined Code and presented in a stand-alone document. This area is
currently an ‘add on’ to the Combined Code and it does not really fit within a
document primarily focused on the obligations of issuers and not investors.
As a result, it arguably does not receive sufficient attention. The material can
be given more prominence by promoting it separately in a code aimed
specifically at shareholders and governance agencies.

The AIC also agrees with the recommendation that the Combined Code
should change its name. The current name dates back to the process of
creating the content of the Code and does not communicate the nature of the
document to people not familiar with its historical development. The
‘Corporate Governance Code’ or the ‘UK Corporate Governance Code’ would
be a more appropriate title. This would better reflect the content of the
Combined Code, improve its profile and impact, and encourage greater
interest by all investors, including retail and overseas shareholders, and by
the media.

Recommendation 17

The AIC supports the ratification of the ISC’s ‘Statement of Principles’ by the
FRC. Endorsement by the FRC will give the statement greater prominence.
The AIC is currently working with other members of the ISC to update the
Statement of Principles into a formal code. Our initial view is that the content
of the current statement is broadly correct but there may be issues of
emphasis and context which need to be re-examined.

Recommendation 18

The AIC agrees that the Statement of Principles should be regularly reviewed
in conjunction with the FRC in order to ensure that it continues to reflect
current circumstances. However, an annual review may be too frequent. This
issue should be considered further.

Principle 19

The AIC agrees that fund managers and other institutions authorised by the
FSA should signify their commitment to the next iteration of the Statement of
Principles on their website and describe their policies on engagement. Where
a fund manager or institutional investor is not able to make this commitment
or disclosure, then an explanation should be given. There may well be
legitimate reasons where investors choose not to engage, for example if
resources can be better used elsewhere to generate shareholder returns.



Recommendation 20

The AIC agrees that the FSA should encourage commitment to the Principles
of Stewardship, although it is not clear how this would be achieved in practice.
However, ultimately it is for the institutional investors to determine their
policies and procedures in terms of stewardship and engagement, and there
may be circumstances when they choose not to engage. The FSA'’s focus
should therefore be on ensuring that appropriate disclosures are made where
this is the case.

Recommendation 21

The content and implications of recommendation 21 would be clearer if it is
split into two separate recommendations, one dealing with the Memorandum
of Understanding and the other with major foreign institutional investors. The
AIC agrees that major foreign institutional investors should be encouraged to
commit to the Principles of Stewardship.

The AIC sees less value in introducing a Memorandum of Understanding into
best practice procedures. It is unclear how this would work and there are
risks that a rigid procedure would reduce flexibility for entities with different
circumstances. There may be circumstances when such an approach is
suitable but it should be for the investors concerned to establish the best
mechanism to suit their particular situations.

Recommendation 22

The AIC agrees that voting policies should be disclosed. However, fund
managers and other institutional investors should not be required to disclose
their voting record in respect of individual stocks.

UK companies are already subject to regulation in relation to disclosing the
result of polls. This provides interested parties with information on what goes
to a poll and the level of support for competing propositions. It is difficult to
see the benefit of requiring disclosure of the votes by all institutional investors.
The main effect is likely to be to create an opportunity for third party activism,
which may not necessarily result in the best outcome for shareholders. There
is also a chain of ownership which creates complications. If funds’ beneficial
owners are interested in voting practice, they should be allowed to ask for the
voting instruction — but no more than this should be required by legislation or
governance codes. There may, however, be occasions where investors
choose to voluntarily disclose their voting record but this should be a matter
for them.

The AIC would recommend that, before any decision is taken about
incorporating recommendations on disclosing voting records into the
Combined Code, further work is done to establish what these disclosures are
seeking to achieve and what risks might arise from publishing such
information.



Governance of risk

The governance of risk is an important area for banks. The issues covered in
recommendations 23 to 27 largely address the governance of risk in the
context of BOFIs and are less relevant to other companies, including
investment companies. Also, risk oversight is one of the main functions of an
investment company board. As the day-to-day management and
administration of an investment company is usually outsourced to a third party
fund manager, the board’'s focus is on overseeing the activities and
performance of that manager and ensuring that investment returns are in line
with the company’s stated risk profile.

Recommendation 23

The AIC has no views on whether the establishment of a board risk committee
is, or is not, appropriate for a BOFI. However, it is unlikely that a separate
committee focussing on risk is relevant to the investment company sector
because, as explained above, risk is a key focus of the board’s remit. The
AIC therefore recommends that, if this recommendation were to be applied to
non-BOFIs, the requirement should be for the board to consider whether it is
appropriate to establish a separate risk committee, and where it concludes
that this is not appropriate, it sets out its reasons in the annual report.

Obliging a company (whether through formal compliance or market
expectations) to adhere to practice guidelines that are insufficiently flexible
can create problems in some circumstances. One current example relates to
the Combined Code recommendation which prevents the company chairman
from chairing the audit committee. The majority of investment companies
outsource their day-to-day management and administration to a third party
manager. Therefore, the audit committee of an investment company does not
have to deal with issues relating to oversight of the executive. Instead, its
main focus is on the effectiveness of the manager’'s internal controls and
procedures.

As one of the key priorities of the chairman (and the board) of an investment
company is to oversee the performance of the manager, some boards believe
that the chairman should be in a position to lead scrutiny of the manager’s
internal practices by chairing the audit committee. This is contrary to the
Combined Code. Therefore, in this example, either a specific derogation for
investment companies (and possibly also for smaller companies) would be
appropriate or an amendment to the wording of the Code which provides
more flexibility in its application. This approach should also be recognised
where any of the Walker recommendations might extend beyond the remit of
BOFlIs.

Recommendation 27

As discussed above, it would usually be more appropriate for the whole board
of an investment company to deal with “the strategy of the entity in a risk
management context”. In such cases, any disclosures in this regard would be



covered in a risk report presented by the board. The AIC supports the
flexibility provided in the first sentence of recommendation 27 which
recognises that the risk report may be presented by the board risk committee
or the main board.

Remuneration

Recommendations 28 to 39 mainly relate to the issue of executive
remuneration which is not relevant in the context of investment companies as
the vast majority of boards are compromised entirely of non-executive
directors. The equivalent issue for investment companies is the remuneration
of the external fund management company which is responsible for the day-
to-day management and administration of the company. There is an ongoing
debate around the industry about the use of benchmarks as a performance
indicator in the calculation of any performance fee (akin to a bonus payment).
A recent survey by Grant Thornton LLP concludes that about half of all
investment companies have a performance fee structure in place but that
there was no clear evidence that this leads to improved performance. The
AIC believes this is a matter for individual boards to determine and that
arrangements should ensure that the basis of manager remuneration does not
encourage excessive risk taking. (See principle 15 of the AIC Code of
Corporate Governance in Annex 1.)

The AIC Code also encourages transparency. Investors should be provided
with sufficient information about the remuneration policies of the company to
make an informed decision. For example, although there is no expectation
that an investment company should have a performance fee in place, the AIC
Code of Corporate Governance recommends that the board regularly reviews
the performance of, and contractual arrangements with, the manager and
discloses its decisions and rationale in the annual report.
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Annex 1: Principle 15 of the AIC Code of Corporate Governance

15. The Principle — The board should regularly review both the
performance of, and contractual arrangements with, the manager (or
executives of a self-managed company).

Recommendations

It should become best practice for a management engagement committee
consisting solely of directors independent of the manager (or executives) to
make this review annually with its decisions and rationale described in the
annual report.

The company chairman may be a member of, and may chair, the
management engagement committee, provided that he or she is independent
of the manager.

The long-term nature of the advantages of investment companies suggests
that frequent changes in management arrangements would be undesirable.
Issues include:

e Monitoring and evaluating the fund manager’s investment performance
and, if necessary, providing appropriate guidance.

e Considering the merit of obtaining, on a regular basis, an independent
appraisal of the manager’s services.

e Requiring the manager to provide attribution and volatility analyses and
whether it should be published at least annually.

e Putting in place procedures by which the board regularly reviews the
continued retention of the manager’s services.

¢ Reviewing the level and method of remuneration, the basis of performance
fees and the notice period. The board should give due weight to the
competitive position of the company against the peer group.

e Considering whether the initial and annual fee should be based on gross
assets, net assets or market capitalisation.

e |If there is a performance related element, or the introduction of a
performance fee is under consideration, the review should seek to ensure
that the basis does not encourage excessive risk and that it rewards
demonstrably superior performance by the manager in managing the
portfolio against the company’s stated objectives when compared to a
suitable benchmark or peer group. Key factors to be considered include:

0 The views of shareholders

0 Appropriate benchmarks/hurdle rates

0 A reduction in the basic fee when a performance fee is
introduced



0 A cap on the performance fee

0 A high water mark

0 A combination of short-term and long-term measurements and
incentive

e Ensuring that a sound system of internal control is maintained to
safeguard shareholders’ investment and the company’s assets. A review
of the effectiveness of the system of internal control should be made
annually by the board. Such a review should be reported to shareholders.

The AIC has produced a paper entitled “Evaluation of the Manager: A Paper
for Non-Executive Directors of Investment Companies on meeting the
requirements of the Listing Rules”. This is available on the AIC’s website at
www.theaic.co.uk/technical.



