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INTRODUCTION  

Our response has been structured in five parts to reflect the ‘five particular areas for review’ 
which your Committee has chosen, but we also have a number of general comments. 

We believe it is important at the outset to recall how the Cadbury Committee described the 
position in 1992.  Paragraph 2.1 of the Committee’s report referred to:-  

‘the looseness of accounting standards, the absence of a clear framework for ensuring 
that directors kept under review the controls of their business and the competitive 
pressures ...  which made it difficult for auditors to stand up to demanding boards...’  

Paragraph 2.2 referred to the impact caused:-  

‘by some unexpected failures of major companies and by criticisms of the lack of 
effective board accountability for such matters as directors’ pay.’  

Evidently much was then wrong with corporate governance.  The key issues now, which we 
assume your Committee will address, are the extent to which corporate governance has 
improved since 1992 and how it can be made more effective. 

In a number of very important areas we see very little evidence of significant improvement.  
Despite the many recommendations that have been made on executive remuneration, and the 
reliance placed by both Cadbury and Greenbury on remuneration committees, remuneration 
has continued to grow faster in larger companies than earnings would justify and to be 
ratcheted up by payments following the highest in any sector.  Incentives of various forms are 
still proliferating, frequently with very questionable links to real achievement.  A number of 
companies continue to pay bonuses for below average performance - in addition to generous 
basic salaries.  In two other areas of concern, the valuation of share options and pension 
entitlements, the potentially significant Greenbury recommendations have been found 
‘impracticable’ to implement.  We do not accept this conclusion (see Section 3 below). 

There are other key areas where much remains to be done to bring about the culture of 
responsibility which is the bedrock of sound corporate governance.  In our submission to 
Cadbury, we argued the need for a shift in the balance between shareholders and boards.  
Cadbury went some way in this direction in recommending codes of conduct capable of being 
monitored and encouraging independent-minded directors.  But much more needs to be done.  
Boards need to be much more responsive to shareholder concerns, and non-executive 
directors need to be more committed, better qualified and more independent.  Institutions 
need to be more accountable to their investors and to take a more hands-on approach to the 
companies in which they put investors’ money. 

A significant factor about all the recommendations which have been made in the last four 
years is that they take the form of voluntary codes.  No changes in legislation have been 
proposed.  We believe that some legislative changes are essential and we explain why this is 
so in this document. 

For private shareholders there is a pressing need for a more level playing field.  Obvious 
examples are in access to information and procedures to make the exercise of their 
responsibilities as owners more manageable and effective.  We acknowledge that 
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improvements have been made in accounting practices but major recent scandals show 
clearly that the excesses of creative accounting still continue.  The position with auditors is 
still highly unsatisfactory. 

We recognise that responsibility for better corporate governance is not just a matter for 
boards.  All shareholders have - and should exercise - their responsibilities as owners.  But 
for this to happen, as we have argued, the balance of power needs to be changed.  We give 
below specific examples of ways in which gradual but systematic erosion of the rights and 
powers of shareholders is occurring and we make proposals for change. 

Finally, we cannot but note that the various bodies making recommendations on corporate 
governance, including your own committee, are very unrepresentative of shareholders.  In the 
case of Greenbury no less than seven out of the eleven members were chairmen of major 
companies, one was Director-General of the Institute of Directors, one was a stockbroker and 
just two represented institutional shareholder interests.  Such an undemocratic procedure runs 
counter to shareholders’ rights and responsibilities. 
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1. CADBURY 

Two themes contained in the Cadbury Report are, from a strictly legal point of view, 
incorrect.  We discuss these briefly below because we believe that they have proved to be an 
unhelpful influence on the vigorous debate about corporate governance which has taken place 
during the three and a half years since the report was published.  Briefly they are:-  

• ‘Cadbury’ states that ‘shareholders elect the directors’.  This, although predominantly 
true, is misleading because a number of companies have and others are still, quite legally, 
creating ‘insulated directorships’ (i.e.  the Articles exclude certain directors from having 
to be elected by members in general meeting). 

• An ‘innocent’ reader of the ‘Cadbury’ report would assume from what it says on 
‘members’ questions’ that the right of members was restricted to just that - asking 
questions - whereas the right of members is to ‘speak to’ (to praise, to condemn, to 
criticise, to question etc.) all resolutions properly on the agenda of the AGM.  Thus the 
Department of Trade and Industry’s recent suggestion that ‘shareholders might be given a 
specific right to table a question to be asked at the AGM’ (see DTI Consultation 
Document ‘Shareholder Communications at the Annual General Meeting’) could, in our 
view, give the impression of being a diminution of members’ existing rights. 

Regarding ‘insulated directorships’, the Cadbury Committee stated clearly and correctly:-  

The formal relationship between the shareholders and the board of directors is that the 
shareholders elect the directors, the directors report on their stewardship to the 
shareholders and the shareholders appoint the auditors to provide the external check 
on the directors’ financial statements.  Thus the shareholders, as owners of the 
company, elect the directors to run the business on their behalf and hold them 
accountable for its progress. 

However, although the Cadbury statement is correct in theory, practice departs very seriously 
from this theory.  Notwithstanding the ‘spirit of Cadbury’ there are many public limited 
companies (including listed companies) which have clauses in their Articles of Association 
giving total and unfettered powers to boards of directors to ‘excuse’, without time limitation, 
certain of their (self-appointed) numbers from standing down and standing for election, or for 
periodic re-election, by the members (shareholders) in general meeting. 

In such cases the members have, in practice, little redress.  If the board does not include an 
election/re-election item (motion) upon an AGM agenda then the members cannot express a 
view.  The members at an AGM cannot, in law, ‘speak to’ or ‘vote upon’ a non-existent 
motion.  It is, of course, argued that members have in effect waived their right to elect/re-
elect certain directors consequent upon the provisions of S.14(1).  This is unsatisfactory. 

So-called ‘insulated directorships’ are by no means solely a hang-over from the past.  They 
are still being created, including in listed companies, and in a dubious manner (i.e.  by 
boards’ use of ‘composite’ special resolutions). 

It seems to us totally anomalous that company law has long prescribed that any director in 
any limited company may be removed before or at the end of his term of office by an 
ordinary resolution of the members (a simple majority vote) notwithstanding anything to the 
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contrary in the Company’s Articles (S.303) - whereas a clause in a Company’s Articles 
allowing a board to create one or more ‘insulated directorships’ is fully valid and has the 
effect of making the periods of office of such one or more directors virtually unending (or 
terminable solely by the board of directors).  Thus the members at an AGM are deprived of 
any right to consider, to debate or to vote upon the election or re-election of such directors. 

As we can see no really practical way under existing law in which shareholders (particularly 
private shareholders) can take effective action to exercise their rights as ‘owners of the 
company’ (see Cadbury statement) in this matter - and as unlisted as well as listed companies 
are involved - we believe amending legislation is the only solution.  Company law should 
prescribe that the election and the periodic re-election of all directors in all public limited 
companies, and by the members in general meeting, be mandatory notwithstanding anything 
to the contrary in a company’s Articles. 

In answer to your question as to whether the rules contained in the Cadbury Code should be 
prescriptive, our view is that they should be. 



page 7 of 15 

 

2. BOARD STRUCTURES 

Good corporate governance and business success, with rewards allocated fairly, tend to be 
associated with well-balanced board structures.  By contrast, bad governance is associated 
with poor board structures, directors over-rewarding themselves, withholding information 
unnecessarily or reporting misleading information. 

We believe that companies are best governed by a unitary board but our support for unitary 
boards presupposes a significant shift of power back to shareholders.  In other words, 
directors must be more effectively accountable to shareholders.  A major difficulty lies in the 
question of how to establish a greater commonality of interest between directors and 
shareholders.  How to achieve this is the most difficult and important question facing your 
Committee.  We intend to make practical suggestions on this at a later date. 

Turning to one of the questions you have posed, we believe it highly desirable that the roles 
of Chairman and Chief Executive Officer should be kept separate.  We also support the 
appointment of remuneration, audit and nomination committees composed of primarily non-
executive directors. 

We believe, however, that such structures may well not be suitable for smaller companies.  
We would expect such companies gradually to adopt such board structures as they grew and 
to have them in place once they had achieved certain levels of capitalisation and turnover. 
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3. GREENBURY 

In one respect, that is the levels of executive remuneration, the recommendations of the 
Greenbury Committee have not been helpful.  The Greenbury Committee was established 
because of the mounting public criticism of what was seen as excessive executive 
remuneration.  For example, the first sentence in the Chairman’s Preface to the Report reads 
‘This report responds to public and shareholder concerns about Directors’ remuneration.’ 
However, remuneration surveys (post-Greenbury) suggest that, despite (because of?) the 
Greenbury recommendations, executive remuneration has continued to increase over and 
above what could be justified by increases in company earnings, inflation or general wage 
increases.  Add to this the confusion caused by the report’s recommendations on share 
options and the valuation of pension entitlements; we conclude that the impact on corporate 
governance has been decidedly mixed. 

The main burden of the report has to do with disclosure and remuneration policy.  However, 
it is surprising to find that the Greenbury report makes no distinction at all between the 
remuneration of directors for their services as directors (which in aggregate is subject to 
approval by shareholders) and for their services as executives (which is not).  We would have 
thought that the report’s recommendations should have, at least, recognised this vital legal 
distinction.  Ironically, very few shareholders register objection to the remuneration of 
directors for their services as directors.  Certainly the aggregate sums quoted in companies’ 
Articles seem to receive shareholder approval with few reported problems. 

Regarding disclosure, annual reports do now give more information on directors’ 
remuneration.  However, there remains a need to simplify and clarify this information, in 
particular with regard to the true cost to shareholders of share options and pensions.  
Regarding options, the Greenbury report refers to the Urgent Issues Task Force (UITF) 
conclusion that ‘it is not practicable at present to specify a standard method for valuing share 
option schemes’.  The United States, by contrast, finds no difficulty in making such 
valuations and US law requires this to be done.  We have to conclude that the UITF found 
such valuation ‘impracticable’, because of its constitution rather than any technical reason.  
We urge that your Committee revisit this issue. 

Regarding the valuation of pension entitlements, the only straightforward reading of the 
Greenbury recommendations is that a capital valuation should be reported to shareholders.  
The Institute of Actuaries provided a simple way (transfer value) of doing this.  Their 
recommendation met with much complaint from those who presumably did not wish 
shareholders to understand the financial commitments companies were assuming on behalf of 
their directors.  The Greenbury recommendations need to be reinstated. 
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4. ROLE OF SHAREHOLDERS 

As stated in our Introduction, the widely-held dissatisfaction with corporate governance 
(plainly indicated by the setting up of no less than three committees over a period of just 
three years to examine the issue) is unlikely to go away until the accountability of directors to 
shareholders is seen to be more effective. 

In this section, we make nine proposals for change all of which primarily concern the role of 
shareholders:-  

4.1 Members’ resolutions  

We strongly support in principle the case put forward recently by the Department of Trade 
and Industry in their Consultation Document, ‘Shareholder Communications at the Annual 
General Meeting’, that the Companies Act be amended so as to require companies to 
circulate shareholders’ resolutions and statements without charging, provided they are 
submitted by a deadline and comply with other qualifying conditions. 

4.2 ‘Insulated directorships’  

‘Insulated directorships’ should be made unlawful.  This is discussed at greater length in 
Section 1 above, Cadbury. 

4.3 Remuneration of directors 

The remuneration of directors - all of it, not just the small part for ‘services as directors’ - 
should be subject to members’ approval in general meeting.  The original purpose of the 
Companies’ Acts would then be rightfully restored.  Further argument on this point is 
contained in Appendix ‘A’. 

4.4 Appointment/election of directors  

Boards should not be allowed to enter into a firm contract with a newly appointed director in 
advance of the election of that director by the members in general meeting.  This is explained 
in further detail in Appendix ‘B’. 

4.5 ‘Composite’ resolutions 

The scope and nature of items of business included (bundled) within a single, board of 
directors’ tabled resolution (a so-called ‘composite’ resolution) for a general meeting of 
members should be subject to legal restriction.  The case for this is set out in Appendix ‘C’. 

4.6 Amendments to ordinary resolutions 

Companies should not be allowed (as at present) to have Articles which exclude the right of 
members to propose or to vote upon amendments to ordinary resolutions.  The case for this is 
set out in Appendix ‘D’. 

4.7 Appointment of representatives 
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Corporate members should have the right to appoint representatives on the basis of one per 
each underlying beneficial holding.  The case for this, including a full explanation, is set out 
in the DTI’s Consultation Document, ‘Shareholder Communications at the Annual General 
Meeting’. 

4.8 Proxies right to speak at AGMs 

All restrictions on non-member proxies speaking at general meetings should be removed. 

4.9 Private investors and CREST 

The move by private investors into nominee accounts will accelerate under CREST resulting 
in the loss of shareholder rights.  These beneficial owners of shares held in nominee accounts 
should enjoy the same rights as other shareholders to attend, speak and vote at general 
meetings.  The arguments on this issue are fully set out in the recent DTI Consultation 
Document ‘Private Shareholders: Corporate Governance Rights’. 
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5. ROLE OF AUDITORS  

In November 1992, the ‘McFarlane’ Committee in their report, ‘The Future Development of 
Auditing’, wrote:-  

‘Auditors are thought not to be sufficiently independent of directors.  It is essential 
that they are, and are seen to be, objective in carrying out their role.  A clearer 
distinction needs to be drawn between the role of the company auditor and the role of 
an accountant advising a specific client.....  There is a need to restate the basic 
principle reflected in company law: auditors are appointed by the shareholders, not 
the directors.  The colloquial use of the word ‘client’ by auditors when referring to the 
company conveys the wrong relationship and adds to the confusion as to the role of 
audit.  The auditors’ responsibility is to the shareholder group.  It follows that auditors 
should be able to respond fully to shareholders’ needs.  Their position would be 
improved by more active involvement of the shareholders in matters regarding the 
audit and corporate governance generally.’ 

The McFarlane report occasioned very little action.  Our view is that there is only one way of 
making a distinction between the two roles (auditing and advising) clear and understandable 
to all.  That is to make it unlawful for one firm to provide both services to the same company.  
Similar thinking went into the decision to make it unlawful for a person to hold both the role 
of director and company secretary. 

Many other reforms have been proposed, both by the McFarlane report and other reports 
which followed, but few have been implemented.  We suggest that the one simple reform we 
have proposed above would make the maximum contribution to better corporate governance. 

Finally, the Cadbury Committee considered the arguments for and against extending 
auditors’ duty of care to shareholders following the principles laid down by the ‘Caparo’ 
judgement.  The Committee recommended against so doing.  We believe there is now a 
strong case for your Committee to examine this question once again.  However, the really 
important and effective reform would be the separation of the auditing and advising roles.  
Such a reform would bring about changes in attitude on the part of both directors and 
shareholders. 
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APPENDIX A - REMUNERATION OF DIRECTORS  

It seems important to state the basic underlying legal position that (i) a director is elected by 
the members, and (ii) that a director is not entitled to any remuneration (or expenses) unless 
such is expressly sanctioned by the members.  The deliberations of the Greenbury Committee 
seem to have entirely ignored this latter point. 

It has now become common practice for the Articles of Association of public limited 
companies to deal separately with the remuneration payable to directors for their services;  

 (i) as directors,  

and (ii) as holders of executive offices under the company and/or for the provision of any 
services outside the scope of the ordinary duties of a director. 

Presently the normal practice is for one clause in the Articles to specify either finite amounts 
or a ‘ceiling’ aggregate amount payable to directors (as ‘fees’) for their services as directors.  
Payments in excess of the amounts specified, therefore, become unlawful without sanction by 
the members in general meeting. 

It is also the normal practice for a separate clause, or clauses, to be included which vest in the 
directors completely unfettered powers to determine, without limitation, the amount of 
remuneration payable to any of their number who either occupy executive offices under the 
company or who provide to the company any services ‘outside the scope of’ the ordinary 
duties of a director - this without any reference to the members (or to anyone else). 

In view of the above, it is presently virtually impossible for shareholders to have any 
meaningful control over total boardroom remuneration.  However, it can be said that 
shareholders have a degree of control over payments made in respect of services as directors 
(these payments making up a very small proportion of boardroom costs) yet they have no say 
whatsoever regarding payments made to directors for other services and yet it is these 
payments which constitute a very high proportion indeed of total boardroom costs. 

We suggest it is, therefore, now essential to prohibit the inclusion of clauses within the 
Articles of Association of public limited companies which give completely unfettered (and 
unlimited) powers to directors to determine their own remuneration - whether for their 
services as directors OR for any other services to the company outside the scope of the 
ordinary duties of a director. 
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APPENDIX ‘B’ - APPOINTMENT/ELECTION OF DIRECTORS 

Over recent decades a normal pattern has developed of boards ‘finding’, ‘selecting’, 
‘negotiating with’ and then entering into a firm contract with a new board member.  After the 
new director has been in post for a considerable time (it can be over a year), the members in 
general meeting are asked to ‘elect’ the person who is already under firm contract.  This 
practice seems to us (and we believe is seen by shareholders and the public alike) to make a 
mockery of ‘the shareholders elect the directors’. 

In almost all instances, shareholders are faced with an unreasonable choice - that is elect OR 
pay a very significant cost in view of the already existing firm contract of appointment.  
Unusually, the members in general meeting of a Leeds based listed company recently voted 
down ‘the election of’ both an earlier board appointed Chief Executive and an earlier board 
appointed Finance Director but the cost to the shareholders was extremely high. 

We feel, therefore, that serious consideration should be given to removing the right of a board 
to enter into firm contract in advance of shareholder election of a director.  An analogy can 
be drawn with the situation where the board of a listed company wishes to dispose of, or to 
acquire, a significant asset.  The board may negotiate and agree contract terms but may not 
enter into a firm contract with the purchaser or the vendor until the approval of the members 
in general meeting.  Surely there is a logical case for the same constraint to apply to the 
appointment of a new director? 

It may be argued that our proposal is unreasonable in that newly appointed directors would in 
effect be ‘on probation’ until the next following AGM (NB we would recommend that the 
use of EGMs for the election of new directors be not allowed - on cost grounds).  However, 
‘probationary periods’ are increasingly applicable in many jobs within limited companies and 
we see no equitable reason why such should not apply at all levels of employment. 
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APPENDIX ‘C’ - ‘COMPOSITE’ RESOLUTIONS 

We consider there is now an urgent need for legislation to restrict the scope of and the nature 
of items of business which may be validly included within a single, board of directors’ tabled, 
resolution for a general meeting of members.  Increasingly ‘composite’ resolutions are being 
used and we feel there is clear evidence of misuse of these by some boards of directors. 

This misuse generally arises (but not always) when it is deemed necessary to amend a 
company’s Articles of Association arising from changes in the law, current practice, changes 
in stock exchange regulations and the like.  These possibly valid reasons are sometimes used, 
in part, as a ‘smoke-screen’ to hide proposed changes to the Articles which are nothing to do 
with the reasons stated - i.e.  items which, by their nature, should be separately tabled for 
consideration, debate and decision by members. 

Recent examples, ‘lost-amongst’ not infrequently fifty plus alterations (on occasions listed in 
minuscule printing upon an obscure appendix to the notice of meeting) include:  

(a) A new Article (clause) ‘excusing’ a specified (and a most dominant) director from 
standing down and standing for re-election by the members indefinitely (i.e.  the 
creation of an ‘insulated directorship’). 

(b) An alteration increasing the borrowing powers of the board of directors threefold. 

(c) An alteration allowing the borrowing powers already accorded to the board to be 
delegated (by the board) to ‘others’. 

(d) An alteration vastly increasing the maximum remuneration payable to directors for 
services as directors. 

As any resolution to make a change to Articles must be a special resolution (and hence any 
amendment is prohibited), the members in general meeting cannot even seek to amend by 
voting to remove even one (of frequently 50 plus items) within the single resolution as tabled. 

In the case of each of the four examples (a) to (d) above, the boards of directors concerned 
can now quite correctly state ‘the changes were approved by the members in general 
meeting’.  This makes a complete mockery of shareholder approvals at an AGM.  Put another 
way - how can shareholder approval be equitable when shareholders are faced with say 40 
items they wish to support and 3 to which they are strongly opposed - yet have solely one 
vote? 

We do not by any means advocate 50 plus separate resolutions, but we most strongly urge 
that some restriction be applied (by statute) as to what may be dealt with within a single 
composite resolution.  By analogy, there has long been a statutory restriction upon the use of 
a ‘composite’ resolution for the election/re-election of directors (presently S.292).  Yet there 
is no restriction on the misuse of ‘composite’ resolutions generally (and, more importantly, 
‘special’ and ‘extraordinary’ resolutions, which the law has now decreed are un-amendable). 
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APPENDIX ‘D’ - AMENDMENTS TO ORDINARY RESOLUTIONS 

It has long been the common law right of members in general meeting - either as a result of, 
or in the course of, debate upon a motion - to propose (and, if it be the will of the meeting, to 
vote upon) an amendment to such motion.  However, over recent decades it has become 
established law that this ‘right’ no longer applies to motions which are tabled as special 
resolutions or extraordinary resolutions.  We believe there are now justifiable grounds for the 
‘no amendment rule’ applying to these classes of resolutions. 

However, in the last year there has been a noticeable move by boards of directors (including 
those of some major listed companies) to seek (by means of tabling special resolutions, some 
composite) to alter Articles so as to remove the right of members to propose or to vote upon 
amendments - even to ordinary resolutions - unless the chairman of the meeting so allows in 
each particular case.  This gives the chairman (effectively the board) the absolute right to 
refuse an amendment proposal from a member irrespective of the will of the meeting but to 
retain the board’s own right to propose amendments. 

This is yet another example of the recent trend in the gradual, yet systematic, erosion of the 
rights of shareholders whilst at the same time increasing the dominance of the board.  It also 
further undermines any remaining powers which the Companies Acts clearly intend should 
be exercised by members in general meeting. 

We therefore propose that Companies should not be allowed (as at present) to have Articles 
which exclude the right of members to propose or to vote upon amendments to ordinary 
resolutions. 

 


