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This Policy Statement reports on the main issues arising from Consultation
Paper 10/19 Revising the Remuneration Code and publishes final rules.

Please address any comments or enquiries to:

Lindsey Dawkes
Remuneration Team
Financial Services Authority
25 The North Colonnade
Canary Wharf

London E14 5HS

Telephone: 020 7066 9766
Email: cp10_19@fsa.gov.uk

Copies of this Policy Statement are available to download from our

website — www.fsa.gov.uk. Alternatively, paper copies can be obtained by
calling the FSA order line: 0845 608 2372.


mailto:cp10_19@fsa.gov.uk
www.fsa.gov.uk

List of acronyms used 1n
this Policy Statement

The Code  The FSA’s Remuneration Code
AIFMD Alternative Investment Fund Managers Directive
AIFM Alternative Investment Fund Managers

ARROW  Advanced Risk-Responsive Operating FrameWork

BIPRU Prudential sourcebook for Banks, Building Societies and Investment Firms
CAD Capital Adequacy Directive

CBA Cost Benefit Analysis

CEBS Committee of European Banking Supervisors

CEO Chief Executive Officer

CF Control Function

CP Consultation Paper

CRD3 The latest amendments to the Capital Requirements Directive,

Directive 2010/76/EU

EBA European Banking Authority

EEA European Economic Area

EHRC Equality and Human Rights Commission
EIA Equality Impact Assessment

EU European Union

FSB Financial Stability Board

FSMA The Financial Services and Markets Act 2000
CGS Credit Guarantee Scheme

HR Human Resources

ICAAP Individual Capital Adequacy Assessment Process
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LLP Limited Liability Partnership

LTIP Long Term Incentive Plan

MiFID The Markets in Financial Instruments Directive

NED Non-Executive Director

PS Policy Statement

RemCo Remuneration Committee

RPS Remuneration Policy Statement

SIF Significant Influence Function

SYSC Senior Management Arrangements, Systems and Controls (sourcebook)
TP Transitional Provision

UCITS Undertakings for Collective Investment in Transferable Securities
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1.1

1.2

1.3

1.4

1.5

1.6

Overview

Purpose

In Consultation Paper 10/19 (CP10/19) we set out proposals to amend our
Remuneration Code (the Code) as currently set out in SYSC 19 of the FSA Handbook.
We proposed and formally consulted on incorporating changes to the Code into the
Handbook and applying the Code to an extended group of banks, building societies
and CAD' investment firms. We also reported on the implementation of the Code to
large banks, building societies and broker dealers in 2010, and on progress in
achieving international alignment of remuneration standards.

This Policy Statement (PS) reports on the responses we received to CP10/19 and
the decisions we have reached about how we will revise and apply the Code.

Background

In CP10/19 we proposed a revised framework for regulating financial services
firms’ remuneration structures and an extension of the scope of the Code, primarily
to implement changes required as a result of the remuneration provisions in the
most recent set of amendments to the Capital Requirements Directive (CRD3).

The proposed revisions to the Code, as set out in CP10/19, also took account of
other developments, including the provisions relating to remuneration within the
Financial Services Act 2010, Sir David Walker’s review of corporate governance,
and lessons learned from our implementation of the Code so far.

The new framework that we proposed contained rules, evidential provisions and
guidance relating to 12 Principles, which continue to cover the three main areas of
regulatory scope: governance; performance measurement; and remuneration structures.
It also introduced some new rules: for example on discretionary severance pay; linking
remuneration to a firm’s capital base; and discretionary pension payments.

The CP also stated our intention to adopt a proportionate approach to
implementation, reflecting the size of the firm and the nature, scope and complexity

Capital Adequacy Directive 2006/49/EC.
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1.7

1.8

1.9

1.10

1.11

1.12

1.13

of its activities. We proposed a framework for applying proportionality, as well as
our intended approach to supervision, setting out our intentions to take a risk-based
and proportionate approach. We invited comments on the proposals.

We made it clear in the CP that our policy would take account of EU guidelines
on CRD3 that were at that stage being prepared by a Committee of European
Banking Supervisors (CEBS) working group. These guidelines were published on
10 December?, and are discussed below.

On 10 November 2010 we published CP10/27, which consulted on our proposals
for rules on the disclosure of remuneration policies and practices. Following the
consultation, we are publishing the PS and final rules on disclosure in PS10/21,
to accompany this document.

Outcome of our consultation on CP10/19

During the consultation period, we attended meetings in London with trade
associations and firms, held bilateral discussions with regulators from other
countries and continued to participate in the work of the CEBS working group
preparing the guidelines on the CRD3 provisions.

We received 148 responses to CP10/19 from a range of interested parties including
trade associations, professional services firms, law firms and a variety of financial
institutions. A list of respondents, excluding those who wished to remain
anonymous, is provided in Annex 1.

Most respondents recognised that the revised Code, like our current Code, addresses
an important and valid supervisory issue for the FSA. There was support for — and
very little adverse comment on — the Principles dealing with governance, the role of
control functions in devising and implementing remuneration policies, and ‘ex ante’
risk adjustment. The overwhelming sense was that firms understood the reasons for
the proposed revised Code, and were seeking additional guidance on how the Code
should be implemented.

There were, however, mixed responses on the proposed changes to the Code’s rules

on remuneration structures (Principle 12), which set out prescriptive rules on bonus
structures, including the requirements for deferral, performance adjustment, allocation
into shares and guaranteed bonuses. In part, these comments indicated opposition to
measures contained in CRD3 itself or the CEBS remuneration guidelines. See Chapter 2
for more details.

Summary of our policy response

Having considered the comments received in the consultation process and against
the backdrop of needing to ensure consistency with the CEBS guidelines, we have
revised the Code as set out in Appendix 1. The changes take account of the

www.cebs.org/cebs/media/Publications/Standards %20and %20Guidelines/2010/Remuneration/Guidelines.pdf
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responses to the CP summarised above and the final CEBS guidelines. Details of
our policy response are set out in Chapter 2. The changes are, for the most part,
technical in nature. Key points include:

e In line with the CEBS guidelines, the requirement that, for Code Staff, at least
50% of any variable remuneration should be paid in shares or other specified
instruments will now be applied equally to both the deferred and undeferred
portions of variable remuneration.

* In line with the CEBS guidelines, we have strengthened the guidance stating that
the provisions on guaranteed bonuses should be applied on a firm-wide basis
(and not just to Code Staff).

1.14  We clarify, in Chapter 3, the way in which we intend to apply proportionality
to the range of firms subject to the Code. Key points here include:

* A high-level structure creating four tiers of firms with differing minimum
expectations of compliance for each group.

o Proportionality tiers one and two contain credit institutions and
broker dealers that engage in significant proprietary trading/investment
banking activities.

o Proportionality tier three consists of primarily small banks and building
societies, and firms that may occasionally take over-night/short-term risk
with their balance sheet.

o Proportionality tier four contains firms that generate income from agency
business without putting their balance sheets at risk.

e A proportionate approach will also be applied across the range of firms in each
tier, and the aim is to avoid sharp differences between applying the Code to
firms at the lower end of one tier and the higher end of the next.

e Firms in Proportionality tiers three and four will not be expected to apply rules
that the CEBS guidelines recommend can be disapplied. The most significant of
those relate to: the requirement to have a UK-based Remuneration Committee;
deferral; and the proportion of variable remuneration to be paid in shares. For
other rules, we will apply an approach that is likely to result in less onerous
requirements compared to Proportionality tiers one and two, particularly for risk
adjustment. We will still be able to require higher standards in certain areas, such
as governance, from the larger firms in the lower proportionality tiers.

1.15 A key change in the revised Code is that the provisions for Code Staff are tougher
than last year. The overall effect of our policies, including an expectation in the
Code that firms should apply deferral on a firm-wide basis, is likely to mean that
in aggregate more staff in the banks and broker dealers will be subject to deferral
in 2010 than before.

Financial Services Authority 7



1.16

1.17

1.18

1.19

1.20

1.21

1.22

Key messages about this policy statement

Objective of the Code

The fundamental objectives of our remuneration policy remain unchanged. They are
to sustain market confidence and promote financial stability through reducing the
incentives for inappropriate risk-taking by firms, and thereby to protect consumers.

The need to ensure that remuneration policies and practices are consistent with and
promote effective risk management therefore remains fundamental. However, from
our experience to date in day-to-day supervision, the policies and practices of a
number of firms continue to exhibit weaknesses, which are inconsistent with
effective risk management.

The international context

As noted and discussed in CP10/19, wider international alignment of remuneration
practices remains weak. CRD3 aims to align remuneration principles across the EU,
but hardens the distinction in approach that appears to be emerging between the

EU and other major jurisdictions regarding the implementation of the Financial
Stability Board (FSB) Principles on Remuneration. A number of major G20 countries
have implemented the Financial Stability Board (FSB) Principles and Standards on the
basis of guidance rather than as enforceable rules. This difference is causing difficulties
for EU banks competing to recruit and retain staff in non-EU markets.

We have worked closely with our EU colleagues to prepare for the implementation of
CRD3, and will keep in close contact with them — both via CEBS and bilaterally - to
ensure continuing close alignment of supervisory practices in future. We will continue
to monitor developments with other EU supervisory authorities to assess the impact of
these different approaches. We will be prepared to consider options for mitigating the
adverse competitive implications for firms, within the limitations imposed by CRD3.

During the first half of 2011, the FSB will be undertaking a further review of the
implementation of its Principles and Standards by significant financial institutions.
This will consider the national policy measures undertaken, including our supervisory
and regulatory framework. An FSA-nominated representative will chair the group
that has been asked to prepare the criteria for this assessment.

Timing issues

As agreement on the final text of CRD3 was only reached in early July 2010 for
implementation on 1 January 2011, we — along with other EU supervisory authorities —
have faced a tight timeframe for consulting on the proposed amendments to the Code
and preparing this PS. We had originally planned to issue this PS in November, but
decided to wait until we could take the final CEBS guidelines into account, to cause
less disruption for firms.

In October we informed the firms currently in scope and the relevant trade associations
of our change of plan. We made it clear that firms already within the scope of the Code
would still be required to comply in full with the revised Code from 1 January 2011.

8 PS10/20: Revising the Remuneration Code (December 2010)



1.23

1.24

1.25

1.26

We noted that the rules in our PS would be on broadly similar lines to those proposed
in CP10/19, with the exception of a small number of detailed provisions to further align
with the CEBS remuneration guidelines. We encouraged firms to continue to work on
that basis for the 2010 remuneration round.

For the large number of firms (over 2,500) coming into the scope of the Code for the
first time on 1 January 2011, we proposed transitional arrangements in CP10/19 that
recognised the challenges for them in implementing the provisions on remuneration
structures by the implementation date. We proposed to require firms to comply as
soon as reasonably possible and in any event by the end of a six-month transitional
period. We have retained these transitional arrangements in the final rules.

Who should read this PS?

This paper should be read in particular by all FSA-authorised banks, building
societies and CAD investment firms. It will also be of interest to trade bodies
and consumer groups.

Structure of this policy statement
This PS is structured as follows:

e Chapter 2 sets out the feedback to our proposed changes to the Code and
our responses, including any amendments we are making.

e Chapter 3 sets out our approach to implementation, including how we plan
to apply the Code proportionately to individuals, firms and groups.

e Chapter 4 sets out our expectations for what firms need to do to implement
the Code and how it will fit within our existing supervisory framework.

* Annex 1 lists the respondents to CP10/19, excluding those who wished
to remain anonymous.

e Annex 2 lists the Principles of the Code.
* Annex 3 contains a glossary of terms.

* Appendix 1 contains the final handbook text. This will be known as SYSC 19A.

® Appendix 2 provides general guidance on our approach to applying the Code
proportionately. It also sets out the proportionality approach for disclosure.

Cost-benefit analysis

Annex 1 of CP10/19 included a cost-benefit analysis (CBA). In the areas where we
have not changed our policy position since the consultation, that CBA still applies.
For the provisions that have been amended, we provide an update of the costs and
benefits below.

Financial Services Authority 9



1.27

1.28

1.29

1.30

1.31

1.32

In line with CEBS guidelines, we have changed the allocation of the shares/
share-linked component between the deferred and undeferred component of the
bonus. The requirement that 50% of any variable remuneration should be paid

in shares or other specified instruments should now be applied equally to both the
deferred and undeferred portions of variable remuneration. This amendment may
generate incremental compliance costs for firms (as it makes the requirements
operate in a more complicated way). It could also adversely affect UK
competitiveness, as firms subject to this requirement may find it more

difficult to compete for talent on a global basis.

Extending the scope of the Code on guaranteed bonuses to all staff may generate
limited additional compliance costs and could make it more difficult for the firms
subject to the rules to compete outside the EU for talent at all levels of seniority.

The amendments above will bring small benefits by further increasing the alignment
of remuneration practices with risk. They will contribute to the realisation of the
benefits described in CP10/19.

Finally, our transitional provisions should reduce compliance costs for firms coming
into the Code’s scope, as they allow more time to implement the requirements. These
provisions may slightly delay the realisation of some of the benefits described

in CP10/19.

Compatibility statement

CP10/19 included a compatibility statement that explained why we considered our
proposals to be compatible with our general duties under section 2 of FSMA and with
our regulatory objectives, set out in sections 3 to 6 of FSMA. In light of the removal
of our public awareness objective in October 2010, we have updated the statement to
include: the need to have regard to the desirability of enhancing the understanding and
knowledge of members of the public of financial matters.

We believe that our proposals are consistent with the desirability of enhancing

the understanding and knowledge of members of the public of financial matters
(including the UK financial system). Implementing these remuneration requirements
and extending the scope of the Code to a wider population of firms — including UK
branches of non-EEA firms — and the EU-wide application of the CRD3 proposals
will provide transparency in how staff within these firms are remunerated for the
work they do. In addition, in amending the Code we have tried, as far as possible,
to minimise adverse effects on the competitiveness of the UK as a financial centre.
We believe that the remainder of the compatibility statement published in CP10/19
is still valid.

10 PS10/20: Revising the Remuneration Code (December 2010)



Next steps for 2011

1.33  The revised Code will come into force on 1 January 2011. The key steps for
implementing the new regulatory framework during 2011 will be as follows:

e 1 January 2011: the revised Code on remuneration practices comes into force

for firms within its scope.

e Late-January 2011: presentations by the FSA on the revised Code, open to all
firms in scope.

e Later in 2011: FSA to issue:
o A form for data and other information to be supplied, by all firms.

o Templates/questionnaires for completing Remuneration Policy Statements
(RPSs) for firms in proportionality tier one. Separate questionnaires/
templates will be used for firms in proportionality tiers two to four.

e 1 July 2011: latest date by which the firms newly within scope must be fully
compliant with the rules on remuneration structures.

Financial Services Authority 11
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2.1

2.2

2.3

2.4

2.5

Policy responses
to CP10/19

This chapter summarises the feedback we received to the questions posed in
CP10/19. We outline the views of respondents on the proposed amendments to the
Remuneration Code (the Code), including on: applying the Code; revisions to the
Principles of the Code; and questions relating to proportionality and transitional
arrangements. We also set out our responses to these views and how we have
decided to proceed.

Application to individuals

In CP10/19 we set out the CRD3 definition of the group of employees to whom all
the Principles of our Code will apply (Code Staff). We asked:

Q1: Do you agree with our proposed approach to the
definition of Code Staff?

Some firms responded that it might not be appropriate for all significant influence
function (SIF) individuals to be captured as risk takers. Examples given included
certain control functions (CFs), such as SIFs who are located abroad, CF4s
(partners) and other owner/managers.

Questions were also asked about the extent to which managers of parent companies
outside the scope of the Code might be considered within the scope of the Code
Staff rules if their group included a firm within scope. (This could relate, for
example, to the managers of an insurance company that has an asset management
subsidiary within its group.)

Many firms said that, although the table under SYSC 19.3.6G(4) (as published in
CP10/19) included a useful list of business lines, it might not be applicable or
relevant to all types of institutions. One respondent argued that not all Heads of
Department who report directly to an Executive Director have an impact on the
firm’s risk profile. Another respondent requested assurance that any further guidance
on those caught by the Code would not lead to an inconsistent application within
the European Economic Area (EEA).

Financial Services Authority 13



2.6

2.7

There were requests for further clarification, including about what constitutes a
‘material impact on the risk profile of an organisation’ and whether investment
management firms need to identify Code Staff at their firms at all. Some respondents
said there were real difficulties in applying the remuneration rules to executives who
are also owners (e.g. individual proprietors, directors who are also shareholders,
partners or Limited Liability Partnerships (LLP) members).

Some firms expressed concern about applying the Code to secondees from overseas,
who are employed by an entity that is not subject to the Code. A trade association
suggested there should be a minimum period of six months in situation for
secondees to be treated as Code Staff.

Our response: We have interpreted the CRD3 principles as follows:

We would normally expect all SIFs (CFs 1-29) to be included in a firm’s Code Staff list.

We note that although CF2s (Non-Executive Directors) are unlikely to receive variable
remuneration, they should still be included. CF4s need to be included, but our approach to
proportionality means that these individuals, along with individual proprietors and other
owner/managers, do not necessarily have to apply our rules on remuneration structures
(although this depends on the characteristics of the firm of which they are partners, rather
than on their status as partners).

In light of comments received about the applicability of the table in SYSC 19.3.6G(4) to
all institutions, we acknowledge that some of the suggested roles in the non-exhaustive
list may be most relevant to investment banks and not necessarily applicable to firms such
as small building societies. This has been clarified in the final Handbook text.

Many risk-takers and parent SIFs (who are based overseas) are in a position to have a
material impact on the risk profile of the UK entities. We will have close regard for cases of
possible avoidance, i.e. where an individual may have been relocated to avoid the impact
of the Code. However, we may consider cases for exemption where the individual has global
responsibilities, and where a group’s UK entities form only a part of those responsibilities.

For those managers of a group who are outside the direct scope of the Code, where the
group contains a company within the scope, two tests need to be applied. The first is the
extent to which the risk profile of the company within scope can have an impact on the
group as a whole, and the second is the significance of the entity within scope within the
responsibilities of the group-level managers. See paragraph 2.8 below on applying the Code
to groups, which considers how the Code applies to group companies that are not directly
within the scope of the Code on a stand-alone basis, but which contain such firms.

All firms within the scope of the Code must collate their Code Staff list annually and update
it as appropriate. We will discuss the Code Staff list with proportionality tier one firms on
an annual basis after they have submitted their Remuneration Policy Statement (RPS).

Firms in proportionality tiers two, three and four may be asked to provide us with their
Code Staff list as part of a supervisory interaction - for example, an ARROW assessment
or a supervisory or thematic review.

Our approach to proportionality, including categorising firms into four proportionality tiers,
is described in Chapter 3 and Appendix 2.

14 PS10/20: Revising the Remuneration Code (December 2010)



2.8

2.9

2.10

2.11

2.12

4
5

Secondees

We appreciate that there may be instances when someone undertakes a secondment and
is not a risk taker - for example, they are purely work-shadowing or training and are not
having a material impact on the firm’s risk profile. In this case, we would not consider
the individual to be Code Staff for that part of the year.

If the role of the secondee involves material risk-taking, firms should refer to our guidance
on part-year Code Staff (in Chapter 3 and Appendix 2) to determine how the Code applies to
such individuals.

Further guidance on identifying relevant staff can also be found in the CEBS guidelines.
We asked:

Q2: Do you agree with our approach to applying the Code
to firms, individuals and groups, as outlined above?

Applying the Code to firms

The Code applies to those firms caught by the CRD. These are: Credit institutions
(as defined under Article 4(1) (a) of Directive 2006/48/EC, and Investment firms
(as defined under Article 3(1) (b) of Directive 2006/49/EC?). We have also applied
the Code to third-country BIPRU firms, but only in relation to their activities from
establishments in the UK.

Exempt CAD* firms are not included within the scope of the Code.

Some respondents expressed concern that we were not implementing our rules in the
same way as other member states (for example, that because of our interpretation of
MIiFID’, other Member States were not applying the CRD3 remuneration provisions
to asset management firms).

Applying the Code to groups

This is a complex issue, which can be considered under four main headings:

2.12.1  Applying the Code to a UK-headquartered group’s operations outside the UK.
2.12.2  Applying the Code to the operations of groups headquartered elsewhere.

2.12.3  Applying the Code to different types of businesses within a group with
different risk characteristics and profiles.

2.12.4  Applying the Code to unregulated entities within a group.

This in turn builds on the definition of investment firms in MiFID (Article 4(1) of Directive 2004/39/EC), but with
further exclusions.

Capital Adequacy Directive (2006/49/EC)
Markets in Financial Instruments Directive
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2.13

2.14

2.15

2.16

2.17

Applying the Code to a UK-headquartered group’s operations outside
the UK (global scope)

The majority of respondents (firms and trade associations alike) said that the
proposed application of the Code would have an adverse effect on the international
competitiveness of UK banks in markets such as North America and Asia, damaging
a firm’s ability to retain and attract staff. Some respondents said that it could be

a contributory factor in a decision to move the headquarters of a group out of the
UK and to relocate overseas.

There was also uncertainty about applying the Code where there may be differences
between the home and host country’s regulatory regimes.

Applying the Code to the operations of groups headquartered elsewhere

We received no significant comments on this issue.

Applying the Code to different types of business within a group

A number of firms sought clarification about how the Code applies to
consolidated groups.

Unregulated entities

Firms queried how the Code would apply to unregulated entities within a group.

Our response:

Applying the Code to a UK-headquartered group’s operations outside the UK
(global scope)

The Code applies to firms directly within the scope of the Code, as set out in paragraph 2.9
above. It thereby applies to overseas branches of such firms.

In addition to applying to firms directly within the scope of the Code, firms are required to
comply with the Code at the level of any UK consolidation group on a consolidated basis.°
It therefore applies to overseas group members that form part of the UK consolidation
group.” See also the discussion of unregulated entities below.

We believe that the continuation of our policy on global scope will be to some extent
balanced by the new CRD3 requirements on Code Staff, which will for most firms lead to a
reduced and more senior group of employees being subject to the Code’s rules than under
the existing Code.

We understand that the same approach on global scope will be taken by all other EU
member states, and our policy will be sensitive to how other EU member states adopt
these provisions.

The CEBS guidelines state that account should be taken of local regulations, such as
fiscal or employment legislation, which we will do.

In the case of an EEA sub-group, at the level of the sub-group, on a sub-consolidated basis.
Or EEA sub-group, as the case may be.

16 PS10/20: Revising the Remuneration Code (December 2010)



2.18

2.19

Applying the Code to the UK operations of groups headquartered elsewhere

The Code will not apply to branches of EEA firms, since they will be subject to the
requirements of CRD3 implemented by their home state supervisors. Other overseas
presences in the UK, whether subsidiaries with overseas parent companies or branches,
will be subject to the Code.

These entities will also be subject to the Code’s proportionality provisions, set out
in Chapter 3.

Different types of business within a group

Our approach to proportionality, including categorising firms into four proportionality tiers, is
described in Chapter 3. In determining the application of the Code to a group, we will apply
the requirements for the highest tier to any entity within the group. However, if a group can
present a reasonable case for applying lower tier requirements to a specific entity, we may be
minded to agree.

Unregulated entities

Our response to Q1 discussed how we would approach the question of whether the senior
managers/risk takers of unregulated entities might be regarded as Code Staff. This section
considers the question of applying the Code to group entities that are not within the
direct scope of the Code.

Unregulated entities can be outside the scope of our regulation altogether
(i.e. a non-financial company) or outside the scope of CRD3 (for example, a general
insurance company).

In addition to applying the Code to the consolidation group discussed above, under our
rules we will take into account the activities of other group members (inside and outside
the consolidation group) when determining whether the systems and controls of a UK

firm directly subject to the Code, including its remuneration policies, are adequate. A

key question will be the significance of the unregulated entities to the UK entity - for
example, what might be the impact on the UK entity of inappropriate remuneration
policies in the unrequlated entities that might lead to excessive risk taking. In a situation
where we think their inappropriate remuneration policies could threaten the regulated
entity, we might require additional risk mitigation, including possible additional capital
requirements, at the regulated entity.

Equality and diversity

In the current Code, we state that ‘In considering the risks arising from its
remuneration policies, a firm will also need to take into account its statutory duties
in relation to equal pay and non-discrimination’.®

We included this as a consultation question in CP10/19 as part of our duty under
the Equality Act 2010 to have regard to the impact of our policies on equality
and diversity.

SYSC 19.2.2G(3)

Financial Services Authority 17



2.20

2.21

2.22

2.23

2.24

We asked:

Q3: Do you have any comments on how the proposals
contained in this CP affect equality and diversity issues?

We did not receive many responses to Q3. The vast majority of respondents
expressed support for measures to promote equality and diversity, and felt that our
proposals would not have a negative or positive impact in this area. Some
respondents questioned whether this was an issue within our scope, especially taking
account of the ongoing enquiry into discrimination in the financial services sector by
the Equality and Human Rights Commission (EHRC).

One respondent commented that deferral, forfeiture and clawback were likely to
increase rather than diminish the likelihood of ‘Equal Pay’ claims if (during the
deferral period) clawback or forfeiture arose when an employee was absent from
work due to, for example, maternity or adoption leave or long-term sickness.

Another respondent doubted there was any need for SYSC 19.2.2G(2) (as published in
CP10/19), given that employment legislation already requires firms to take account of
statutory requirements on discrimination and equal pay. The respondent added that
employees are already entitled to highlight such treatment before the Employment
Tribunal and the EHRC. It was suggested that SYSC 19.2.2G(2) could in fact provide
an additional avenue of redress, which would involve us in disputes for which there
was already an appropriate and legally binding arbiter.

Our response: We have conducted an Equality Impact Assessment (EIA) as part of our
review, which is available on request.

As part of this EIA, we are considering the following steps:

- monitoring whether the new provisions of the Code, introduced as a result of CRD3,
have an undue impact on particular groups;

- asking questions relating to firms" compliance with their equality obligations as part
of our discussions with firms; and

- requesting relevant data from firms on this subject, most likely through thematic work.

We intend to retain the guidance (in SYSC 19A.2.2G(2) of the final Handbook text) referring
to firms’ statutory duties regarding equal pay and non-discrimination in relation to the Code’s
general requirement. It is not the case, however, that this would provide a right of complaint
to the FSA in individual cases.

Remuneration Principles 1-11

Question 4 covered the majority of the Principles within the revised Code. Many
of the Principles are the same or similar to those in the current Code, (although
they are now rules rather than evidential provisions). CRD3 also introduced a
number of new Principles to the Code — for example, discretionary severance pay,
linking remuneration to a firm’s capital base and discretionary pension payments.
Please refer to the list of Code Principles in Annex 2.
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We asked:

Q4: Do you agree with our proposals for changes to the
Remuneration Principles 1-11?

Principles 1-3 — Most respondents supported these Principles, while saying that they
felt their own procedures already met these requirements adequately, or that our
proposals did not fit the specific characteristics of their sector.

Principle 4 — There were more concerns regarding the governance Principle.
Respondents questioned the proposal for the Remuneration Committee to be made
up entirely of Non-Executive Directors (NEDs), particularly as some subsidiaries of
overseas firms, and some privately owned firms, have few or no NEDs. Respondents
also sought clarification about how proportionality would be applied in relation to
this Principle.

Principle 5 — A number of respondents disagreed with the proposal that Risk and
Compliance Staff should be involved in individual compensation decisions. They
felt that this was the responsibility of Senior Management with input from Human
Resources (HR). Some also felt that by providing for Risk and Compliance Staff to
contribute to business decisions of the Business Units they oversee, the Code would
compromise their independence.

Principle 6 — There were relatively few specific responses on this Principle, with
no common themes.

Principle 7 — There were only three responses on this Principle. One respondent
commented that the guidance relating to directors who have joined the organisation
after the event was useful. Another pointed out that the rules should not restrict the
firm’s ability to maintain long-term competitiveness.

Principle 8 — Many respondents commented that Principle 8 should be applied in

a proportionate manner and not as a ‘one size fits all’ requirement. It was generally
felt that it did not give enough flexibility between different types of firm and
business model.

On the proposed guidance for long-term incentive plans (LTIPs), several respondents
commented that it was unusual for LTIPs to vest over a period of longer than three
years and that the majority of firms would have to make changes to current
remuneration structures.

Principle 9 — Most respondents agreed with the principle of aligning pension policies
with the firm’s business strategy, objectives, values and long-term interests. Many
sought clarity on the definition of discretionary pension benefits, in particular seeking
confirmation that this was only intended to cover discretionary pension payments that
emanated from a bonus payment (for example, if an employee wanted to waive some
of their bonus into a pension scheme).

On the proposed retention period for discretionary pensions, some respondents
suggested that the five-year holding obligation be waived in exceptional cases of early
retirement for disability, or where the enhanced pension benefit covered a death or
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disability risk. One firm commented that it was extremely important to distinguish
arrangements that should be caught under this requirement from genuine waivers
into pensions and similar approaches to appropriate retirement saving.

Principle 10 — Most respondents sought clarity on how we would expect

firms to ensure compliance with this rule. Some firms suggested that it would be
difficult to implement a robust system of monitoring compliance in practice. One
respondent suggested that one way of complying with this rule would be for a

firm to introduce a policy prohibiting the use of such hedging strategies or
insurance contracts, and taking disciplinary action where appropriate if a breach
of such policy were identified. One credit institution suggested that a simple annual
declaration from all Code Staff should be required by the rules of variable

reward schemes.

Principle 11 — Most respondents supported this principle. One trade association
requested further guidance. Their rationale was that many firms use a range of
payment structures and employment vehicles that might be deemed in breach of
this Principle, but that were not intended to avoid the Code and did not result in
increased risk for the firm. In so far as the use of these vehicles was established
market practice and the firms concerned were non-systemic, the respondent
believed that we should exercise caution when evaluating these vehicles and
provide clear guidance to firms to avoid unnecessary expense for smaller

market participants.

Our response: We have not made any changes to the draft rules for these Principles, as
there was broad agreement among respondents and the Principles are aligned with the
CEBS guidelines.

Remuneration Committees (Principle 4) - In response to the membership of Remuneration
Committees (RemCos), the handbook text now states that the chairman and members of the
RemCo must not perform any executive function of the firm.

We have given guidance in Appendix 2 on proportionality and RemCos (both generally, and
in respect of our expectations for foreign firms).

Our requirements make it clear that firms need to include measures to avoid conflicts of
interest in their remuneration policies. An example of a conflict that might arise is where
incentives are put in place to encourage the promotion of one product over another,
against the best interests of the firm’s clients. Our approach complements work that is
already underway to scrutinise reward structures for in-house sales staff, which involves
assessing whether sales incentives increase the risk of mis-selling and whether any such
risks are adequately controlled.

Government intervention (Principle 7) - These rules will only apply to firms that
receive a capital injection or a specific government guarantee (including an asset
guarantee). We do not expect this Principle to cover firms in receipt of the Credit
Guarantee Scheme (CGS).

We intend the restrictions to apply from the date at which a firm’s Board formally asks
for government capital or a government guarantee, or from the date of other specific
bespoke intervention.
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In principle, if any of the senior personnel in office at the time of the intervention remain
on the Board, it is intended that the restrictions apply until the firm has exited from
intervention. However, in practice, there may be circumstances for us to exclude those
directors from these rules where the firm returns to profit.

Pensions (Principle 9) - We do not expect firms to breach the scheme rules/laws of
other jurisdictions.

CRD3 describes discretionary pension benefits as enhanced pension benefits, granted
on a discretionary basis by a firm to an employee as part of their variable remuneration
package, which do not include accrued benefits granted to them under the terms of the
company pension scheme.

An example of a discretionary pension benefit could be: an employer-financed retirement
benefit scheme, where the benefits or contributions are defined at the discretion of the
firm by reference to the individual employee’s performance.

It should be noted that there may be other examples of discretionary pension benefits and
if firms have any further queries, they should contact their supervisor.

Avoidance (Principle 11) - The CEBS guidelines state that firms should ensure variable
remuneration is not paid through vehicles or methods that aim to avoid the requirements
of CRD3.

As set out in CP10/19, we do not expect firms to offer non-recourse loans to staff or to
set up other structures through which to pay remuneration in an attempt to avoid the
rules of the Code.

Principle 12 — Remuneration structures

This was unsurprisingly the most controversial Principle and prompted the most
debate, particularly from the firms within the extended scope who objected to the
remuneration provisions within CRD3 and the draft CEBS guidelines.

Principle 12 is a development of the current Code’s Principle 8 on remuneration
structures although it applies to all applicable Code Staff in proportionality tier one
firms.” Some of its provisions may be disapplied in relation to proportionality tier
three and four firms.

We have grouped the responses to this question into the following broad categories,
in line with how they are presented in the handbook text:

e guaranteed bonuses (including retention awards);
e leverage (ratio of fixed to variable remuneration);
® severance payments;

® issuance in shares;

e deferral; and

e performance adjustment.

Excluding those who fall under the de minimis concession.
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We asked:

Q5: Do you agree with our general approach to
remuneration structures as set out in Principle 12?

Guaranteed bonuses — Many firms did not provide specific comments on guaranteed
bonuses. Of those that did, several considered our proposals on guaranteed bonuses
to be appropriate.

Retention awards — Several respondents said that limiting or not permitting
retention awards for current employees would place existing employers at a
disadvantage when seeking to retain key talent, in particular in situations where
they wish to counter an offer of employment elsewhere. Some respondents said
that the loss of such staff could place the UK at a competitive disadvantage. Some
argued that retention awards should be permitted in certain circumstances. A few
specific technical queries were also noted.

One trade association commented that the proposed rules on limiting guarantees
would produce a ‘poacher’s paradise’ as it would incentivise firms to focus on
external hiring rather than developing and rewarding their own talent.

Leverage — Most respondents were supportive of the Code’s proposals on leverage
or had no concerns in this area. Firms were generally opposed to the setting of a
mandatory ratio of ‘fixed to variable’ remuneration. Limited Liability Partnerships
(LLPs) sought greater clarification around how a ‘fixed to variable’ remuneration
ratio would be calculated where part-ownership was involved.

Severance payments — Very few respondents provided specific comments on severance
payments. Several agreed that our proposals on severance payments were appropriate.
Nonetheless, a few issues were raised in this area. A couple of respondents did not
agree that deferring outstanding bonuses or long-term incentive plans was good
practice in all cases of severance (e.g. redundancy).

Issuance in shares — Some mutuals and other unlisted firms raised concerns about the
requirement to pay at least 50% of variable pay in the form of shares, share-linked
instruments or other equivalent non-cash instruments, as such instruments did not
exist in their case. Some asset management firms highlighted the fact that variable
remuneration was an important tool in managing and reducing risk for asset
managers as it helped them ensure that they could match base expenses against
income. There was strong agreement that there should be a proportionate approach
for relatively low risk asset- management firms that did not undertake proprietary
trading and where fees received were not subject to claw back. Additionally, many
respondents requested greater clarity about when deferral was applicable and to
what part of the remuneration package it applied.

Private equity and venture capital firms felt it would be disproportionate to apply the
proposed rules on deferral and share-based payments. They argued that carried interest
and co-investment arrangements are not strictly remuneration. However, they are
investment arrangements that feature inherent long-term deferral and risk-adjustment
characteristics, as well as distribution-based only on realised cash profits, not unrealised
accounting profits.
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Deferral — Most respondents agreed in principle with our deferral proposals. But
some were concerned that the deferral rules were too prescriptive regarding structure
and levels of award, arguing that this would put UK firms at a potential competitive
disadvantage as other jurisdictions have taken a lighter approach.

Performance adjustment — Many firms were supportive of performance adjustments

in principle. However, a number of respondents believed that the proposals to claw
back unvested bonuses in instances of poor firm performance were unjustified and
introduced excessive downside risk for employees. The majority of asset managers
believed that performance adjustment was unnecessary in their case since fund manager
remuneration was already directly linked to the performance of their portfolio.

Several large credit institutions and CAD investment firms stated that the three
instances when a firm should reduce unvested deferred variable remuneration

(as set out in SYSC 19.3.49E of the draft Handbook text published in CP10/19)
could create super-equivalence to CRD3 depending on the interpretation of other
countries, potentially putting UK firms at a competitive disadvantage.

Our response: Our approach to proportionality, including applying the provisions on
remuneration structures, is described in Chapter 3 and Appendix 2.

Guaranteed bonuses - In alignment with the CEBS guidelines, the guidance stating that
we expect firms to apply the rules relating to guaranteed bonuses on a firm-wide basis has
been strengthened.

Retention awards - We recognise the comments made about the limiting factor of
one-year awards to new hires and the argument that, under our proposals in CP10/19,
firms would not be able to match such awards offered to their staff by competitors.

SYSC 19A.3.43G states that retention awards may be granted in exceptional circumstances,
such as a corporate restructuring and where a strong case can be made for retention of
particular key staff members on prudential grounds. Proposals to give retention awards
should form part of any notice of the restructuring proposals required in accordance with
Principle 11 and the general notification requirements in SUP 15.3.

Leverage — We will align with the CEBS guidelines on leverage. Firms should set out in
their remuneration policy a maximum ratio(s) on the variable component in relation to
the fixed component. This could vary between and within firms, depending on the role(s)
of staff concerned.

Severance payments - We have not made any changes to the draft Handbook text.
In response to the comment received, the Code does not intend to prohibit severance
payments. The aim is to ensure that they do not reward failure.

Allocating the shares/share-linked component between deferred and undeferred
components of the bonus - In CP10/19 we proposed that the requirement that at least 50%
of variable remuneration consists of an appropriate balance of shares or other instruments
should apply to variable remuneration as a whole, allowing firms to decide whether shares
should form part of the non-deferred element, the deferred element, or a mixture of both.

The CEBS guidelines have, however, specified that the 50% requirement should be applied
equally to the deferred and the undeferred elements. We have provided guidance to this effect
in the Handbook text.
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Listed firms in proportionality tiers one and two will be expected to meet this
requirement. Unlisted firms in these proportionality tiers will be expected to provide
alternative instruments, and they will be able to rely on the transitional guidance giving
them until 1 July 2011 (at the latest) to prepare appropriate instruments ahead of the
2011/12 remuneration round. We will continue to discuss possible alternatives with the
relevant firms and trade associations in the early months of 2011 and if necessary, provide
further guidance on the use of these instruments in the remuneration context.

The proportionality principle means that firms in proportionality tiers three and four will
not normally be required to apply this rule to their Code Staff.

Firms which do not have shares, or those who would not be in a position to issue shares,
can apply the relevant transitional provision set out in the handbook text.

Retention period - CRD3 states that variable remuneration issued in shares or other
instruments should also be subject to an appropriate retention policy designed to align
incentives with the longer-term interests of the firm. The CEBS guidelines do not specify
a minimum retention period. However, CRD3 provides that the minimum retention period
should be sufficient to align incentives with the longer term interests of the institution.

Firms and employees should make their own arrangements to deal with the tax liability
that will arise when shares that are still subject to a retention policy vest.

Deferral - we clarify that, as stated in SYSC 19.3.46R(5) (of the draft Handbook

text published in CP10/19), the 60% requirement relates to Code Staff with variable
remuneration greater than £500,000. We have therefore not changed the draft Handbook
text in this regard in our final rule.

In response to the queries on the 60% deferral requirement for directors of significant
firms, we would expect ‘significant firms’ to include those in proportionality tier one,

subject to the de minimis concession. We would not expect the reference to ‘directors’
to include non-executive directors, and have clarified this in the final Handbook text.

We will give particular emphasis to the guidance in SYSC 19A.2.3G(3) that firms should apply
the principles relating to deferral and performance adjustment on a firm-wide basis. Deferral
policies can take account of the ‘De minimis’ concession. They should generally rise with the
leverage ratio, and with the total amount of variable remuneration being awarded.

Performance adjustment - We have not made any changes to the draft Handbook text.

Approach to proportionality

The questions on proportionality generated a high number of responses, particularly
from asset management firms and their trade associations. We will outline our
approach separately in Chapter 3 and Appendix 2.

We asked:

Q6: Do you agree with our proposals, as set out in Annex 5,
for applying proportionality at the rules level?

Several firms agreed with the proposed approach — however, a large number
requested that we provide further guidance or Handbook text that specifically
recognised the difference in business models, risks and remuneration practices
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between banks and the majority of investment firms; and provided a clear path or
gate system to help firms understand which rules they would be required to apply.

Several trade associations requested the disapplication of all rules that were
super-equivalent to CRD3 for investment firms and suggested that we waited for the
CEBS Guidelines to be published before issuing rules or guidance on proportionality.
Furthermore, some firms requested the opportunity for further consultation on
proportionality before the final rules are made.

A number of the large banks’ responses highlighted the competitive implications
of allowing their competitors to apply the Code in a more proportionate manner.
Conversely, some investment firms stated that making them apply the full Code
would disadvantage them in relation to their non-CRD3 or international peers.

Our response: We recognise the importance of this issue for the large and diverse

range of firms within the scope of the revised Code, and have carefully considered firms’
suggestions and concerns about proportionality. We have also taken into account the
CEBS guidelines. These recognise the importance of proportionality and have given clear
guidance that some rules may be ‘neutralised” for some firms. These include some of the
more prescriptive elements of our Principle 12 remuneration structure rules (i.e. deferral
and allocation into shares) and the specific requirement to have a RemCo (Principle 4).

We have devised a high-level, four-tier framework seeking to help firms understand
our expectations.

Proportionality tiers one and two are intended to include larger banks and building
societies and broker dealers that engage in significant proprietary trading/investment
banking activities. Proportionality tier three will consist primarily of small banks and
building societies, and firms that may occasionally take over-night/short-term risk with
their balance sheet. Proportionality tier four will contain firms that generate income from
agency business without putting their balance sheets at risk.

General guidance is given on this approach in Appendix 2. The proportionality tiers are
intended to help firms apply the Code in a proportionate manner that is consistent with
the CEBS Guidelines. As such, the proportionality tiers provide an indication of which of
the Code’s principles certain firms may be generally be allowed to disapply.

Q7: Which metrics and thresholds do you believe are
appropriate to determine how different firms can
apply the specific rules of proportionality?
(Please refer to Annex 5)

The most popular suggestions are listed below:

e Systemic importance — Many respondents suggested that the Code should primarily
be used to address remuneration practices at firms with systemic importance
(as was intended by CRD3) and therefore non-systemic firms, like asset managers,
should be allowed more scope to apply the Code proportionately.

*  Business model — Several respondents requested that proportionality should be
applied in a way that distinguished between the risks inherent in the business

Financial Services Authority 25



models of banks and principal traders — who take risk on to their balance sheets
— and agency brokers who focus primarily on flow business.

e Legal status — The difficulties for partnerships (including LLPs), private
companies and mutuals in issuing shares were frequently cited as a reason for
allowing firms with these legal structures to disapply the Principle 12 rule on
share-based awards. Respondents also highlighted the adverse tax implications
for partners if deferral schemes were required.

e BIPRU categorisation — Several respondents suggested that BIPRU limited
licence and limited activity firms should be allowed greater scope to apply
the Code proportionately than full scope BIPRU firms.

e FSA permissions — A number of respondents suggested that firms with
permission to (i) deal in investments as principal; (ii) take customers deposits;
and/or (iii) hold client money should require a fuller application of the Code.

e Firm size — Several respondents suggested metrics like capital resources; net
assets; liabilities; funds under management; and employee numbers may be
appropriate to determine thresholds for applying certain rules. Conversely,
a number of respondents explained why they felt it inappropriate to use
prescriptive and/or arbitrary thresholds and recommended a more tailored
approach determined by firms’ supervisors.

2.57 Some respondents suggested that a matrix containing several metrics was more
appropriate for assessing firms’ nature, scale, scope, internal organisation and
complexity than relying on one or two key metrics. It was also suggested that the
concept of proportionality should be applicable within group structures. The
following metrics were also suggested: capital adequacy; FSA enforcement history;
geographic coverage; operation of remuneration structures like co-investment
(particularly if combined with a high water mark) and carried interest;
diversification; the length of risk exposure; and independence.

Our response: When devising the metrics and thresholds for the proportionality tiers, we
took into account the need to focus systemic importance and the risk posed by different
business model types. The key metrics and thresholds we have reflected and/or applied are:
- Business model type - i.e. investment banks and credit institutions compared to
investment firms.
— BIPRU Firm status - i.e. whether the firm is a bank, building society, full-scope
BIPRU investment firm or limited licence or limited activity investment firm.
- For banks, building societies and BIPRU €730k firms that are full scope BIPRU
investment firms, specific quantitative thresholds based on the capital resources
(or in the case of third country BIPRU firms, total assets).
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Risk adjustment

2.58 This is included in the current Code and this has been a key area of focus for the
firms currently within scope of the Code.

2.59  We asked:

Q8: Do you agree with our proposed approach to
risk adjustment?

2.60  We received a good level of response from banks, asset managers and
trade associations.

2.61 Flexibility — There was overwhelming support for our proposal to maintain a
flexible approach to risk adjustment and to refrain from being too prescriptive.
Many respondents pointed out that there was no single recognised methodology
or ‘best practice’ in this area, and they felt that a firm should be allowed to tailor
its risk adjustment framework to its particular needs, taking account of the scale
and complexity of its business. Respondents also pointed out that the firm’s culture
should be taken into account, as it could go some way to addressing excessive risk
taking. Several respondents emphasised the need to avoid a ‘one size fits all’
approach, pointing out that the concept of risk adjustment would be different
for asset managers and partnerships (more details in the comments below).

2.62 Practical implementation — Several respondents commented that, in practice, it
would be difficult to define exactly how risk adjustment should be implemented.
The respondents recognised that risk adjustment could be a highly subjective
process involving considerable assumptions regarding the nature of risk in each
firm. The quantitative aspect in particular could be difficult to address. One
respondent pointed out that the process of determining the bonus pool ‘is rarely
entirely formulaic or based on a single metric’ but involves ‘a more holistic view
of company performance.” Another respondent pointed out that as there was no
defined approach, there would be considerable scope for inconsistency.

2.63  Application of the rules to non-banks — A number of respondents questioned how
this principle would apply to asset managers and firms that are structured as
partnerships. Regarding fund managers, one respondent noted that the fund
manager/fund relationship is an agency relationship, and the risk that portfolio
managers can take is set by the fund’s mandate and not the fund manager. The
respondent argued that therefore it would not be proportional to apply this aspect
of the Code to asset-management firms. Regarding partnerships, one respondent
remarked that it was not clear how profits could be adjusted for risk before they
were credited to partners. As the partners were also the owners, transferring risk to
Code Staff employees would in fact transfer risk away from the partners.
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Our response: Our expectations, as set out in SYSC 19.3.22 to 19.3.28 of the draft Handbook
text (as published in CP10/19), are not significantly changed from the expectations in the
final Handbook text.

They set out the requirement for firms to ensure that any measurement of performance
used to calculate a pool, or pools, of variable remuneration should include adjustments
for all types of current and potential risks and take into account the cost and quantity
of the capital employed and the liquidity required.

Part of the purpose of this is to meet the explicit requirements of CRD3 that firms should
take account of the cost of capital in the calculation of their compensation pools, and
ensure that adequate risk-adjusted returns are explicitly allocated to their shareholders
before distribution of variable compensation.

We will apply a proportionate approach to risk adjustment requirements in CRD3, with
our highest expectations concentrated on firms within proportionality.

Transitional arrangements

We are required to implement CRD3 by 1 January 2011, and CRD3 does not
contain transitional provisions. It contains provisions that require it to be applied, in
certain circumstances, to contracts concluded before 1 January 2011 and in relation
to services provided in 2010 (for the detail, see SYSC 19A.1.3R to 19A.1.5R). We
have, while having regard to proportionality, decided to retain the transitional
guidance given in the draft Handbook text published in CP10/19

We asked:
Q9: Do you agree with our proposed transitional
arrangements for implementation of the amended Code?
Relatively few respondents answered this question. Of those that did, the

overwhelming majority thought that the transitional arrangements did not allow
sufficient time for firms to implement the Code, particularly given the timetable for
the publication of the final rules and CEBS guidance. Some respondents suggested
that regulators should adopt a consistent approach and that the UK should not
adopt a rules-based approach ahead of other regulators potentially putting the

UK at a competitive disadvantage.

Some respondents suggested that transitional arrangements should be extended for
a period of 12-18 months. Others suggested that implementation should be aligned
with the implementation of Solvency II and AIFMD, which would allow time to
amend existing schemes. Others suggested that implementation should coincide
with a firm’s financial year-end.

Some respondents also raised concerns about the impact of the rules on employment
contracts, where CP10/19 indicates that firms should renegotiate contracts that will
not comply. Respondents thought this would be difficult to do and could create
potential for legal challenge.
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Our response: For firms that are not subject to the current Code which came into effect on
1 January 2010, we are keeping the transitional guidance proposed in CP10/19 relating to
remuneration structures. Such firms will need to comply with requirements on remuneration
structures (Principle 12) as soon as reasonably possible and in any event by 1 July 2011 -
providing time for firms that reasonably need it to prepare for the new requirements ahead
of the 2011/12 remuneration round.

We also intend to keep the transitional guidance relating to the requirement to pay 50%
of variable remuneration into shares or other non-cash instruments. This will give relevant
firms time to consider alternative instruments, and we will engage with both the firms and
the relevant trade associations during this time.
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3.5

Further explanation of
our policy

This Chapter provides additional detail on how we will apply the revised Code to
individuals, firms and groups. It also gives more explanation on other policy issues
and further detail on our approach to proportionality.

Applying the Code to individuals — Code Staff

We received a number of queries regarding the minimum time period required to
qualify as a Code Staff. 19.3.6G(1)(e) in CP10/19 stated that someone who is Code
Staff for any part of the year should be considered Code Staff at the year-end. The
following paragraphs now provide clarification in this area.

The general position is that a person who has been Code Staff for any part of the
year will be treated as Code Staff, and should, in particular, be entered in the firm’s
record of Code Staff. However, for those persons who have only been Code Staff for
part of the year, we consider that having regard to proportionality, some provisions
relating to remuneration structures should either be disapplied or applied to only a
proportion of variable remuneration. The approach depends on the length of time
that the individual was a Code Staff in relation to the performance year in question.

For example, if an employee has been a Code Staff for no more than three months,
they would not be expected to apply the rules on deferral, issuance in shares and
performance adjustment in relation to variable remuneration for that year (unless a
special sign-on or retention award had been paid, in which case the employee is to
be treated in the same way as someone who had been Code Staff for more than
three months). Whether or not the restrictions on guaranteed variable remuneration
apply depends on whether or not the part-year Code Staff are treated as ‘de minimis’
(as modified to apply to the case of part-year Code Staff).

If an employee has been Code Staff for more than three months of the performance
year, then a two-stage process applies. The first stage is to work out whether the
employee is treated as de minimis (as modified to apply to the case of part-year Code
Staff). Where an employee is not de minimis, the restrictions on guaranteed variable
remuneration apply. The rules on deferral, issuance in shares and performance also
apply to such an employee, but only for a proportion of the employee’s variable
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remuneration for that year.'” The detailed guidance on this approach is set out in the
general guidance in Appendix 2.

As a general requirement, firms should identify all persons who were Code Staff for
any part of the year, stating how long they were Code Staff.

If an employee is no longer employed by the firm at the end of the performance
year, it is unlikely that they will receive variable remuneration for that year (and
accordingly there will be nothing to apply the rules on deferral and issuance in
shares to). However, firms should expect us to review whether such individuals
received, for example, inappropriate discretionary severance pay on leaving the
firm or interim bonus payments before their departure, to ensure that such awards
comply with the Code.

Parent SIFs

For a UK-headquartered group, all SIFs, regardless of where they are based, should
normally be included in a firm’s list of Code Staff.

For risk takers and SIFs that are employed by a branch or subsidiary based in the UK,
but where the individual is located overseas, whether they should be included as Code
Staff will depend on the extent to which they are in a position to have a material
impact on the risk profile of the UK entities. We will have close regard for cases of
possible avoidance, i.e. where an individual may have been relocated to avoid the
impact of the Code. However, we may consider cases for exemption where the
individual has global responsibilities, and where the UK entities form only a part

of those responsibilities.

Applying the Code proportionately

A central element of the implementation of CRD3 is extending the scope of the Code.
From 1 January 2011, the population of firms subject to the Code will incorporate all
banks and building societies and CAD investment firms. The Code is also applied to
third-country BIPRU firms, but only in relation to activities conducted from
establishments in the UK.

Regulatory authorities can apply a proportionate approach to implementing the
CRD3 remuneration provisions to this diverse population of firms. The CEBS
guidelines recognise that the aim of the proportionality principle is to match
remuneration policies and practices with the individual risk profile, risk appetite and
the strategy of the institution, so that the objective of the CRD3 principles are more
effectively achieved. This proportionality principle is set out in SYSC 19A.3.3R(2):

‘When establishing and applying the total remuneration policies for
Remuneration Code Staff, a firm must comply with this section in a way

Or the whole variable remuneration, in the case of a new joiner where the variable remuneration awarded only
applies to the part of the year during which the new Code staff worked at the firm.
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3.14

3.15

3.16

3.17

and to the extent that is appropriate to its size, internal organisation and
the nature, the scope and the complexity of its activities.’

The effect of the proportionality principle is that not all firms have to give
substance to the remuneration requirements in the same way and to the same
extent. Proportionality operates both ways: some firms will need to apply more
sophisticated policies or practices in fulfilling the requirements; other firms can
meet the requirements in a simpler or less burdensome way. The CEBS guidelines
give clear guidance that some rules may be ‘neutralised’ for some firms — see
paragraph 3.23 — and that proportionality can also operate among different
categories of staff — see paragraph 3.37 on ‘de minimis’.

As discussed in Chapter 2, following our consultation, we have carefully considered
firms’ suggestions and concerns about proportionality. In response we have devised
a high-level, four tier proportionality framework that firms should use as a starting
point for understanding our expectations. When devising the metrics and thresholds
for the tiers, we took into account the need to focus on systemic importance and the
risk posed by different business model types.

Proportionality tiers one and two are intended to include larger banks and building
societies; and broker dealers that engage in significant proprietary trading/
investment banking activities. Proportionality tier three will consist primarily of
small banks and building societies, and firms that may occasionally take over-night/
short-term risk with their balance sheet. Proportionality tier four will contain firms
that generate income from agency business without putting their balance sheets

at risk.

While this differentiated approach is rationalised by CRD3’s recognition of
proportionality, we need to ensure we treat similar firms in a similar fashion. This is
relevant, for example, to competition between stand-alone asset managers and those
employed by banks. Therefore, we do not intend to apply this framework rigidly to
all firms. There will be a degree of flexibility in how we apply the boundaries
between the tiers to allow us to have regard to firms’ specific risk characteristics.

This four tier framework and its operation is explained in detail in the ‘General
Guidance on Proportionality: The Remuneration Code (SYSC 19A) & Pillar 3
Disclosures on Remuneration (BIPRU 11)’ as contained in Appendix 2. This
information is general guidance (given under section 157 of FSMA). We recognise
that this policy position will evolve as the CRD3 remuneration provisions are applied
across the EEA and as other European Directives (i.e. AIFMD and Solvency II) come
into force. As such, we intend to review the metrics and thresholds chosen to ensure
their continuing relevance and to enable greater alignment within the EEA.

The proportionality tiers are intended to help firms adhere to the Code in a manner
that is in line with the CEBS guidelines and that provides an element of consistency

in application between firms. As such, this framework provides a means of giving:

an indication of which of the Code’s rules certain firms may be allowed to neutralise;
clarity on our expectations for disclosure of remuneration (see PS10/21); and, to some
extent, the tiers will delineate the intensity of our supervisory approach (in conjunction
with our ARROW Framework).
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3.18

3.19

3.20

3.21

3.22

11
12

Applying the proportionality tiers

To determine the standards a firm will be expected to adhere to, it should first
establish into which tier it will fall. Firms that are not part of a group, or that are
the only entity caught by the Code within a group, will fall within the tier that
corresponds with that firm’s individual circumstances. Firms that are part of a group
containing one or more other firms that are also caught by the Code will fall into
the highest proportionality tier!! of those entities (based on those firms’ solo
positioning), however see paragraph 3.22.2 for further details.

The following criteria are used as the basis of the tiering framework at the
individual firm/solo level.

3.19.1 Proportionality tier one firms — Banks and building societies with capital
resources'? exceeding £1bn; BIPRU €730k firms that are full-scope BIPRU
investment firms with capital resources exceeding £750m; and all third
country BIPRU firms with total assets (for the branch) exceeding £25bn.

3.19.2 Proportionality tier two firms — Banks and building societies with capital
resources between £50m and £1bn; BIPRU €730k firms that are full-scope
BIPRU investment firms with capital resources between £100m and £750m;
and all third country BIPRU firms with total assets (for the branch) in
excess of £2bn.

3.19.3 Proportionality tier three firms — Any bank, building society and full scope
BIPRU investment firm that does not fall within proportionality tiers one or
two; and all third country BIPRU firms that do not fall into proportionality
tiers one, two or four.

3.19.4 Proportionality tier four firms — All limited licence and limited activity
firms (including third BIPRU firms with equivalent permissions).

Please see the ‘General Guidance on Proportionality (Appendix 2) for examples of
how firms within groups may determine their placement within the tiers.

The main metric that differentiates between tiers one to three is based on capital
resource thresholds. However, this approach cannot easily be applied to third
country BIPRU firms which operate in the UK through branches. Branches do not
have capital resources (unlike the whole firm, whose capital resources are unlikely to
provide a true reflection of the scale of the activities conducted in the UK branch).
Therefore, we are using a total assets metric (based on the total assets of the branch
not the firm) to provide an indication of which tier these firms should fall into.

As stated previously, the tiers only provide, in general guidance, a starting point for
firms to understand our general expectations for what constitutes adherence to the
Code. Where appropriate, we are able to give individual guidance to firms. Therefore
it is important to note the following:

Where proportionality tier one is the highest; and proportionality tier four is the lowest.
Where ever the term ‘capital resources’ is used within the criteria for the different proportionality tiers, it refers to the
amount held on the firm’s last accounting reference date, and bears the definition given in the Handbook Glossary.
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13
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3.22.1 There will be a degree of flexibility in how we apply the boundaries
between the tiers to allow us to have regard to firms’ specific
risk characteristics.

3.22.2 If a firm believes that the solo firm, the group or an entity within the group
should fall into a lower tier than the one determined by the general guidance
on proportionality tiers, the onus is on the firm to provide a suitable rationale
to its supervisors. We will then determine whether to issue individual
guidance to vary the firm’s tier.'?

3.22.3 Similarly, if we determine that a firm should fall into a higher tier, individual
guidance may be issued to this effect. For example, if a tier three bank is
known to be aggressively expanding, we may give individual guidance that
the firm should apply the Code at the tier two level of proportionality, to
ensure the firm puts a greater focus on aligning remuneration with effective
risk management.

Our expectations for compliance for each tier

The CEBS guidelines give clear guidance that some rules may be ‘neutralised’ for
some firms. The guidelines also state that proportionality can operate among
different categories of staff. The following tables summarise how we expect this
guidance to relate to different tiers.

TIER ONE
Tier one Banks and building societies with capital resources' exceeding £1bn;
definition BIPRU €730k firms that are full scope BIPRU investment firms with capital

resources exceeding £750m; all third country BIPRU firms with total assets
(for the branch) exceeding £25bn.
Applying the All of the Code’s rules are to be applied by all tier one firms, except in the
Code to firms | case listed below:
¢ Principle 4 — Governance - SYSC 19A.3.12R - Remuneration
Committee (RemCo)
It may not always be necessary for a firm with an overseas parent to
establish a RemCo solely for the UK entity. We will, however, want to ensure
that the UK governing body sufficiently oversees the remuneration policies
of the UK entities and has the capability to act in an independent manner.

Applying Firms can apply the ‘de minimis’ concession® for specific Code Staff whose
the Code to remuneration is below certain thresholds relating to total remuneration
individuals and leverage.

Supervision Remuneration policies and practices within in tier one firms will be subject to

annual review — see Chapter 4 for further details.

The FSA’s policy on individual guidance is set out in SUP 9, and firms should in particular note the policy on what
the FSA considers to be a reasonable request for guidance.

Where ever the term ‘capital resources’ is used within the criteria for the different proportionality tiers, it refers to the
amount held on the firm’s last accounting reference date, and bears the definition given in the Handbook Glossary.
SYSC 19A.3.34 G (1) — The FSA would not generally consider it necessary for a firm to apply the rules on:
guaranteed variable remuneration; retained shares or other instruments; deferral; and performance adjustment;
where in relation to an individual, total remuneration is no more than £500,000 and variable remuneration is no
more than 33% of total remuneration.
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Tier two
definition

Applying the
Code to firms

Applying
the Code to
individuals

Supervision

Tier three
definition

Applying the
Code to firms

Applying
the Code to
individuals

Supervision

TIER TWO

Banks and building societies with capital resources between £50m and £1bn;
BIPRU €730k firms that are full scope BIPRU investment firms with capital
resources between £100m and £750m; and all third country BIPRU firms with
total assets (for the branch) between £2bn and £25bn.

All of the Code’s rules are to be applied by all tier two firms, except in the
cases listed below:

¢  Principle 4 - Governance - SYSC 19A.3.12R - Remuneration Committee
It may not always be necessary for a firm with an overseas parent to
establish a RemCo solely for the UK entity. We will, however, want to ensure
that the UK governing body sufficiently oversees the remuneration policies
of the UK entities and has the capability to act in an independent manner.
®  Principle 12 — Remuneration structures — SYSC 19.3.47R -
Retained shares and other instruments
Firms such as building societies and unlisted firms may be able to
demonstrate that it is inappropriate for them to use alternative
instruments to shares. Individual guidance should generally be sought.
Tier two firms can apply the ‘de minimis’ concession for all Code Staff with
qualifying remuneration structures.

All tier two firms will be required to submit an annual data return.
Remuneration policies and practices will be reviewed in line with ARROW risk
assessment schedules or via thematic reviews - see Chapter 4 for further details.

TIER THREE

Any bank, building society and full scope BIPRU investment firm that does
not fall within proportionality tiers one or two; and all third country BIPRU
firms that are not in proportionality tiers one, two or four.
We generally consider that the following Code rules may be disapplied by all
firms in tier three:
®  Principle 4 - Governance - SYSC 19A.3.12R - Remuneration Committee
However we consider it to be desirable, particularly for larger firms, to have
a RemCo.
® Principle 12 — Remuneration structures:
° SYSC 19A.3.47R - Retained shares and other instruments
° SYSC 19A.3.49R - Deferral
However we encourage firms to consider using these deferral techniques
on a firm-wide basis to ensure the alignment of their remuneration
practices with effective risk management.
o SYSC 19A.3.51R and SYSC 19A.3.52E - Performance adjustment

We would normally consider it appropriate for the firm to disapply the above
rules, while having regard to proportionality.

The ‘de minimis’ concession applies to tier three firms (although in view of
proportionality, it may be relevant only in relation to the restrictions on
guaranteed variable remuneration).

All tier three firms will be required to submit an annual data return.
Remuneration policies and practices will be reviewed in line with ARROW
risk-assessment schedules or via thematic reviews - see Chapter 4 for
further details.
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TIER FOUR

Tier four All limited licence and limited activity firms (including third country BIPRU
definition firms with such permissions).
Applying the We generally consider that the following Code rules may be disapplied by all
Code to firms | firms in tier four:
® Principle 4 - Governance - SYSC 19A.3.12R - Remuneration Committee
However we consider it to be desirable, particularly for larger firms,
to have a RemCo.
e  Principle 12 - Remuneration structures:
o SYSC 19A.3.44R - Leverage
We would normally consider it appropriate for limited licence and
limited activity firms to disapply this rule, as anticipated in the
CEBS guidelines.
o SYSC 19A.3.47R - Retained shares and other instruments
° SYSC 19A.3.49R - Deferral
However we encourage firms to consider using these deferral techniques
on a firm-wide basis to ensure the alignment of their remuneration
practices with effective risk management.
° SYSC 19A.3.51R and SYSC 19A.3.52E - Performance adjustment

We would normally consider it appropriate for the firm to disapply the above
rules, while having regard to proportionality.

Tier four firms will also be able to take into account the specific features

of their types of activities when adhering the following requirements:

e  Principle 8 - Profit-based measurement and risk adjustment

®  Principle 12 - Remuneration structures — SYSC 19A.3.38R -
Multi-year framework

Applying The ‘de minimis’ concession applies to tier four firms (although in view
the Code to of proportionality, may be relevant only in relation to the restrictions on
individuals guaranteed variable remuneration).

Supervision All tier four firms will be required to submit an annual data return -

see Chapter 4 for further details.

3.24 Where numerical criteria have been set within specific rules — for example,
SYSC 19A.3.49R requires deferral of a minimum of 40% or 60% of variable
remuneration for Code Staff — there is no scope to use the proportionality
principle to lower the specified levels.

Firms to consider proportionality in their
individual circumstances

3.25 It is primarily the responsibility of the firm to assess its own characteristics and to
develop and implement remuneration policies and practices which appropriately
align with the risks faced and provide adequate and effective incentives to its staff.
Therefore, we are not expecting all firms to adhere to the remuneration requirements
in the same way and to the same extent, i.e. there is no ‘one-size fits all’ approach.
For this reason, the proportionality tiers only provide a starting point, rather than
comprehensive guidance on how individual firms can adhere to the Code.

3.26  There are some principles within the Code that require firms to review the wording
and associated implementation of remuneration policies to ensure they in line with
effective risk management — for example, Principles 1, 2 and 3. It is our view that
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3.27

3.28

3.29

3.30

3.31

3.32

3.33

most firms should already be able to identify ways in which their current policies
meet these requirements and we believe that addressing any identified shortfalls
should not prove to be particularly onerous.

We recognise that some principles will be more relevant to certain firms — for
example, Principle 7 will only be relevant to firms that have received exceptional
government intervention.

For other principles, regardless of the four tier framework, our expectations of what
constitutes compliance will take into account firms’ size, internal organisation and
the nature, scale and complexity of their activities. Therefore, within tiers there will
be some firms that will be expected to apply more sophisticated policies or practices
to fulfil the requirements, while others can meet the requirements in a simpler or less
burdensome way.

This is explained further in the example provided in Part D of the ‘General Guidance
on Proportionality: The Remuneration Code (SYSC 19A) & Pillar 3 Disclosures on
Remuneration (BIPRU 11)” which highlights our expectations for complex investment
banks to apply more sophisticated risk adjustment techniques (Principle 8) when
compared to a mortgage and savings bank or a building society.

Another example is SYSC 19A.3.14R, which requires that firms: ‘ensure that employees
engaged in control functions (1) are independent from the business units they oversee;
(2) have appropriate authority; and (3) are remunerated: (a) adequately to attract
qualified and experienced staff; and (b) in accordance with the achievement of the
objectives linked to their functions, independent of the performance of the business
areas they control’. Our expectations of what constitutes compliance with this rule

will be different for large, complex firms compared to smaller, less sophisticated firms.

In general, we do not expect tier four firms to find compliance with the Code to be
particularly onerous. However, there may be some areas of the Code, for example
Principle 3 (i.e. conflicts of interest) where we will conduct further work to consider
what is appropriate for different sectors, particularly asset management.

Further guidance

We intend to work with various trade associations in 2011 to consider whether
further guidance would help firms in different sectors understand our expectations
for compliance for each of the Code’s principles.

Applying the Code to non-EEA branches

Third country BIPRU firms which conduct activities from UK establishments (third
country branches) fall within the scope of the Code. As explained in the previous
section, our general approach to proportionality will use firms’ capital resources as the
main basis for dividing them into proportionality tiers. Given that branches do not
have their own capital, another basis for that division is needed in the case of third
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3.34

3.35

3.36

3.37

3.38

3.39

3.40

3.41

country branches. Having considered several options, we plan to use a branch’s total
assets as the measure. For the first year, branches will be asked to identify which tier
they fall into by calculating their total assets, where appropriate using the method
already followed for the completion of FSA044. We will consider a revised approach
during 2011, given that FSA044 is being discontinued at the end of 2010.

All branches that are limited licence firms or limited activity firms will fall within tier
four on a solo basis. For other branches, those with total assets exceeding £25bn will
fall into tier one, those with total assets less than £25bn and exceeding £2bn in tier
two, and those with assets of £2bn or less in tier three. For branches that are part of
wider groups, the process for applying the proportionality framework to groups is
explained in paragraph 3.18.

Other policy issues

Definition of remuneration

The CEBS guidelines consider remuneration to include fixed or variable remuneration,
in the form of monetary payments or benefits (including carried interest).

We would expect variable remuneration to include commission — however, we would
not expect this to apply to large numbers of Code Staff.

Remuneration structures
De minimis
This provision applies to the application of the rules on Remuneration structures.

For the avoidance of doubt, the guidance (now moved to Principle 12) requires that
both conditions have to be met for ‘de minimis’ to apply. Further guidance is given
on how ‘de minimis’ applies to part-year Code Staff, as noted above, in Appendix 2.

Issuance in shares

We recognise that a number of firms within the scope of the Code will not be in
a position to issue shares, either because they are not listed or there is no market
price available.

In these cases, alternative instruments which reflect the firm’s value and have the
same intended effect as share-based instruments may be used.

As stated in Chapter 2, we will continue to discuss possible alternatives to share-linked
instruments with the relevant firms and trade associations in the early months of 2011
and, if necessary, provide further guidance on the use of these instruments in the
remuneration context.
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3.43

3.44

3.45

3.46

Alternative capital instruments

We recognise that awarding deferred variable remuneration in the form of shares
(or instruments that are directly linked to share prices), does not always provide an
effective link between the structure of a remuneration award and risk adjustment.
Firstly, deferred shares can, in certain circumstances, provide an incentive to
increase risk taking to boost the share price. Secondly, an award in deferred shares
provides only an imperfect link between an individual’s risk behaviour and the
long term performance of the firm as a whole, especially for middle-ranking staff
within larger institutions.

CRD3 asks CEBS to specify alternative capital instruments that adequately reflect
the credit quality of credit institutions for use in deferred variable remuneration.
Guidelines regarding hybrid capital instrument published by CEBS in 2009 are
relevant to this work, but further work is needed to provide clear guidance on
how such instruments could be used in the remuneration context. We will
encourage the CEBS working group on remuneration should undertake further
work on this subject.

We will also monitor regulatory and market developments regarding alternative
instruments. If needed, we will also provide further guidance on the use of these
instruments in the remuneration context.

Voiding provisions

In CP10/19, we proposed to apply voiding provisions only to a limited number of
rules (prohibiting certain forms of remuneration, namely the restrictions relating
to guaranteed variable remuneration, deferral and replacing payments recovered
or property transferred under void agreements). We are maintaining our approach
in this respect. However, we do intend to limit the range of firms to which the
voiding provisions apply. For 2011 we are including a transitional provision, such
that voiding under the new Code will only apply to firms which were within the
scope of the current 2010 Code. During 2011 we intend to bring forward a new
limiting provision on voiding, such that voiding will only apply to firms broadly
equivalent to proportionality tier one.

We have given guidance on the proportionate application of certain rules to
part-year Code Staff (in Appendix 2). On voiding, the basic de minimis provision
applies (in SYSC 19A.3.54R(3)). Although the additional guidance on part-year
Code Staff may mean that the de minimis rule will operate more generously in
the context of voiding and part-year Code Staff, we think a clear limit in relation
to voiding is preferable.
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CEBS guidelines on remuneration policies and practices

3.47 The final CEBS guidelines on remuneration policies and practices were published
on 10 December 2010. We have made a number of changes to the Code to reflect
the guidance provided by CEBS. We strongly recommend that firms read the
guidelines and take it into account.
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4.1

4.2

4.3

4.4

4.5

Implementing the Code

Introduction

This chapter provides more information about how we expect firms to adhere to
the revised Code. We set out the timing and transitional issues and what action we
will expect firms to have undertaken by 1 January 2011 for each of the Principles.

Finally, we outline the supervisory approach we shall be taking for firms in the scope
of the Code.

What we will expect by the implementation date

We recognise that the timeframes for implementing CRD3 have been and remain
extremely short, in view of the fact that the text of the Directive was only agreed
in early July 2010 and necessitated local consultation before implementation.

Firms subject to the current Code

We have already explained to the firms that are already subject to the current Code,
that we expect full compliance with the revised Code from the implementation date.
A substantial majority of the revised Code’s rules are the same or very similar to the
rules and provisions in the current Code, and we have already held discussions with
most of these firms during the fourth quarter of 2010.

We have put in place transitional guidance to allow firms within the scope of the
present Code up to six months, where necessary, to comply with the requirement
to pay at least 50% of variable remuneration in shares or other instruments.

Firms coming into scope

For firms that are coming into scope for the first time, we have also put in place
transitional guidance, which will allow additional time where necessary to prepare
for implementing the rules relating to remuneration structures (Principle 12).

Our approach to proportionality, set out in Chapter 3 and Appendix 2, will result
in different expectations for compliance depending on a firm’s position in the
proportionality structure.
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4.6

4.7

4.8

4.9

4.10

Our approach to the rules and guidance within the Principles of the revised Code
will be as follows:

e Principles 1 to 6, 9,10 and 11 — We will expect all firms to be broadly
compliant with these rules from 1 January 2011. Any shortfalls should be
identified and a time specific plan prepared to rectify them should be in place
by the end of January.

e Principle 7 — This will apply only to firms in receipt of government assistance,
as set out in Chapter 2.

e Principle 8 — We will expect firms in proportionality tier one to be ready to
apply risk-adjustment techniques to bonus pools with effect from 1 January.
Other firms will need to be able to demonstrate, in line with our approach
to proportionality, that they have considered the impact of future risks and
uncertainties on their bonus pools, and ensure that these are taken into
account when determining future bonus pools. This will be reviewed as
part of our ongoing supervisory programmes.

e Principle 12 — Firms coming into scope for the first time need to have made the
changes to remuneration structures necessary to comply with these rules by
1 July 2011 at the latest, in accordance with the transitional guidance set out
in SYSC TP3 of the Handbook.

Supervisory approach

We set out some ideas for our supervisory approach in paragraphs 4.12 to 4.16
of CP10/19. The approach that we have decided to follow differs slightly but not
fundamentally from that set out in the CP.

As set out in CP10/19, our starting point for all firms in scope will be a requirement
to submit an annual data return that sets out aggregate data on their remuneration
policies and practices, and also a certification that the firm’s remuneration policies
are compliant with the Code. We will use the data to review whether the firm’s
policies and practices warrant further investigation, either as part of a supervisory
programme or by including the firm in a thematic review. We will also use the data
to enable us to submit aggregate data which we will be required in due course to
supply to the European Banking Authority (EBA), the successor body to the
Committee of European Banking Supervisors (CEBS).

It is likely that we will ask firms to supply this data return during the second half
of 2011. The data will be based on 2010/11 remuneration awards, where relevant.

At the same time, all firms will be expected to prepare a Remuneration Policy
Statement (RPS), which records the firm’s self-assessment of compliance with the Code.
The RPS should be reviewed and approved by the firm’s Remuneration Committee, or
equivalent body with responsibility for remuneration policies. It should be revised
annually to take account of any changes in policies, practices or procedures, and the
changes should be approved by the Remuneration Committee or the equivalent body.
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4.11

4.12

4.13

4.14

4.15

4.16

A proportionate approach will be taken, both to the content of the RPS and to our
review of it. Proportionality tier one firms will be asked to complete a more detailed
RPS, and to submit it to us at an appropriate time ahead of their year-end. Firms in
proportionality tiers two, three and four will be asked to prepare a less detailed RPS,
on the basis of a questionnaire/template. We will expect the Remuneration Committee
or the equivalent body to have reviewed and approved it. Firms should keep the
document up-to-date, and we may request a copy at any time. It is likely to be
requested, for example, as part of the documentation ahead of an ARROW assessment,
or as part of a thematic review. Firms may also need to use it to complete an ICAAP.

Further consultation and dialogue with firms and
other regulators

We are arranging presentations on the revised Code in mid-January. Further details
on these presentations will be provided in due course.

As mentioned in Chapter 3, we will be willing to engage in further discussions with
trade associations representing firms in proportionality tiers three and four about
applying proportionality. If the industry wishes, we will cooperate with the associations
to produce industry guidance.

We will also engage with the relevant trade associations in discussions on appropriate
alternatives to shares, to meet the requirements of SYSC 19A.3.47R. This issue is
relevant for firms that do not have shares, or whose shares are unlisted, taking
account of the proportionality provisions, and of the relevant transitional provisions.

We will continue to engage closely with our EU colleagues, both bilaterally and
via CEBS/EBA, to ensure a consistent application of the Directive to the extent
possible. CEBS has planned to carry out an implementation study towards the
end of 2011 to assess convergent application of the CRD3 and CEBS guidelines
provisions on remuneration across the EU.

Beyond the EU, we will continue to liaise closely with other G20 regulatory
authorities. As noted in Chapter 1, an FSB working group will be reviewing the
implementation of the FSB standards, by regulatory authorities and by major firms,
during the first half of 2011.
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Annex 1

List of respondents
to CP10/19

Aberforth Partners

Addleshaw Goddard LLP

Adelante Asset Management Limited

Aegon Asset Management Uk

Affiliated Managers Group

Albion Ventures LLP

Alternative Investment Management Association
Artemis Investment Management LLP
Association of British Insurers

Association of Finacial Markets in Europe
Association of Financial Mutuals

Association of Foreign Banks

Association of Independent Financial Advisers
Association of Private Client Investment Managers and Stockbrokers
Aviva plc

Axa Investment Managers

Bache Commodities Limited

Baille Gifford

Bank of New York Mellon

Barclays plc

BDO LLP

Berwin Leighton Paisner
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BlackRock Group Limited

BlueCrest Capital Management (UK) LLP
Brewin Dolphin Limited

British Bankers’ Association

British Private Equity & Venture Capital Association
Building Societies Association

C. Hoare and Co.

Canaccord Genuity Limited

Canada Life Limited

Capita group

Capital International

CFA Society of the UK

Chartered Institute for Securities & Investment
Chi-X Europe

Chris Burgoyne

City HR Association

Clifford Chance

Co-operative Financial Services

Cofunds Limited

Col