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RESPONSE TO CONSULTATION PAPER ON DRAFT GUIDELINES ON SOUND REMUNERATION POLICIES

4 JUNE 2015

1. Introduction

We appreciate the opportunity to respond on the EBA’s draft guidelines on sound remuneration policies under Article 74(3) and 75(2) of Directive 2013/36/EU and disclosures under Article 450 of Regulation (EU) No 575/2013 (the “Guidelines”).

Tapestry is a specialist law firm focussing in the area of global incenitives and remuneration. Tapestry work with many of the world’s largest financial services businesses inculding global banks headquatered around the world including the US, the EU and Australia. We also advise many other global financial services businesses including asset management businesses, brokers, dealers, invesment management businesses and other financial market institutions. Tapestry is regulated by the UK's SRA, solicitors regulatory authority.  We participate in a range of industry organisations including the Global Equity Organisation, ifsProshare, the European Centre for Employee Share Ownership and the Chartered Institute of Personnel and Development with a view to contributing to the development of regulations at they affect remuneration.
2. Overarching key issues and areas of concern

It is in our view helpful to have a clear set of guidelines which operate on a similar basis to enable remuneration practices to be consistent where appropriate. However the Guidelines, in our view are overly complex and in places unclear and may give rise to unintended consequences.  We have set out Tapestry’s main concerns with the Guidelines, which span several of the topics raised by the specific consultation questions. 

Tapestry feel the following areas need to be reviewed and amended prior to the finalisation of the Guidelines:

2.1
The Guidelines are overly prescriptive: In our view the Guidelines have been drafted in an overly prescriptive way which will add unnecessary operational complexity. We understand that the EBA want to ensure that the remuneration requirements are applied in a uniform manner throughout the EU. However, the inflexibility will restrict the competent authorities within each member state from operating the necessary flexibility they need to regulate the various organisations they deal with. For example the requirement to establish a remuneration committee at each level of an entity fails to recognise the varying group structures and governance practices of different institutions. We have tried to provide further examples of this unnecessary complexity throughout this response.

In some areas the draft Guidelines are unclear, inconsistent with other rules, conflict with national employment law and are over bureaucratic. We hope that the final guidelines will adopt a more pragmatic approach wherever possible.

2.2
Proportionality Principle:  The main concern is with the extension of all aspects of CRDIV to all businesses covered by the directive.   It is essential to ensure that the CRDIV requirements should be applied proportionality to mitigate the impact of the directive on smaller, non-complex firms. The consequences of extending the requirements to those smaller businesses is likely to increase their employment costs and make them less responsive to cut costs when needed. As drafted, without the proportionality principle, the Guidelines will result in a large number of additional individuals falling within the scope of the remuneration regulations. For many of these individuals who have very low levels of variable remuneration it is not appropriate to utilise the strict remuneration structures required by the directive. The draft Guidelines, without the proportionality principle, will also mean many subsidiaries of a group that are not currently caught by these requirements will be subject to CRD.

We feel that this extension to the scope of the CRD and the effective removal of the proportionality principle is beyond the authority that the EBA have to implement CRD. In our view the CRDIV clearly contemplated the use of proportionality, Article 92 for example states that competent authorities should ensure compliance with the principles “…in a manner and to the extent that is appropriate to their size, internal organisation and the nature, scope and complexity of their activities.” CRDIV also states that the principles set out in Article 94 should be applied “in addition to those set out in Article 92” therefore there is no reason why these principles should not have proportionality applied to them also.

We see no benefit in removing the proportionality principle. It will result in an unequal market between in-scope and out of-scope firms. It will also generate a huge administrative burden for firms operating within Europe.

We do not agree with the legal opinion of the European Commission. In our view the proportionality principle should be retained as it enables the regulators of each member state to apply the rules appropriately taking into account the size, complexity, activities and the extent of an individual’s ability to expose the business to material risk, as envisaged by CRDIV. As drafted the Guidelines will create minimum standards that fail to acknowledge the distinctions of firm specific circumstances. In our view a one size fits all approach is not envisaged by CRDIV, nor is it appropriate.
2.3
Long Term Incentive Plans (LTIP): Institutional investors encourage the use of long term incentives which use future looking performance conditions set over a 3 or 5 year time horizon to focus senior executives’ attention on the future performance and success of the business in the long term.  Institutional investors like to see a balance of fixed remuneration, short term bonuses and longer term incentives and with the emphasis on the longer term incentives. In our view the proposal in the Guidelines that the valuation of an LTIP award should be measured at vest rather than grant is unworkable, problematic and will lead to firms covered by CRDIV and the guidelines not using LTIPs and therefore the Guidelines will have focussed variable remuneration towards the use of short term bonus plans.
Firstly, the definition of LTIP in the draft Guidelines should be reviewed. LTIPs are usually structured so that a participant receives an award grant in a given year. The award is usually subject to a performance condition measured over a period which must be satisfied at the end (usually 3-5 years) of the vesting period. At the end of that period performance is measured and the level of the award that vests depends on the achievement of the pre-determined performance measures. The current definition does not make it clear that there is only one initial grant of the award, with vesting subject to the achievement of performance measures, the level of vesting is prescribed at when the award is initially made. As drafted the definition implies that there are multiple awards made, there may be several vesting points, where an award vests after years 3, 4 and 5, but there is only one award made at the beginning.
Secondly, and of large concern to us is the suggestion in the Guidelines that the LTIP should be valued and included in the measurement of the ratio at vest rather than at grant. This is not in line with current practice and does not reflect the intention of a normal LTIP award. It will be unworkable for institutions to deliver a remuneration arrangement which provides certainty on the balance between fixed and variable pay, if this valuation is not performed until vest. 

If the valuation is not done until vest, institutions will be unable to determine the correct level of fixed versus variable pay (and the different components of variable pay) to work within the parameters of the bonus cap. Institutions would need to wait until the vesting date to work out what proportion of the cap had been used by the award. As an LTIP award remains at risk until vest subject to the satisfaction of performance criteria, at the moment of vest the award may be worth nothing. In this case, under the draft Guidelines, a firm would be able to top up any headroom left in the cap, with short term cash awards at the point of vesting. This is totally against the ultimate objective of the Guidelines which is to align risk and reward and it circumvents the purpose of the bonus cap.

Also if a participant’s position changes, or their hours change after an LTIP award has been made their fixed pay may need to be reduced which could lead to a breach of the variable remuneration cap when the LTIP vests. 
Considering the value of the LTIP at the date of vest is also inconsistent with s.180 of the Guidelines, which states that the ratio set is the ratio between the variable remuneration that could be awarded as a maximum for the following performance periods and the fixed remuneration of the following performance period.
In our view LTIPs should be considered as remuneration in the year in which they are granted and not the year in which the performance conditions are assessed and valued at the time of grant using accounting principles.
2.4
The value of variable pay: The CRD already ensures that variable remuneration is paid partly in equity, is subject to deferral and is subject to malus. Therefore variable remuneration is a beneficial tool to encourage appropriate behaviour and it aligns risk with reward. Variable pay is also useful as it enables firms to amend their cost base in response to any decline in business, where as fixed pay remains fixed. 

Restricting variable pay too heavily will unintentionally drive up fixed pay, because firms need to offer competitive packages. This reduces the firm’s ability to reduce pay in times of economic downturn. This will also mean that employees pay is not linked effectively to the performance of the firm. An increase in fixed salary costs is not desirable from a financial stability perspective. We understand that some regulators may consider allowing fixed pay to be placed at risk to address this concern. However under the draft Guidelines placing fixed pay at risk in this way may mean that it is considered variable in nature and therefore subject to the same limitations that led to fixed pay being used in the first place.
In our view the EBA should ensure that the Guidelines contain enough flexibility to allow the Guidelines to achieve their ultimate objective, in creating appropriate alignment of risk and reward. 
2.5
 Prohibition on listed firms using share based instruments: The draft Guidelines mean that listed companies will be unable to make awards of share linked instruments. This does not take into account whether the company can use shares, whether their shareholders will allow them to use shares or whether there are local regulatory requirements which would preclude the use of shares.  Some institutions choose to use share linked instruments rather than actual shares to overcome some of the administrative and operational complexities of using actual shares. The use of share linked instruments still aligns the interests of staff with the interests of shareholders, as it is linked to the share price. Therefore we see no reason why listed companies should not be able to utilise share linked instruments.
2.6
 Non payment of dividends during a vesting period: We disagree with the proposal in s.255 of the Guidelines to not pay dividend-equivalents to employees. Accruing the value of dividends during a vesting period is normal across all sectors.  Institutional investors like to see it in share plan design because it aligns the recipient’s interest with those of shareholders as they also focus on the dividend as well as the share price growth.  Especially where the share awards are for listed company shares, the ability to accrue normal dividends, declared on the shares for all shareholders is reasonable and market practice across all sectors.  Removing dividend equivalents will further reduce the value of the deferred remuneration and increase the differences in remuneration between MRTs and non-MRTs. It will add to the uneven playing field between firms in the EU that are subject to this and those in other jurisdictions.  Non payment of dividends would put employees at a worse position compared to other shareholders of the business; there is no justification or rationale for this. If the employees are not able to benefit from the dividend payments, this creates a lack of alignment between the shareholders and employees.
2.7
 Shareholder approval: In our view it is unclear how the requirement to obtain shareholder approval should be applied to a large group where there may be multiple shareholder levels. The Guidelines should ensure that in a situation where there is an unlisted fully owned subsidiary of a listed EU parent, the shareholder approval of the EU parent should be sufficient. It should not be necessary to obtain approval of intermediate shareholders in the group. The Guidelines should be clarified to ensure that shareholder approvals can be given at group level and cascaded down the group.
In addition the Guidelines should also clarify that in the situation of an EU subsidiary of a non EEA headquartered entity, approval from the ultimate parent should not be required. For example, at s.36b the Guidelines should be reworded to confirm that it is the immediate parent of the EEA subsidiary that will be required to review the ratio question not the ultimate parent.  Imposing shareholder approval to the bonus cap in non-EEA countries is imposing governance standards outside the EEA and is problematic for those companies to explain a regional (EEA) requirement which is not required in the country where the business is head-quartered and where most of its shareholders will be. In the same way it would not be appropriate to have to seek specific approval of shareholders of EEA businesses to meet other countries’ regulatory requirements. For example if Russia, Japan, Australia, USA, etc. set shareholder approval requirements for the remuneration of people in their countries, it is unlikely to be useful or appropriate to seek approval of shareholders of EEA headquartered firms.
2.8
Using a “role” to determine fixed pay: In our view a similar role should not automatically determine an individual’s level of remuneration. There are various other factors such as an individuals experience or skill set which mean that someone in the same role as them may have a different level of fixed pay, including a different level of allowance. The role alone is not a reason to set an individuals level of fixed pay.

2.9
Adjustment of fixed remuneration: We do not believe that the ability to adjust or forfeit fixed pay should lead it to being re-categorised as variable. There are many recognised reasons why a firm may reduce fixed remuneration, such as - failing business lines, material risk management failures, misconduct etc. This kind of adjustment and / or forfeiture is in line with remuneration policies and it should not lead to a reclassification of pay.

2.10
 Retention periods: We do not agree with the extension of the standard retention period to one year. We can see no reasoning for this especially when so much of the variable pay is required to be deferred.
2.11
 Severance payments: Severance payments which are related to past performance should not be considered variable remuneration for the purposes of the ratio of fixed to variable pay. There are many reasons for paying severance payments and these amounts are frequently the culmination of payments calculated in accordance with terms of employment.
If we can provide any further information on any aspects covered in this response please do let us know.
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