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SCOPE of the Guide

This Guide was complied by the BSA Legal & Practice Department. It covers the main
elements of building society law, regulation and constitutions; in particular —

e the Building Societies Act 1986,
e regulation by the Financial Services Authority, and
e building society constitutional documents and arrangements.

The material in the Guide is drawn largely from the BSA Members’ website - revised,
updated and brought together in this single, easy-reference, Manual. The Guide —

e is most likely to be of interest to building society officers — especially secretaries — and to
lawyers and compliance officers. It is available in paper and electronic formats (on disk and
at www.bsa.org.uk/members/index.htm)

¢ does not constitute, or replace, legal advice and is not a substitute for a reading of
regulations etc. It is in no way regulatory or quasi-regulatory

e isonein a series of guides on law and regulations affecting building societies; the others are
the BSA Guides to —

o Residential Mortgage Law & Regulation (published January 2009)
www.bsa.org.uk/docs/bsa _mortgage law _and regulation guide.pdf.

o Consumer Credit Law (July 2009)
www.bsa.org.uk/docs/policy/consumer_relations/consumer_credit law _guidance.pdf

o Personal Savings and Banking Law & Regulation (planned for early 2010).

The text of this Guide was completed in late August 2009. In the current fast-moving
climate, the Guide will become out-of-date and we will address this in the following ways —

e all components of the Guide are on the policy section of the BSA Members’ Website
www.bsa.org.uk/members/policy/index.htm and this section is regularly updated

* we will publish revised editions of the Guide from time-to-time

e the table that follows the contents section - ‘In the Pipeline’ - highlights important
developments expected in relation to the subject areas covered by the Guide.

If you have any comments on the Guide, or suggestions for further topics that might be
included in future editions, please contact —

Chris Lawrenson
Head of Legal Services
The BSA, 6" Floor, York House
23 Kingsway
London WC2B 6UJ

020 7520 5915 (direct)
Chris.Lawrenson@bsa.org.uk

© The Building Societies Association — September 2009



Further Information

The Building Societies Association is the trade association for the UK's building societies.
Every building society in the UK is a member of the BSA. Our associate members include
other mutual organisations, representatives of the co-operative sector, and suppliers of
business services to building societies. The BSA’s annual most recent report, for 2008, is at
www.bsa.org.uk/docs/publications/ann report 2008.pdf .

The BSA Members’ website is at www.bsa.org.uk/members/index.htm. It contains a wide range
of information including policy material, practical guidance, market updates, financial crime
alerts, BSA circulars, key statistics, key messages, latest press releases, links to BSA
publications such as Newsbite, and Meet the Team (contact details for BSA staff)

The policy section on the Members’ website www.bsa.org.uk/members/policy/index.htm
comprises regularly updated policy briefs on all matters affecting building society businesses
and operations, such as —

® building society legislation
e constitutional and corporate governance
e consumer relations —

Banking Code/Banking Conduct of Business/Lending Code
consumer responsibilities

consumer law simplification

‘fair play’ laws, regulations and codes
financial capability

financial inclusion

lost accounts

mental capacity

treating customers fairly

unfair commercial practices

unfair terms

OO0 0O O0OO0OO0OO0OO0OO0OO0OO0o

financial crime prevention
investments and banking
mortgages

payments systems

prudential and financial regulation
savings policy.

The invaluable leading textbook on building society law, including the Building Societies Act
1986, is Wurtzburg and Mills Building Society Law (Malcolm Waters QC, Elizabeth Ovey,
Kate Selway, Sir Timothy Lloyd QC) - Sweet & Maxwell.

For further information, contact —

Sweet & Maxwell Subscriptions, Orders and Information
c/o ITPS

Cheriton House

North Way

Andover

Hants

SP10 5BE England.

Telephone — 0845 600 9355
Fax — 020 7449 1144
Email — customerservices@sweetandmaxwell.co.uk

www.sweetandmaxwell.co.uk/Catalogue/ProductDetails.aspx?recordid=582&productid=7711
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INTRODUCTION

This section of the guidance provides a commentary on the Building Societies Act 1986 (the
1986 Act). If you would prefer a summary of the 1986 Act, one may be found at
www.bsa.org.uk/consumer/factsheets/100003.htm.

Building societies are regulated by the Financial Services Authority (FSA), subject to
legislation set out in the 1986 Act. That Act has subsequently been amended on numerous
occasions, and was substantively revised by the Building Societies Act 1997 (the 1997 Act)
and by the Financial Services and Markets Act 2000 (the FSMA).

The 1986 Act was prescriptive in respect of societies’ powers and the way that they were to
be exercised. The 1997 Act significantly amended, but did not supersede, the 1986 Act. It
replaced the prescriptive powers regime with a permissive regime, thus increasing the
commercial freedom of societies and enhancing the scope for increased competition and
wider choice for consumers.

The 1986 Act as now amended sets out detailed provisions in relation to the following —

e the constitution of building societies

e limits on raising funds other than from individuals lending other than fully secured on
residential property, and restrictions on powers

e certain powers of the FSA

e management of building societies

e accounts and audit

e building society general meetings

e the use of a society’s name and use of business names
e maintenance of a register of members

e mergers and transfers of business.
In the guidance below, provisions in the 1986 Act are highlighted in italics.

Obviously, there are many other laws and regulations affecting building societies and their
operations eg mortgage law, savings and banking law, financial crime regulations, fairness
laws etc. Detailed guidance is provided on the BSA Members’ website and through the
other Guides in this series — see pages 3-4 above and
www.bsa.org.uk/members/policy/index.htm.




ESTABLISHMENT AND POWERS

This sub-section covers the establishment, including the rules for setting up, and powers of a
building society, including statutory restrictions on powers.

1. Establishment of a Building Society
(i) The 1986 Act
A building society must have —

e its principal office in the United Kingdom, and

e apurpose or principal purpose of making loans secured on residential property funded
substantially by its members

(section 5(1)).

A building society is incorporated under the 1986 Act as from the date of registration by the
FSA (section 5(2)). The last new building society was the Ecology, incorporated in 1981.

The procedures are set out in paragraph 1 of Part | of Schedule 2. Briefly, the Schedule 2
requirements are that a minimum of ten persons —

e must agree the society's purpose, principal purpose, powers and rules, and

e send four copies of the memorandum and rules (signed by ten persons and by the intended
secretary) to the FSA.

It is advisable, but not required, to send drafts of the documents in advance.

The BSA website has a FAQ on the matter www.bsa.org.uk/fag/setupnewsociety.

If satisfied that the rules and memorandum conform to the 1986 Act, and that the intended
name is not undesirable, the FSA will register the society and issue a certificate of
incorporation. There are certain other FSA procedures set out in paragraph 1.

There are certain very substantial capital requirements for building societies that require FSA
authorisation (see below). Overall, the FSA must be satisfied that the resources are
adequate in relation to the regulated activities that a society seeks to carry on (paragraph 4,
Schedule 6 to the FSMA). Specifically, a society must maintain its own funds of at least £1
million (Article 5 Banking Consolidation Directive (2000/12)).

The FSA will open and maintain a public file relating to each building society, which contains
documents, or copies, and records required by the 1986 Act to be kept on a public file
(section 106).

One copy each of the memorandum, the rules, the certificate of incorporation and the
certificate of registration will be kept on the public file (paragraph 4 of Schedule 2).

If a building society fails to comply with the requirements in section 5(1) concerning the
definition of its purpose or principal purpose and the location of its principal office, the FSA
may exercise the powers in sections 36 and 37 (to direct restructuring of business etc or to
petition for winding up) (section 5(4A)).




A society is required to comply, on demand, with a request for a copy of its "statutory
documents" - ie its rules (with a copy of the certificate of incorporation annexed) and its
memorandum. A member is entitled free of charge to a copy of documents not previously
given to that member. Any other person may be required by the society to pay a fee not
exceeding the prescribed amount (currently £1). It is a criminal offence for a society not to
comply (paragraph 12 of Schedule 2).

A building society may change its principal office in accordance with its rules or, if the rules
are silent on the point, by ordinary resolution. The Act contains certain administrative
requirements (paragraph 11 of Schedule 2).

(i) The FSMA

The FSA prudentially regulates the authorised person (ie the firm, eg a building society or
bank) carrying out one or more of a range of activities - including accepting deposits,
regulated mortgage contracts, various investment-related activities etc (The Financial
Services and Markets Act (Regulated Activities) Order 2001 (SI 2001 No 544)). For more
details, see Financial Services Regulation below.

2. Memorandum of Powers
(i) Background

Since the inception of the 1986 Act, the Association has provided societies with model
memoranda (see pages 162-169 below). Until implementation of the relevant provisions
under the 1986 Act, as amended by the 1997 Act, the content of building society
memoranda was constrained by the prescriptive powers regime in the pre-1997 Act
legislation.

This meant that, broadly speaking, if the legislation did not say explicitly that a society could
exercise a particular power (or it was clearly incidental to a power the society was allowed to
exercise) then the society was not permitted to operate that power.

Since the 1997 Act introduced the ‘permissive’ powers regime, a building society may carry
on any activities allowed by its memorandum, subject to certain specific statutory
restrictions.

(ii) Statutory Provisions

The provisions of the 1986 Act (as amended by the 1997 Act) relevant to societies'
memoranda are as follows.

“Subject to the provisions of this Act, a building society shall have the powers conferred on it
by its memorandum” (section 5(5)).

Section 5(8) states that Schedule 2 has effect as respects the powers of building societies;
that Part | of Schedule 2 makes provision with respect to memorandum; and Part I makes
provision with respect to capacity of a society and powers of its directors to bind it.

In conducting its activities, a society must observe the following statutory provisions -
(a) the principal purpose,

(b) the financial limits in sections 6 and 7 - the lending limit (at least 75% of its business
assets must be loans fully secured on residential property) and the funding limit (at least 50%
of its funds must be raised in the form of shares held by individual members),
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(c) the restrictions in section 8 on the categories of deposit accounts which an individual may
hold and the prohibition on accepting corporate bodies as members other than by the holding
of deferred shares such as permanent interest bearing shares (PIBS),

(d) certain financial restrictions in section 9A (ie not to - act as a market maker in securities,
commodities or currencies; trade in commodities or currencies; or enter into transactions
involving derivatives, except in relation to hedging),

(e) the prohibition in section 9B on creating floating charges, and

(f) under section 92A, a building society is required to seek the approval of its members to
the acquisition or establishment of a significant "non-core" business (sections 9A, 9B and
92A).

The memorandum of a building society must (paragraph 2 of Schedule 2) -

(a) state the purpose or principal purpose of the society to be that of making loans that are
secured on residential property and are funded substantially by its members,

(b) specify any other purposes of the society,
(c) state the name of the society and the address of its principal office, and
(d) set out the powers of the society.

Any document purporting to be a copy of the memorandum of a building society, and
certified by the secretary or other officer of the society to be a true copy of its memorandum
as registered, is deemed to be a true copy, unless there is evidence to the contrary (section
113).

No memorandum provision is binding to the extent that it would prevent a society from
receiving relevant financial assistance from the Bank of England (see Paragraph 8(2) of the
Building Societies (Financial Assistance) Order 2008 (S1 2008 No 860).

(iii) Alteration of Powers

A building society may by special resolution (ie at an annual, or special, general meeting)
alter its purposes, powers or rules. Any provision in the rules of a society that the
memorandum or rules may be altered without a special resolution is void. Paragraph 4 of
Schedule 2 sets out the requirements for alteration of purpose, powers and rules; it is a
criminal offence not to comply

A society that has altered its purpose or powers or rules is required to send the FSA —

e three copies of a record of the alteration signed by the secretary and,

e astatutory declaration signed by the secretary that the alteration was effected by a
resolution passed as a special resolution and that the record is a true record of the
resolution.

Provided the FSA is satisfied that such alterations conform with the legislation, then it will
retain and register one copy, return another to the society with a certificate of registration of
the alteration, and keep the other copy (together with a copy of the certificate) in the public
file of the society.

There is also a requirement that, if a society publishes its rules and memorandum in a
consolidated form, a copy be sent to the FSA.
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On altering its purpose, powers or rules under paragraph 4 a society must determine a date
on which it intends the alterations to take effect and specify that date in the record of
alteration. The alteration will take effect on the specified date or, if registration is not
effected until a later date, then that date.

3. Capacity of Society and Powers of Directors to Bind
(i) Background

Paragraphs 16 to 18 of Schedule 2 contain "safe harbour" provisions, in parallel with those in
the Companies Act 2006, whereby —

e abuilding society's capacity is not limited by its memorandum and,
e in favour of persons dealing with a society in good faith, the powers of the directors to bind
the society are free from any such limitation.

Before the 1986 Act was amended by the 1997 Act, although the powers of a building
society were set out in its memorandum, the permitted extent of those powers derived
entirely from the 1986 Act.

The powers of a building society are now as specified in the memorandum - rather than as
stated in the Act - subject only to a principal purpose requirement, overall limits on assets
and liabilities, the restrictions on certain transactions (see above), and the prudential control
of the FSA.

This fundamental change placed building societies in a similar position to companies and
accordingly it became necessary to include provisions, equivalent to those under the
Companies Act, ensuring a "safe harbour" for third parties dealing with a society in good
faith.

This enables them to enforce against the society contracts entered into by the society,
despite any limitation in the society's constitution (ie memorandum and rules). A similar
provision is needed to enable directors to bind the society free of any limitation on their
powers in the society's constitution.

Provisions elsewhere ensure that certain infringements of the legislation - as opposed to the
society's constitution - shall not invalidate any transaction or other act - see, for example,
sections 6(5), 7(5), 8(4), 9A(1), 36A(12) and 92A(1).

(ii) Capacity of the Society

Paragraph 16 of Part Il of Schedule 2 to the 1986 Act broadly mirrors section 39 of the
Companies Act 2006. Paragraph 16(1) is intended to restrict the doctrine of ultra vires
(excess of powers) so that the society and persons dealing with the society can acquire
rights and obligations with respect to an act done by the society even though it was not
authorised by the society's memorandum.

Later sub-paragraphs preserve, to a limited extent, the rights of society members to seek to
restrain ultra vires acts and the duties of society directors in respect of such acts.

Paragraph 16(2) provides that a member may bring legal proceedings to restrain acts that,
were it not for paragraph 16(1), would have been beyond a society's capacity.
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However, the member will have no such right in respect of an act to be done in fulfilment of a
legal obligation arising from a previous act of the society. In other words, a member of a
building society (like a company shareholder) would not be able to prevent the society from
carrying out its contractual obligations even though - but for paragraph 16(1) - they had been
entered into in excess of powers.

On the other hand, a member would be able to seek an injunction to prevent the society
from entering into an ultra vires transaction; or from carrying out an ultra vires act that was
entirely within its own control; eg, exercising an option vested in the society or making a gift
that had been promised but not completed.

Paragraph 16(3) makes it clear that directors are not absolved from their responsibility to act
within the powers of the society. It goes on to provide that a society may ratify, by special
resolution, actions by directors which (but for paragraph 16(1)) would have been beyond the
society's capacity.

This would formalise the position from the society's point of view, but would presumably not
affect the third party dealing with the society, who would be protected by paragraph 16(1).
Neither would such ratification absolve the directors of any breach of duty - paragraph 16(4)
specifically provides that relief from such liability must be agreed to by a separate special
resolution.

(iii) Power of Directors to Bind the Society

Paragraph 17 broadly mirrors section 40 of the Companies Act 2006 and deals with the
extent to which transactions entered into, or authorised by, the board of directors of a society
(eg contracts) are binding on the society - even though they contravene a limitation (in the
society's memorandum or rules) on the power of directors.

Therefore, paragraph 16 differs from paragraph 17 in that the former relates to restrictions
on the society's capacity, whereas the latter is concerned with limitations on the directors’
capacity.

Paragraph 17(1) provides that, in favour of a person dealing with a building society in good
faith, the power of the board of directors to bind the society, or to authorise others to do so,
is not limited because of anything included in its memorandum or rules.

Therefore, the board can bind the society in favour of a third party acting in good faith, even
where the board is acting beyond its powers as set out in the society's constitutional
documents. (It should be noted that the position is different where the transaction is between
a building society and a director of the society or "connected person"; see section 66A).

The next two sub-paragraphs are supplementary and help to clarify what is meant by "a
person dealing with a building society in good faith" and by "limitations on directors' powers".

In company law judgment on (what is now) section 40 of the Companies Act 2006 (EIC
Services Ltd v Phipps [2005] 1 AER 338; 1 WLR 1377) the Court of Appeal held that “a
person dealing with the company” did not include a member dealing with the company.

Paragraph 17(2) does not provide an exhaustive definition of "good faith" but makes it clear
that a person is not to be regarded as acting in bad faith only because he knew an act was
beyond the directors’ powers.

To establish bad faith is likely to be difficult in practice. It would require more than simple
knowledge of the excess of powers; for example, perhaps where it could be shown that the
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third party had conspired with the directors in an illegal transaction. Paragraph 17(2)(c)
contains a presumption that a person shall have acted in good faith unless the contrary is
proved.

Paragraph 17(3) includes (within the reference to limitations on the directors' powers under
the society's constitution), limitations deriving from resolutions of the society or agreements
between members of the society.

Paragraph 17(4) is intended to ensure that members (though not officers), and persons
claiming on account of members or under a society's rules, dealing with the society should
have the benefit of the statutory presumption in paragraph 17(1) - in spite of the provision in
paragraph 3(2) of Schedule 2 that the rules are binding on the members.

Paragraphs 17(5) and (6) contain provisions, corresponding to those in paragraph 16, giving
members limited rights to bring proceedings to restrain acts that are beyond directors'
powers and preserving directors' liability for exceeding their powers.

(iv) No Duty of Enquiry on Third Parties

Paragraph 18 relieves a person entering into a transaction with a society of any duty to
enquire as to whether the transaction is permitted by the society's memorandum or any
limitation on the directors' powers. Again, the same provision applies in relation to
companies (section 40 of the Companies Act 2006).

4, Restrictions on Certain Transactions
(i) The Restrictions

Section 9A imposes restrictions on the powers of a building society in relation to transactions
in securities, commodities, currencies and derivatives. Section 9A(1) provides that a
building society may not -

(a) act as a market maker in securities, commodities or currencies (unless the consideration
for a transaction, or series of related transactions, in securities or currencies does not exceed
£100,000, or where any transaction is entered into in the society's capacity as the manager of
a collective investment scheme (section 9A(2) and (8)),

(b) trade in commodities or currencies (unless the consideration for a transaction, or series of
related transactions, in currencies does not exceed £100,000, or a transaction is ancillary or
incidental to another transaction entered into by the society (section 9A(3) and (8)), or

(c) enter into any transaction involving derivatives (ie, instruments giving entitlements to
investments; options; futures; and contracts for differences), apart from -

() atransaction entered into in the society's capacity as the manager of a collective
investment scheme (section 9A(4)(a)),

(i) atransaction entered into for the purpose of limiting the extent to which the
society or a connected undertaking will be affected by changes in interest rates,
exchange rates or any index of retail prices, residential property prices, securities
prices or the willingness of one or more persons to pay a sum owed to the society or
a connected undertaking (section 9A(4)(b) — as amended by the Building Societies
(Restricted Transactions) Order 2001 (SI 2001 No 1826)),

(iii) where the transaction involves a derivative investment (being a contract for
differences within paragraph 9 of Schedule 1 to the Financial Services Act 1986)
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entered into for the purpose of limiting the extent to which an investor or borrower will
be affected by changes in interest rates or exchange rates in connection with their
share, deposit or loan account with the society or a connected undertaking (section
9A(4)(c)), or

(iv) atransaction entered into by a subsidiary undertaking of the society in that
undertaking's capacity as a life insurance company (section 9A(5)).

The FSA has given guidance on building societies’ use of hedging instruments
(IPRU(BSOC) — Chapter 4: financial risk management). Most of IPRU (BSOC) has been
deleted, but this chapter remains in place.

A building society is required to secure that each of its subsidiary undertakings complies with
the restrictions set out above. A contravention of the restrictions in section 9A(1) shall not
invalidate any transaction or other act.

(ii) Supplementary Provisions

Section 9A(6) requires a society to do all that is reasonably practicable to ensure that,
together with any of its subsidiary undertakings, it does not —

hold more than 5% of the issued share capital, or
e s not entitled to exercise more than 5% of the voting power,

of an undertaking that (or an undertaking a subsidiary undertaking of which) does any of the
activities prohibited to the society by section 9A(1).

Section 9A(7) provides that the £100,000 limit in section 9A(2) or (3) refers to the time when
the transaction is entered into and that where the consideration etc is not in sterling it is to
be converted at the rate of exchange prevailing at that time.

Section 9A(9) and (10) defines various terms used in the section.

Section 9A(11),(13) and (14) provides for the restricted activities in section 9A(1), and the
exceptions and requirements in section 9(2) to (10), to be modified by a statutory instrument
made by the Treasury subject to the affirmative resolution procedure.

Section 9A(12),(13) and (15) provides for -

(a) the reference to £100,000 in section 9A(2) or (3),

(b) the 5% limit referred to in section 9A(6), and

(c) the list of factors in section 9A(4)(b),
to be varied by a statutory instrument made by the Treasury, subject to the negative
resolution procedure (ie the Sl is automatically approved if there are no objections within 40

days of it being shown to Parliament (ie the Sl is automatically approved if there are no
objections within 40 days of it being shown to Parliament).

5. Restriction on Creation of Floating Charges

The 1986 Act prohibits a building society from creating a floating charge over the whole or
part of its undertaking or property. Any floating charge so created is void (section 9B(1 —2)).
A minor exception is that a building society may create a floating charge when the Bank of
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England has provided it with relevant financial assistance (paragraph 7 of the Building
Societies (Financial Assistance Order 2008 (S| 2008 No 1427)).

Section 104A allows the Secretary of State for Trade and Industry, by order made by
statutory instrument, to provide that appropriate provisions of the Companies Act 2006 shall
apply in relation to the registration of fixed charges created by building societies over their
assets.

6. Acquisition or Establishment of a Business

A building society must seek the approval of members to the acquisition or establishment of
a significant "non-core" business (section 92A).

In order for a society to acquire or establish (or allow a subsidiary undertaking to acquire or
establish) a significant "non-core" business, the society must resolve to do so by ordinary
resolution of the members (section 92A(1)). "Ordinary resolution" is defined in section
119(1). The resolution must be the subject of a poll by proxy votes or of a postal ballot
(section 92A(2)).

The acquisition or establishment of a business requires the approval of members if, in the
opinion of the directors, the greater part of the income, resources or activities of the business
have no connection with loans secured on residential property ("non-core" business) (section
92A(2)).

The Act requires a resolution where —

e the society or a subsidiary undertaking is to acquire a "non-core" business and the
consideration to be given for the shares, voting rights or assets amounts to 15% or more
of the society's own funds (section 92A(4)), or

e anew "non-core" business is to be established by the society or a subsidiary undertaking
and the estimated establishment and other "start up" costs to be incurred in the first 12
months after establishment amount to 15% or more of the society's own funds (section
92A(5)).

There is provision for appropriate apportionment of the consideration or costs where the
society or subsidiary undertaking is acquiring or establishing the business as part of a
syndicate (section 92A(6)).

For the purposes of section 92A(1)(a) and (4), any number of proposed acquisitions which
form part of a larger acquisition or series of acquisitions shall be treated as a single
acquisition (section 92A(7)).

Section 92A(7) is an anti-avoidance provision, preventing the artificial division of an
acquisition into a series of smaller transactions below the relevant limit. Presumably this
provision applies only where there is some intention to link the acquisitions, rather than the
mere fact of two or more acquisitions of similar businesses.

Section 92A does not apply to a transfer of engagements of one building society to another
under section 94 (section 92A(8)).

Section 92A(9) provides definitions, including that of the relevant date for taking the society's
own funds; normally this is to be the end of the previous financial year.

Section 92A(10) to (12) provides for the 15% figure in section 92A(4) or (5), and for the
detailed provisions concerning the costs to be included in relation to establishing a new
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business in section 92A(5) and (9), to be varied by a statutory instrument made by the
Treasury, subject to the negative resolution procedure.

Section 75 requires the directors of a society to state in their annual directors' report -

(a) whether the society has acquired or established, or allowed a subsidiary undertaking to
acquire or establish, a business within section 92A,

(b) if so, what the business is and whether the necessary ordinary resolution was passed,
and

(c) if the necessary resolution was not put or passed, why the society nevertheless
proceeded, or allowed the undertaking to proceed, with the acquisition or establishment of the
business.

A failure to comply with that provision shall not invalidate any transaction or other act, but the
FSA would be likely to question a society that disregarded statutory provisions (see FSA
Handbook, SUP http://fsahandbook.info/FSA/html/handbook/SUP).
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CONSTITUTION AND MEETINGS

This sub-section covers the rules of a building society, membership, the register of
members, society documents, and general meetings and voting.

1. Rules
(i) General

The main 1986 Act provisions on the constitution of building societies are in Schedule 2
(introduced by Section 5(8)) —

e rules and membership (Part | of Schedule 2)
e meetings, postal ballots and resolutions (Part /ll).

Any document purporting to be a copy of the rules of a building society, and certified by the
secretary or other officer of the society to be a true copy of its rules as registered, shall be
deemed to be a true copy, in the absence of contrary evidence (section 113).

A society’s rules cover the internal regulation and arrangements of the society — a society’s
memorandum deals with the society’s powers. As such, they — respectively - are similar in
principle to a company’s articles and memorandum. Some societies regard it as convenient
to print their rules and memorandum together in one publication. An excellent discussion of
different approaches to rules can be found in Wurtzburg & Mills Building Society Law
(Chapter 2).

(ii) Content

The rules of a building society are binding on each of the members and officers of the
society and on all persons claiming on account of a member or under the rules; and they
shall be taken to have notice of the rules (Paragraph 3 of Schedule 2). However, nothing in
paragraph 3 shall be taken to authorise any rules provision that contradicts legislation

(paragraph 3(3)).

No provision in the rules is binding to the extent that it would prevent a society from receiving
relevant financial assistance from the Bank of England (paragraph 2A inserted by The
Building Societies (Financial Assistance) Order 2008 (SI 2008 No 1427). Also, nothing in a
society's rules prevents electronic communications under paragraph 3(5) inserted by The
Building Societies Act 1986 (Electronic Communications) Order 2003 (SI 2003 No 404).

The rules of a society must cover, as a minimum, the matters listed in paragraph 3(4) of
Schedule 2; such as —

the name of the society and address of its principal office
the manner in which funds are to be raised
arrangements for issue of shares, including preferential or deferred shares (Permanent
Interest Bearing Shares - PIBS)

making and repayment of loans

ascertainment of, and provision for, losses

termination of membership

certain provisions relating to directors and auditors

the powers and duties of the Board

the custody of mortgage deeds, etc

the use if the society's seal

the calling and holding of meetings, etc
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e distribution of surplus assets.
(Paragraph 3(1) of Schedule 2).

This requirement does not prevent a society from having rules on other matters for
operational convenience, provided of course that such rules do not contravene the 1986 Act,
its subordinate legislation, or any other legislation.

(iii) Alteration of the Rules

Paragraph 4 of Schedule 2 sets out the requirements for alteration of purpose, powers and
rules. It is a criminal offence not to comply.

A building society may by special resolution (ie at an annual, or special, general meeting)
alter its purposes, powers or rules. Any provision in the rules of a society that the
memorandum or rules may be altered without a special resolution is void (paragraph 4(6)).

Paragraph 4 requires a society that has altered its purpose or powers or rules to send to the
FSA three copies of a record of the alteration, signed by the secretary. The society must
also send the FSA a statutory declaration signed by the secretary. The statutory declaration
must state that the alteration was effected by a resolution passed as a special resolution and
that the record is a true record of it.

The FSA website provides copies of the relevant documents for societies to download and
use - www.fsa.gov.uk/Pages/Doing/small firms/MSR/Building/index.shtml.

Provided the FSA is satisfied that such alterations conform to the legislation, then it will

e retain and register one copy,
e return another to the society with a certificate of registration of the alteration, and
e keep the other copy (together with a copy of the certificate) in the public file of the society.

There is also a requirement that, if a society publishes its rules and memorandum in a
consolidated form, a copy be sent to the FSA.

On altering its purpose, powers or rules under paragraph 4 a society must determine a date
on which it intends the alterations to take effect and specify that date in the record of
alteration. The alteration will take effect on the specified date or, if registration is not
effected until a later date, then that date.

2. Membership
(i) Meaning

A member of a building society is a shareholding member and/or a borrowing member and
this must be specified in the society's rules (paragraph 5(1) of Schedule 2; see Rule 4(1) of
the Model Rules).

A minor may be a member, provided there is no restriction in the society's rules, but may not
vote, propose a resolution, hold any office in the society, join in requisitioning a special
meeting, or nominate - or join in nominating - a person for election as a director of the
society (paragraph 5(3) of Schedule 2).
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(ii) Borrowing Member

A borrowing member is an individual who is indebted to the society in respect of a loan that
is fully secured on land or, if the rules provide, in respect of a loan which is substantially
secured on land (paragraph 5(2) of Schedule 2).

The above definition is qualified as follows -

(a) If the rules provide, an individual ceases to be a borrowing member if the society takes
possession of, or exercises its power of sale in relation to, the whole or any part of the land on
which the loan is fully secured or obtains a foreclosure absolute (or, in Scotland, foreclosure
in respect of the whole or any part of the land) (paragraph 5(2A) of Schedule 2).

(Foreclosure is, nowadays, a rarely used alternative remedy to possession and sale whereby
an order, at the court's discretion, makes the lender's title absolute, thus transferring legal title
to the security from the borrower. See the BSA Guide to Residential Mortgage Law &
Regulation (January 2009)

www.bsa.org.uk/docs/bsa mortgage law and regulation guide.pdf.)

(b) Unless the rules provide, an individual is not a borrowing member if the loan is owed in
equity rather than at law (paragraph 5(2B) of Schedule 2). The rules could provide for this if it
was envisaged that the society might, at some stage, wish to confer membership on
borrowers; for example, where a mortgage book was bought from another lender.

(c) Anindividual, who is indebted to a society in respect of a loan fully secured on land, is
not a borrowing member if the amount of his mortgage debt is less than the prescribed
amount (paragraph 29(2) of Schedule 2). The "prescribed amount” is currently £100.

The 1986 Act limits a borrowing member's liability at any time to the amount which, at that
time, is payable under the mortgage or other security by which his indebtedness to the
society in respect of the loan is secured (paragraph 6(2)).

The use of the word "individual" in paragraph 5(2) means that a corporate body with a
secured loan from a society cannot be a borrowing member (but some corporate borrowing

members might still exist from the time before the Building Societies Act 1997 introduced this
restriction).

(iii) Shareholding Member

A shareholding member as a person who holds a share in the society (paragraph 5(2) of
Schedule 2).

"Person" includes both an individual and a body corporate, but the latter can be a member
only in respect of any share issued before the society's "effective date" for implementation of
the 1997 Act changes, or in relation to deferred shares (PIBS).

The term "share" must be interpreted in accordance with section 8 (Section 119). Rule 1(a)
of the Model Rules defines a share as a share account opened or a share issued by the
society -

(@) in return for payment, or

(b) in pursuance of the fulfilment by the society of the engagements of another society, or

(c) by way of capitalisation of interest credited,

and including stock or part of or fraction of a share.
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The liability, at any time, of a shareholding member is limited to the amount, which, at that
time, has actually been paid, or is in arrear, on his shares in the society (Paragraph 6(1) of
Schedule2).

(iv) Joint Shareholders and Joint Borrowers

Where two or more persons jointly hold shares in a building society, the first named in the
society's records is known as the "representative joint holder" and has the main membership
rights (paragraph 7(1) to (2) of Schedule 2).

This has a number of obvious consequences -

(a) unless the rules provide otherwise, notices or other documents sent to the representative
joint holder will be deemed to have also been sent to the other joint holder(s) (paragraph

7(3)),

(b) only the representative joint holder is entitled to vote in an election of directors or on a
resolution of the society (paragraphs 7(4) and 8(4)),

(c) it has been the case so far that usually only the representative joint holder has received
share distributions or cash payments where societies have transferred the business on a
takeover or conversion to plc status.

Some rules preclude members, other than the representative joint shareholder from
attending meetings, but it is understood that some societies no longer impose this
requirement.

Broadly speaking, the second (or subsequent) named, although still a member, has fewer
rights - ie to obtain on demand a copy of the summary financial statement, the annual
accounts and the annual business statement.

In relation to joint accounts, the 1986 Act is silent on the exact time when, upon the death of
the representative joint shareholder, the second named becomes sole/first named.
Societies usually make it clear in their literature whether it is the date of death or the date of
notification of death or the date on which the society's records/register of members is
amended.

Very similar provisions to those in paragraph 7 are set out in paragraph 8 in relation to joint
borrowers.

Both (or all) joint shareholders and joint borrowers are entitled to choose the order in which
they are named in the records of the society. In practice, this is usually made clear to those
applying to become shareholders and borrowers. The Banking Code also contains
provisions about this matter, but the Code will be replaced (from 1 November 2009) by
BCOBS - see pages 132 and 141 below.

(v) Termination of Membership

The rules cover this matter; see www.bsa.org.uk/docs/policy/model rules.pdf. The BSA has
provided building society chief executives with guidance on termination of membership.
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3. Register of Members
(i) Duty to Maintain

Every building society must maintain a register of members showing the name and postal
address of each member and whether each member is a shareholding or borrowing member
or both (Paragraph 13(1) of Schedule 2). The register must, in relevant cases, show who is
a representative joint holder or borrower - paragraphs 7(7) and 8(7).

If notified by the customer, the register must also show the customer’s electronic address
and purposes for which the customer notified the electronic address (paragraph 13A).

A society must keep the register at the principal office, or such other place or places as the
directors see fit. Itis a criminal offence to fail to maintain a register of members. How the
register is constructed (eg in what form) is a matter for each society (see paragraph 15(6)).

(ii) Applications for Access

A member may make a written application to the FSA for the right to obtain names and
addresses from the society's register (paragraph 15(2) of Schedule 2).

The member must be qualified under the society's rules to join in a members' requisition for
a special meeting, or to join in nominating a person for election as a director (ie applications
would normally be accepted only from two year "qualifying members").

The applicant must pay a fee of £25 (or such other amount as may be prescribed - see
paragraph 15(9) and (10)).

Slightly different provisions apply if the society in question has had its authorisation revoked
and it has not been re-authorised.

If the FSA is satisfied that the applicant requires the right for the purpose of communicating
with members of the society on a subject related to its affairs and that the applicant has not
(since the application) voluntarily ceased to be a member, it may direct that the applicant
should have the right to obtain from the register the names and addresses for the purpose of
communicating with them on that subject.

The FSA must have regard to the interests of the members as a whole and to all other
relevant circumstances. Any direction may be given subject to such limitations and
conditions as the FSA thinks fit.

Before giving a direction, the FSA must give particulars to the society concerned and permit
the society to make representations, if it wishes. In addition, the applicant or the society
may, if either wishes, be given the opportunity of a hearing (paragraph 15(4)).

Paragraph 15(5) to (8) prescribes the arrangements for compliance with a direction under
this paragraph. The society must provide necessary information and facilities to the
member, but is only obliged to disclose names and addresses. The information given is
confidential and there are criminal penalties if the information is disclosed without the
consent of the member to whom the information relates.

The FSA's guidance on application for access now appears in the FSA Handbook at BSOG
1A.
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Most of the BSOG 1A derives from guidance originally prepared by the Building Societies
Commission, during the 'carpetbagger' activist period of the late 1990s. It was subsequently
moved to IPRU(BSOC) before being transferred to BSOG. The material contains some very
important information in relation to applications to access.

4. Society Documents
(i) Duties to Send Documents

A society is exempt from any obligation imposed by the Act, or by a its rules, to give or send
notices or other documents to members, if the society has reason to believe that
communications sent to the member at his registered address are unlikely to be received by
him (section 5(9) and paragraph 14 of Schedule 2).

However, where the requirement relates to a notice of a meeting or a postal or electronic
ballot, the society must instead comply with the advertising requirements set out in
paragraph 35; namely, that notice of the holding of the meeting or of the postal ballot must
be given either -

(a) by displaying a notice in a prominent position in every branch office, or

(b) by advertisement in one or more newspapers circulating in the areas in which the
members of the society reside,

according as the rules of the society provide.

The society must give this notice not later than 21 days before the date of the proposed
meeting or, as the case may be, the final date for the receipt of completed ballot papers.

The notice must state where members may obtain copies of the resolutions and any
statements with respect to the matter referred to in a resolution, forms relating to voting by
proxy and, in the case of a postal ballot, the ballot papers. In the case of an electronic
ballot, the notice must state how members may access electronic voting facilities.

(ii) Copies of Statutory Documents

A building society must comply, on demand, with a request for a copy of its "statutory
documents” (namely, its rules (with a copy of the certificate of incorporation annexed) and its
memorandum) (paragraph 12 of Schedule 2).

A member is entitled free of charge to a copy of documents not previously given to that
member. The society may require any other applicant to pay a fee not exceeding the
prescribed amount (currently £1). It is a criminal offence for a society not to comply.

5. Meetings and Votings

The guidance that follows deals only with the legislative provisions. Practical guidance on
preparing and running general meetings can be found on pages 191-226 below.

(i) The Combined Code on Corporate Governance

A revised Combined Code on Corporate Governance, for listed companies, came into effect
in June 2006 and applies to reporting years beginning on or after 1 November 2006.
Building societies are not obliged to follow the Combined Code, but the FSA encourages
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them to ‘have regard to it when establishing and reviewing their own corporate governance
arrangements’.

Most of the Code relates to the constitution and accountability of Boards; topics concerning
directors, such as performance evaluation and remuneration; and relations with
shareholders. However, some limited aspects are broader and relevant to some of the
matters covered in this Brief - notably Annual General Meetings (AGMs) and shareholder
voting.

In September 2004, the BSA issued an annotated version of the 2003 Code to assist
building societies in adhering to the elements of the Combined Code that are relevant to the
sector. This was updated in most recently in September 2008 to reflect the most

recent revision of the Combined Code -
www.bsa.org.uk/publications/industrypublications/100667.htm.

The annotated Code gives guidance to societies on alternative approaches where the
Combined Code is not directly applicable, such as the where the Code refers to ‘institutional
investors’ — a concept that does not apply to building societies as all members are
individuals. The paragraphs that follow do not deal specifically with the requirements of the
Combined Code, but focus on the 1986 Act provisions.

(ii) Electronic Communications

The Building Societies Act 1986 (Electronic Communications) Order 2003 (S| No 2003 No
404) (the Electronic Communications Order) came into effect on 20 March 2003. The
Electronic Communications Order enables building societies, if they wish, to communicate
with their members on constitutional matters, eg summary financial statements, notices of
meetings, voting etc. For more information on electronic communications, see pages 103-
108 below.

The Electronic Communications Order amended the 1986 Act to allow building societies to
make and receive electronic communications. The paragraphs that follow refer to the
amendments, in context. Briefly, the matters covered in relation to meetings, voting etc are
as follows —

Notice of a meeting - paragraphs 22A and 22B in Schedule 2

Notice of postal ballots — 33(1A), (5A)to (5D), (6A) to (6C) and (7A)

Appointment of proxies — 24(1A) and (1B)

Electronic ballots — 33(A)

Notices and statements in connection with a members’ resolution

—32(2A), (2B), (2C), (2D), and (3A)

+ Statement of matters to be dealt with at a special meeting of the society
— 20A(1A), (1B) and (11A)

+ Directors’ election addresses — section 61 (7A) to (7E).

By 2006 AGMs, at least three societies had organised an electronic voting facility, with a
number of others advanced in their plans to do so at future AGMs.

(iii) Annual General Meetings

A building society must hold its AGM in the first four months of each financial year and
specify the meeting as such in the notices calling it (paragraph 20 of Schedule 2). If a
society fails to do so, the FSA may call, or direct the calling of, an AGM in that financial year,
and give such ancillary or consequential directions as it thinks expedient. It is a criminal
offence not to hold the meeting or to fail to comply with the FSA's directions.
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However, a society is not obliged to hold an AGM in the calendar year in which it is
incorporated.

Irrespective of anything in a society’s rules, the business which to be dealt with at the AGM
must include any resolution whether special or not.

(iv) Notice for Calling Meetings

21 days notice is needed to call a meeting of a building society, unless the rules provide for
longer notice of the meeting to be given (paragraph 21(1)). Any rules provision to the
contrary is void. Where a notice complies with paragraph 21, the law regards notice as
complying with the society’s rules.

Notice is usually regarded as referring to clear days. Thus, a typical timetable for a society
with a financial year-end of 31 December would run -

2 April Last date for receipt of notices by members
3 April 23 clear days start to run

23 April  Proxies must be received not later than this date so under paragraph 21(1) the statutory
notice period expires on this date

25 April  Last of 23 clear days before the meeting

26 April Day of meeting

This meets paragraph 21(1), and Model Rule 48(2) provides that a notice be deemed to
have reached the member 72 hours after it has been posted. Societies should be careful,
however, when constructing such a timetable to ensure that, for example, the last date for
receipt of proxies does not fall on a Sunday when there is no postal delivery.

The society must give notice to every member who would be eligible to vote at the meeting if
the meeting were held on the date of the notice. The society must also give notice to every
person -

(a) who becomes a shareholding or borrowing member of the society after the date of the
notice and before the specified date; or

(o) who, being such a member at the date of that notice, attains the age of 18 after that date
and on or before the date of the meeting,

and who would (in either case) be eligible to vote at the meeting if he remained such a
member until the date of the meeting (paragraph 22).

“The specified date” means the date specified by the society as the final date for the receipt
of instruments appointing proxies to vote at the meeting.

Accidental omission to give notice of a meeting to, or non-receipt of notice of a meeting by,
any person entitled to receive notice of the meeting does not invalidate the proceedings at
that meeting (paragraphs 22(3)).

A society may send a notice of a meeting electronically to an electronic address that the
recipient has notified to the society. The Act treats such a notice as given on the day that
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the society transmits it (paragraph 22A). The Act also provides for publication of notices on
a web site (paragraph 22B).

(v) Entitlement to Vote on Resolutions
Generally speaking, a member of a building society is entitled to vote -

(a) on an ordinary resolution or a special resolution if he was, at the end of the last financial
year before the voting date, and is, on that date, a shareholding or borrowing member of the
society;

(b) on a shareholding members' resolution, if he was, at the end of that year, and is, on that
date, a shareholding member of the society; and

(c) on aborrowing members' resolution if he was, at the end of that year, and is, on that
date, a borrowing member of the society.

(paragraph 23(1) of Schedule 2).
This entitlement is subject to certain exceptions —

e It does not apply to minors, joint shareholders and joint borrowers - paragraphs 5(3), 7(4)
and 8(4) of Schedule 2 (see Membership above).

e If the rules of the society so provide, it is also subject to a qualifying shareholding
requirement.

A shareholding member is not entitled to vote on an ordinary resolution or a special
resolution as such a member, or to vote on a shareholding members' resolution -

(a) if he did not have a qualifying shareholding at the qualifying shareholding date; or
(b) if he ceased to hold shares at some time between that date and the voting date.
(paragraph 23(3)).

Where a building society's rules make such provision, a shareholding member shall be taken
to have had a qualifying shareholding at the qualifying shareholding date if he had such a
holding -

(a) atthe end of the last financial year before the voting date, except where (b) below
applies; or

(b) in a case where the voting date falls during that part of a financial year which follows the
conclusion of the AGM commenced in that year, at the beginning of the period of 56 days
immediately preceding the voting date for members voting in person at a meeting or, as the
case may be, on a postal ballot.

A member of a building society has a "qualifying shareholding" at any time if at that time he
holds shares in the society to a value not less than the prescribed amount or such lesser
amount as may be specified in the rules. The current maximum, permitted by paragraph 36,
is £100.

Apart from the exceptions set out above, any provision in the rules of a building society is
void to the extent that it would restrict the rights conferred on members by paragraph 23(1).

"Voting date", with reference to any resolution, means -
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(a) the date of the meeting at which the resolution is to be moved, except where (b) or (c)
below applies,

(b) where voting on the resolution is to be by postal ballot, the date that the society specifies
as the final date for the receipt of completed ballot papers,

(c) inthe case of a member appointing a proxy to vote instead of him at a meeting, the date
that the society specifies as the final date for the receipt of instruments appointing proxies to
vote on that resolution.

(vi) Proxies

A member of a building society, who is entitled to attend and vote at a meeting of the
society, may appoint another person as proxy, to attend and to vote at the meeting instead
of the member. The member may direct the proxy how to vote at the meeting. A proxy is
entitled to vote on a poll but, subject to any provision in the rules of the building society, not
otherwise (paragraph 24 of Schedule 2).

A person lawfully appointed a proxy by a member (entitled to attend and vote at the meeting)
may act as proxy even if, later, the member ceases to be so entitled.

Every notice calling a meeting of a building society must contain a reasonably prominent
statement that -

(a) a member entitled to attend and vote may appoint a proxy (or, where it is allowed, one or
more proxies) to attend and vote at the meeting instead of him,

(b) the proxy need not be a member of the society, and

(c) the member may direct the proxy how to vote at the meeting (and contain a provision
enabling such direction).

(paragraph 24(4) and (4A)).

Although a proxy does not have a legal right to speak at the meeting, an optional provision
to allow this is often included in societies’ rules. (The Companies Act 2006 allows proxies to
vote and speak at meetings despite a provision to the contrary in the company's articles -
section 324(1)).

A society’s rule will be void if it requires the appointment of a proxy to be received by the
society (or any other person) more than seven days before a meeting in order for the
appointment to be effective (paragraph 24(6)).

The Act provides for electronic appointment of proxies in certain circumstances (paragraph
24(1A) and (1B)).

It is a criminal offence to fail to comply with the provisions in paragraph 24 in respect of a
meeting of a building society or in respect of a form of appointment of a proxy.

In August 2006, the Association consulted with societies, among other things in the context
of the Combined Code (see above), about the inclusion of a ‘vote withheld’ option to be
included on proxy appointment forms.

(vii) Methods of Voting at Building Society Meetings

The following table outlines the different options for voting.
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A show of hands is the traditional method of voting called by
the Chairman at the appropriate stage of the proceedings. ltis
separate from a poll, which includes proxy votes. Only
members — not proxies — may vote on a show of hands. Often,
a vote is first taken by show of hands, before going on to a poll.

A poll is the taking of a vote at a general meeting. It includes
proxy votes. A typical reason for demanding a poll is to admit
the votes given by proxy into the count. A related reason is to
ensure that votes are properly and accurately recorded. A
proxy may demand, or join in demanding, a poll (paragraph
25(2)).

If a poll is demanded and taken, the usual method is for each
member who is entitled to vote to sign a paper headed "for" or
"against" the resolution. Resolutions must be put to the poll
separately, although they may be included on one piece of

paper.

The instrument appointing a proxy to vote at a meeting of a
building society shall be taken also to confer authority to
demand or join in demanding a poll; and a demand by a person
as proxy of a member shall be the same as a demand by the
member.

A society’s rules may (and invariably will) contain a provision
allowing for postal ballots — ie a vote by post (see below). It is
especially useful for elections, such as director elections, where
there are a number of candidates and helps ensure secrecy.
Society rules may also provide for electronic ballots (see
paragraph 33 A).

(viii) Polls
Any provision contained in a building society's rules shall be void if it has the effect either -

(a) of excluding the right to demand a poll at a meeting of the society on any question (other
than the election of a chairman of the meeting or the adjournment of the meeting), or

(b) of making ineffective a demand for a poll on any such question made by not less than ten
members having the right to vote at the meeting.

(paragraph 25 of Schedule 2).
(ix) Resolutions
¢ Ordinary resolution

An ordinary resolution is one that will be effective without being passed as a special
resolution, shareholding members' resolution or borrowing members' resolution.
Accordingly, this resolution is required to be passed by a simple majority of those entitled
to vote and actually voting.

The purposes of such resolutions are governed by societies' rules (for example, election of
directors, appointment of auditors etc).
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Since the changes made by the 1997 Act, borrowing members have equal voting rights with
shareholding members on ordinary and special resolutions (except in relation to the
separate shareholders' and borrowers' resolutions on mergers and transfers to plc.

« Special resolution

A resolution of a building society may be passed as a special resolution only if this is
required by the 1986 Act or by the society’s rules of the society (paragraph 26 of Schedule
2).

A special resolution must be passed by not less than three-quarters of the number of the
members qualified to vote on a special resolution, and voting either -

(a) in person or by proxy on a poll on the resolution at a meeting of the society of which
notice specifying the intention to move the resolution as a special resolution has been duly
given, or

(b) in a postal ballot on the resolution of which notice specifying that the resolution will not
be effective unless it is passed as a special resolution has been duly given

(paragraph 27).
The purposes of special resolutions include —

o alterations of purpose, powers or rules (paragraph 4(1)of Schedule 2)

o change of name (paragraph 9(3))

o payment of compensation for loss of office on amalgamation or transfer of
engagements (section 96(1))

o payment of compensation for loss of office on transfer of business (section 99(2))

o winding up of the society (section 88(1) and 89(1)).

* Shareholding members' resolution and borrowing members' resolution

A resolution may be passed as a shareholding members' resolution only if this is required by
he 1986 Act or by the rules of the society (paragraph 26 of Schedule 2).

A shareholding members' resolution must be passed by not less than three-quarters of the
number of the shareholding members of the society -

(a) qualified to vote on a shareholding members' resolution; and

(b) voting in person or by proxy on a poll on the resolution at a meeting of the society of
which notice specifying the intention to move the resolution as a shareholding members'
resolution has been duly given

(paragraph 27A). (See also the definition of a shareholding member - above)

A resolution may be passed as a borrowing members' resolution, only if this is required by
the 1986 Act or by the rules of the society (paragraph 28).

A borrowing members' resolution must be passed by a simple majority of the borrowing
members of the society voting in person or by proxy on a poll on the resolution at a meeting
of the society of which notice specifying the intention to move the resolution as a borrowing
members' resolution has been duly given (paragraph 29).

29



Where a borrowing members' resolution approving a transfer of engagements by a building
society is moved, only those borrowing members whose mortgages are to be transferred
shall be entitled to vote on the resolution. (See also the definition of a borrowing member -
above.)

The purposes of borrowing members' resolutions and shareholding members' resolutions
are the same and include —

approval of amalgamations (section 93(2))

transfers of engagements (section 94(2))

undertakings to fulfil the engagements of another society (section 94(5))

bonuses to members on amalgamations or transfers of engagements (section 96(4))
transfers of business (section 97(4) and paragraph 30(1) of Schedule 2).

For further information on mergers and transfers of business see the guidance below on
dissolution, winding up, mergers and transfers (pages 96-102).

o Transfer resolution

The transfer resolutions required for the purposes of section 97 are covered in paragraph 30
of Schedule 2.

(x) Postal Ballots

The rules of a building society may provide for the voting in an election of directors or on any
resolution of the society (other than a shareholding members' resolution or a borrowing
members' resolution) to be conducted in all, or in any particular, circumstances by postal
ballot (paragraph 33 of Schedule 2).

Notice of a postal ballot must be given not less than 21 or more than 56 days before the date
that the society specifies as the final date for the receipt of completed ballot papers ("the
voting date").

The notice must be given -

(a) to every member of the society who would be entitled to vote in the election or on the
resolution if the voting date for the election or the resolution fell on the date of the notice, and

(b) to every person who becomes a shareholding or borrowing member of the
society after the date of the notice and before the voting date;

or who, being such a member at the date of that notice, reaches the age of 18 after that date
and on or before the voting date,

and who would (in either case) be eligible to vote in the election or on the resolution if he
remained such a member until that date.

Notice of a postal ballot -
(a) must contain such other notices relating to the election or resolution, and
(b) must be accompanied by such other documents,

as would be required to be given or sent to a member in connection with notice of a meeting,
had it been intended to hold the election or vote on the resolution at a meeting instead of by
postal ballot (with the exception of any notice relating to voting by proxy at a meeting).
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Accidental omission to give notice of a postal ballot, or to send any document to accompany
such a notice, to any person entitled to receive it, or non-receipt of such a notice or
document, does not invalidate the postal ballot (paragraph 33(7) of Schedule 2).

The rules of a society may provide for the use of electronic communications in the conduct of
a postal ballot, ie electronic notice of postal ballots and accompanying documents
(paragraphs 33(1A), (5A), (5B), (5C), (5D), (5E), (6A), (6B) and (7A)).

(xi) Electronic Ballots

A society may hold an electronic ballot, if its rules provide for one. Paragraph 33A of
Schedule 2 sets out the arrangements for electronic ballots.

(xii) Declarations in Proxy and Ballot Forms

In the case of a society member who purports to exercise the right to -
(a) appoint a proxy to vote instead of the member at a meeting of the society, or
(b) vote in a postal ballot, or
(c) vote on a poll at a meeting of the society,

but who fails to make a declaration (as specified below) in the instrument of appointment or
on the voting paper, the appointment made or the vote cast is invalid (paragraph 34).

The declaration must -

(a) declare that the member has reached 18 years, or will have by the voting date or, where
voting by proxy, by the date of the meeting,

(b) where the vote is to be cast on a shareholding members' resolution, declare that on the
voting date the member is or, as far as the member can reasonably foresee, will be a
shareholder of the society;

and a qualifying shareholding on the qualifying shareholding date is required to vote, that the
member had or, so far as the member can reasonably foresee, will have such a shareholding
on that date,

(c) where the vote is to be cast on a borrowing members' resolution, declare that on the
voting date the member is or, so far as he can reasonably foresee, will be a borrowing
member of the society, and

(d) where the vote is to be cast on an ordinary or special resolution, declare either as
mentioned in paragraph (b) above, or as mentioned in paragraph (c) above, or both.

A society must ensure that every document issued by it for use as a voting paper or as an
instrument for the appointment of a proxy incorporates a form of declaration under
paragraph 34 for completion by the member using it.

Failure to comply with the requirements in paragraph 34 is a criminal offence.
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(xiii) Members' Right to Propose and Circulate Resolutions
* Nature of the right

If at least the requisite number (see below) of qualified members of a building society give
notice to the society of their intention to have moved on their behalf an ordinary or special
resolution specified in the notice at an AGM of the society, then the society must -

(a) include in the AGM notice of the AGM a notice specifying the intention to have the
resolution moved on their behalf at the meeting and, where applicable, the intention to move it
as a special resolution, and

(b) atthe request of the members intending to have the resolution moved on their behalf,
send to each member entitled to receive notice of the meeting a copy of any statement of not
more than 500 words with respect to the matter referred to in the resolution.

(paragraph 31(1) of Schedule 2).
It is a criminal offence for a society to fail to comply with this requirement (paragraph 31(8)).
"The requisite nhumber" is -

(a) inthe case of a society with commercial assets of £100 million or more, 500 or such
lesser number as is specified for the purpose in the rules of the society, and

(b) inthe case of any other society, 100 or such lesser number as is specified for the
purpose in the rules of the society.

(The requisite number is defined by paragraph 31(2)(a) as amended by the Building
Societies (Members' Resolutions) Order 1997 (Sl 1997 No 2840) and by the Building
Societies (Members’ Resolutions) Order 1999 (S| 1999 No 3033)).

Every member of a building society is a "qualified member" unless the rules make other
provision. However, any provision contained in the rules shall, in relation to proposal of
members' resolutions, be void if it requires a qualifying member -

(a) to hold or have at any time held shares in the society to a value greater than the
prescribed amount (by paragraph 36, £100) in force on the qualifying date, or

(b) to have held shares in the society at any time before the commencement of the period of
two years ending with the qualifying date.

The qualifying date for these purposes is the date on which the notice is given to the society
under paragraph 31(1).

Paragraph 32 contains a number of supplementary provisions concerning members' right to
propose and circulate resolutions.

e Qualifications on the right

A building society does not have to send notices of a resolution or copies of a statement to
members of the society if —

(a) publicity for the resolution or the statement would be likely to diminish substantially the
confidence in the society of investing members of the public,
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(b) the rights conferred by paragraph 31(1) are being abused to seek needless publicity for
defamatory matter or for frivolous or vexatious purposes,

(c) inrespect of a resolution or statement which does not relate directly to the
affairs of the society, or

(d) aslong as the society’s rules provide, the resolution is in substantially the same terms as
any resolution defeated in the period covered by the last three AGMs.

(paragraph 31(4) and (5))

(e) aslong as the rules provide, the resolution would purport to interfere with the Board's
right and duty to manage the affairs of the society - this derives from the judgment in
Hickmott v Woolwich Equitable Building Society (1974) Reg.Rep.

The FSA has a duty to hear and determine any dispute arising under (a) above, whether on
the application of the society or of any other person who claims to be aggrieved (paragraph
31(7)). The courts would determine any disputes over the other qualifications.

Electronic communication of notices and statements in connection with a members’
resolution are dealt with in paragraphs 32(2A) to (2D) and (3A) of Schedule 2.

(xiv) Special Meeting on Members' Requisition
Paragraphs 20A and 20B of Schedule 2 deal with arrangements for members to
requisition special meetings. Paragraphs 20A(1A), (1B)and (11A) make modifications,
in this context, for the use of electronic communications.
« Nature of the right
On a members' requisition, a building society must -

(a) duly call a special meeting, and specify the meeting as such in the notice calling it, and

(b) if so required by the requisition, send to each member entitled to receive notice of the
meeting a copy of a statement of not more than 500 words with respect to the matters to be dealt
with at the meeting.

No business may be conducted at such a meeting other than that stated in the notice calling
it (paragraph 20A(1), but also see paragraph 20A(8)(b) below).

A members' requisition needs not less than the requisite number of members society
members - currently 500, or a lower number if specified in the society's rules.

The requisition -

(a) must state the objects of the meeting, be signed by the requisitionists and be deposited
at the society's principal office, and

(b) may consist of several documents in like form each signed by one or more requisitionists
and each after the first deposited within three months of the date on which the first was
deposited.

(paragraph 20A(3)).
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Where the requisition consists of several documents, the date of its deposit shall be taken to
be the date on which the document signed by the requisitionist making up the requisite
number is deposited at the society's principal office.

The rules of the society may require a requisitionist -
(a) to state his full name and address
(b) to fulfil one or other of the following conditions, namely -

(i) to have been a shareholding member for a specified period and to hold, or to
have held at any time during that period, shares in the society to such value (not
greater than the prescribed amount) as is specified in the rules, and

(i) to have been a borrowing member for a specified period and to owe to the
society, or to have owed to the society at any time during that period, a mortgage
debt of such amount (not greater than the prescribed amount) as is so specified, and

(c) toidentify a share or mortgage account with the society which will evidence the fact that
he fulfils one or other of those conditions.

(paragraph 20A(5)).

"Specified period” means such period (not more than two years) before the date of the
requisition as is specified in the rules. By paragraph 36, the prescribed amount is £100.

Any objection to the requisition must be made within 14 days of the being deposited at the
society's principal office.

The rules of the society may also require a sum of money, not exceeding £50 per
requisitionist (this sum may be changed by order: paragraph 20A(13)) to be deposited with
the requisition and, where any money is so deposited, it shall be forfeited to the society, or
returned to the persons who deposited it, as provided by the rules
www.bsa.org.uk/members/circular/6548.htm.

The rules must not provide for any deposited money to be forfeited to the society except -

(a) where a quorum is not present within half an hour after the time appointed for the
meeting, or

(o) where and to the extent that those eligible to vote at the meeting decide by ordinary
resolution that the money should be applied to defray the whole or any part of the expenses
of holding the meeting (paragraph 20A(8)).

Accidental omission to send a copy of the statement to a member entitled to receive one, or
the non-receipt of such a copy by such a member does not invalidate the proceedings at the
meeting.
The FSA must hear and determine any dispute arising in relation to members' requisition of
meetings, whether on the application of the society or of any other person who claims to be
aggrieved.

¢ Qualifications on the right

If the rules of a society so provide the society is not obliged -
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(a) to call a special meeting if the only or main object of the meeting is to move a resolution
in substantially the same terms as any resolution which has been defeated at a meeting or on
a postal ballot during the period beginning with the third AGM before the date the requisition
is deposited at the society's principal office, or

(b) to call a special meeting to be held during the period of four months beginning one month
after the end of its financial year (paragraph 20A(9)).

The society is not obliged to send copies of a statement to members entitled to receive
notice of a meeting if -

(a) the statement does not relate directly to the affairs of the society, or

(b) publicity for the statement would be likely to diminish substantially the confidence in the
society of investing members of the public, or

(c) the right to receive a copy of the statement is being abused to seek needless publicity for
defamatory matter or for frivolous or vexatious purposes
(paragraph 20A(10).

(d) aslong as the rules provide, the resolution would purport to interfere with the Board's
right and duty to manage the affairs of the society - this derives from the judgment in
Hickmott v Woolwich Equitable Building Society (1974) Reg.Rep.

+ Failure to comply with members' requisition

Where a members' requisition is deposited at a building society's principal office then, if the
society does not within 28 days from the date of the deposit of the requisition duly call a
meeting to be held within 63 days from that date -

(a) the requisitionists, or any proportion of them exceeding one half, may themselves call a
meeting to be held within five months from that date; and

(b) no business shall be conducted at a meeting so called other than that stated in the notice
calling it or (where applicable) that mentioned in paragraph 20A(8)(b)

(paragraph 20B).

The meeting must be called as near as possible in the same manner as the society has to
call meetings.

By paragraph 20B(4) -

(a) as paragraph 20A(1)(b) above requires the society to send to each member entitled to
receive notice of the meeting a copy of a statement of not more than 500 words with respect
to the matters to be dealt with at the meeting; and

(b) if the society does not comply with the requisition within 28 days from its deposit, the
requisitionists (or any proportion of them exceeding one half) may send a copy of the
statement to each such member. In practice, it is difficult to see how they could do this
without access to the register of members and considerable funding.

If the rules of the society make provision as mentioned in paragraph 20A(9)(b) above, any

days falling within the period there mentioned are disregarded in determining any period for
the purposes of paragraph 20B(2) or (4)(b) above.
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The society must repay any reasonable expenses incurred by the requisitionists because of
its failure to call a meeting or to distribute a copy of the statement. The society may recover
the money from the directors responsible for the failure. (by the retention of fees or other
remuneration in respect of services or otherwise).
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LENDING

This sub-section covers the 1986 requirements regarding mortgage lending by building
societies.

1. Significance of the Lending Provisions

The lending provisions are relevant, not to powers (which are mainly governed by the
society’s memorandum), but to -

e classification of assets - because only loans fully secured on residential property can be
counted towards "Y" in relation to the lending limit, and

e eligibility for borrowing membership (since only individuals who are indebted to the society in
respect of loans fully secured on land have to be made borrowing members. The rules can
extend such membership to individuals where the loan is substantially secured on land (see
below).

For either purpose, a society must determine whether or not a loan is —

e secured on land
e "fully" secured.

And, for classification of assets only, whether the loan is —

e fully secured on residential property.

The text deals with these matters in a logical order (starting with an explanation of the
lending limit mechanism).

2. The Lending Limit

(i) The Mechanism for the Lending Limit

Since the amendment of the 1986 Act by the Building Societies Act 1997, a building society
is no longer subject to a restrictive powers regime. It has the powers conferred on it by its
memorandum. However, in conducting its activities, a society must observe certain statutory

provisions, such as those dealt with below.

The “lending limit” states that at least 75% of the "business assets" of a building society (or
of the society and any subsidiary undertakings) must be —

in the form of loans owed to the society and those undertakings which are fully secured on
residential property (FSRP) - "the lending limit".

(Section 6(1) and (2))

"Business assets" are the total assets of a society (or total assets of the society and its
subsidiary undertakings)

e plus provisions for bad and doubtful debts,
o Jess fixed assets, liquid assets and any long term insurance funds.

(“Business assets” is not a term actually used in the 1986 Act but is used here to help
distinguish the new position from the pre-1997 Act position).
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A society must calculate the position in relation to the lending limit on each "quarter day" - ie
the end of a society's financial year and at subsequent three-monthly intervals (section
6(14)(15)). This is subject to flexibility by agreement with the FSA, eg where a society has a
financial year end which falls other than at the end of a month.

A society's ratio of loans fully secured on residential property to business assets might be
only just above 75%. If so, circumstances could arise, outside the society's control where
the ratio unexpectedly fell below that level on a quarter day. This might happen eg because
of substantial repayments or redemptions of residential mortgages.

Therefore, a society is allowed time to adjust the position (by the next quarter day) by taking
the loans fully secured on residential property on the immediately preceding quarter day
instead of the current amount of such loans (section 6(1)(b)).

The definition of "X" in section 6(2) - total assets, plus provisions for bad and doubtful debts,
less liquid assets, fixed assets and assets representing long term insurance funds (defined
in section 6(12)) of an insurance company - gives a broadly similar result to the pre 1997 Act
amount known as "total commercial assets".

The definition of "Y" in section 6(2) - loans fully secured on residential property - covers
principal owing and interest accrued but not yet payable; it does not cover any premium paid
on the acquisition of a loan.

"Y" includes loans secured on residential property which is let, including loans to housing
associations, private landlords or developers, be they individuals or bodies corporate. It
does not, however, include unsecured loans for deposits on property purchases. The "X - Y"
formula appears complicated; the following illustrations might be helpful -

Society A (on a quarter day) Society B (on a quarter day)
X (total business assets) £100million X (total business assets) = £100million
LESS
LESS Y (loans FSRP) £ 76million
£ 24million
Y (loans FSRP) £ 74million £24million does not exceed 25% of X.
£ 26million

» ) Society B does meet the lending limit on the
£26million exceeds 25% of X. SOC/ety A quarter day in question

does not meet the lending limit on the
quarter day in question.

The term "lending limit" is potentially misleading, since the constituents of "X - Y" (limited to
25% of "X" by section 6(1)), while including loans fully secured on land other than residential
property and unsecured loans, may include other categories of asset (apart from liquid
assets, fixed assets and long term insurance funds). The section 6 limit is actually a limit on
"business assets" other than loans fully secured on residential property.

(ii) Additional Points

The Act effectively provides for the "linked presentation” accounting treatment for certain
non-recourse finance arrangements, such as securitisation, to be reflected in the application
of the lending limit (Section 6(3)).
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At the end of a society's financial year, the society must take the amounts to be included in
the calculation of the position in relation to the lending limit from the balance sheet in the
society's annual accounts. On the other quarter days the society must take the amounts
from a balance sheet prepared on a similar basis (section 6(4)).

The accounts concerned are the society's individual accounts or, where the society has
subsidiary undertakings, its consolidated group accounts (section 6(14)). The society's
position in relation to the lending limit at the end of its financial year is required to be shown
in the annual business statement.

Unlike the funding limit in section 7, which focuses on shares in the society held by members
who are individuals, the lending limit takes no account of whether or not the borrower is a
member of the society (although fully secured mortgage borrowers who are individuals will
be members).

(iii) Consequences of Failure to Comply with Lending Limit

The Act provides that where a society fails to comply with the lending limit then the powers
conferred on the FSA under section 36 shall become exercisable, although any "excess"
transactions remain valid (Section 6(5)). Also see IPRU (BSOC) chapter 6.6.

(iv) Modification of Lending Limit

There is provision for the lending limit to be reduced, to a percentage not less than 60%,
through a statutory instrument made by the Treasury subject to the affirmative resolution
procedure (section 6(6), (9) and (10)).

The Act provides for the detailed calculation of the position in relation to the lending limit on
a group basis, under section 6(2) and (3), to be modified by a statutory instrument made by
the Treasury, subject to the negative resolution procedure (Section 6(7), (8), (9) and (11)).

Such a statutory instrument may also apply the lending limit to assets of associated
undertakings (essentially an undertaking - not being a subsidiary undertaking - in which the
society has a shareholding of 20% or more).

The Treasury exercised this power by making an order in the context of the International
Accounting Standards and securitisation — The Building Societies (Modification of the
Lending Limit and Funding Limit Calculations) Order 2004 (SI 2004 No 3200). International
Accounting standards (IAS) require a society’s accounts to show securitised assets at their
gross value.

There could be a problem if a society using IAS had a subsidiary undertaking that was a
special purpose vehicle holding securitised assets. Use of this gross value could distort the
application of the lending limit. SI 2004 No 3200 modifies section 6(2) to allow these assets
to be taken at net value.

(v) Loans Acquired by Equitable Transfer

References in the 1986 Act to loans being owed to a building society (or a subsidiary
undertaking of a building society) include references to their being so owed in equity as well
as at law (section 119(3A)). Accordingly, loans acquired by a society or subsidiary
undertaking from another lender by an equitable assignment are, where appropriate, treated
as fully secured on land in the same way as loans acquired by a legal transfer.
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An equitable assignment arises where there is an express agreement to grant a legal
mortgage. (See also paragraph 5(2B) of Schedule 2 which allows the rules of a building
society to provide for an individual to be a borrowing member where the loan is owed to the
society in equity rather than at law.)

3. Loans Secured on Land
(i) Basic Definition

Sections 6A and 6B provide for the determination of whether a loan secured on residential
property is "fully secured" for the purposes of the 1986 Act.

Section 6A defines “loans secured on land” and a loan will be “fully secured on land” if it
meets the further requirements of section 6B (see below).

NOTE —

e Section 5(1)(a) makes it clear that a loan secured on land will fall within the purpose or
principal purpose of a society only if land qualifies as residential property. (Residential
property is defined in section 5(10) as where at least 40% of the land is normally used as, or
in connection with, one or more dwellings or is to be developed etc accordingly. More
information is given below)

e The lending limit requires that at least 75% of the business assets of a building society (or of
the society's group) must be loans fully secured on residential property.

e A"borrowing member" is an individual indebted to a society in respect of a loan fully secured
on land.

Before defining "fully secured", we must define "loans secured on land" -.

A loan is "secured on land" if it is —

e secured by a mortgage of a legal estate (or, in certain circumstances prescribed by order,
an equitable interest) in land in England and Wales or Northern Ireland,

e a heritable security over land in Scotland, or

e a"qualifying security” over land in a European Economic Area (EEA) country or territory
(see below)

(section 6A(1) and (2)).
(ii) “Mortgage”

Mortgage is defined by section 119(1) to include a charge, therefore putting it beyond doubt
(if there was any) that what is now the almost universal method of effecting a legal
mortgage, ie the legal charge, falls within section 6A(1)(a).

Under section 1 of the Law of Property Act 1925, there are only two legal estates, the "fee
simple absolute in possession" (broadly speaking, what is normally recognised as a
freehold) and the "term of years absolute" (broadly speaking, a lease for a certain fixed
period).

A heritable security is created by means of a standard security, the form of which is
regulated by the Conveyancing and Feudal Reform (Scotland) Act 1970.

For more information, see the BSA Guide Residential Mortgage Law & Regulation (January
2009) www.bsa.org.uk/docs/bsa mortgage law and requlation guide.pdf.
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(iii) “Prescribed Equitable Interests”

Equitable interests are, in effect, third party rights over land (traditionally recognised by the
court of equity but not by common law).

The Treasury may prescribe (by statutory instrument subject to the negative resolution
procedure), equitable interests which, for the purposes of the Act, may form the basis of the
security (Section 6A(2), (5) and (6)).

The Building Societies (Prescribed Equitable Interests) Order 1997 (S| 1997 No 2693)
prescribes three types of equitable interest in land for the purposes of section 6A(2) -

(a) rights to acquire freehold or greater leasehold interest,
(b) any easement, profit or similar right which belongs with land, and
(c) contracts for the development of residential land.
An easement is a right enjoyed by an owner of land over someone else's land (eg a right of

way, a right of support etc). A profit is similar to an easement except that it is the right to
take something from the land (eg produce, soil, grazing rights).

A loan secured by mortgage of any of the three types of equitable interest to a society or its
subsidiary undertaking is secured on land for the purposes of the 1986 Act.

(iv) “Qualifying Security”

A qualifying security is, in essence, is a mortgage over land situated in the EEA (other than
the United Kingdom) Section 6A(7).

The EEA comprises the countries of the European Union together with certain other
countries and, for purposes of section 6A (and also section 6B), the Channel Islands, the
Isle of Man and Gibraltar. The full list can be found at —

http://europa.eu/abc/european countries/index en.htm

(The definition of "EEA country or territory" in section 6A(7) appears to cover the same
ground as the definition of "EEA State" in section 97(13). It is not clear why a single
definition was not provided in section 119(1).)

Section 6A(4), (5) and (6) empowers the Treasury to provide (by statutory instrument subject
to the negative resolution procedure) for loans secured on land outside the European
Economic Area to be brought within "loans secured on land". The Treasury has not used
this power.

(These provisions do not limit societies' powers but give control and certainty on the
application of the lending limit.)

(v) Registered Land

Section 6A(3) confirms that a loan is still secured even if made before the mortgagor's title is
registered or, in Scotland, transferred. Without this provision, the loan would not be secured
by a mortgage of a legal estate (or by a heritable security).
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(vi) Syndicated Lending

Certain 1986 Act provisions together ensure that a loan held in trust for a society or
connected undertaking (such as in a syndicated lending arrangement) -

e counts towards the value of "Y" in section 6, and
e s secured on land for the purposes of section 6A

(see sections 6(13), 6A(2) and 6B(8)).

The words near the end of section 6A(2) ("securities held by or on behalf of building
societies or connected undertakings") ensure, in this context, that where the security is held
by someone other than the society or the undertaking (eg by a trustee under a syndicated
lending arrangement) the loan can still be fully secured on land.

4, Loans Fully Secured on Land
(i) Basic Definition
Section 6B defines "loans fully secured on land".

This provision supplements section 6A (which defines "loans secured on land" above), by
defining the element of full security, and is therefore important both for classification of
assets and eligibility for borrowing membership.

References throughout section 6B are to "a building society or a subsidiary undertaking"”, so
references to "society" below should be taken to include "subsidiary undertakings" (defined
in section 119(1)). "Undertaking" and "Subsidiary Undertaking" now have the same meaning
as in the Companies Act 2006 (sections 1161 and 1162, and Schedule 7).

Section 6B(1) is the basic provision and specifies the two requirements for a loan to be fully
secured on land —

+ The principal of, and interest accrued on, the loan owed to the society
must not exceed the value of the "requisite security" (section 6B(1)(a)).

Requisite security as the security constituted in the land itself ie the basic security (ie that
constituted by the legal estate in, or the heritable security over, the land, or the equitable
interest in the land) and not any collateral security; for example, guarantees (section 6B(8)).
Accordingly, the requisite security is the security required for a loan to qualify as a loan
secured on land under section 6A.

References in the 1986 Act to loans being owed to a building society include references to
their being so owed in equity as well as at law (section 119(3A)). Accordingly, loans
acquired by a society from another lender by an equitable transfer are, where appropriate,
treated as fully secured on land.

Section 6B(2) requires a loan secured by prior mortgage to be deducted from the value of
the requisite security for the purposes of section 6B(1)(a) where the mortgage to the society
is a second mortgage (unless the society is the first mortgagee).

+ The society's mortgage must be a first or second mortgage,

unless, of course, the "prior" mortgagee does not have priority (such as where it has
entered a deed of postponement) or the prior mortgagee is -
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the society itself,

a subsidiary undertaking of the society,

a lending syndicate of which the society or subsidiary undertaking is a member, or
trustees of a trust under which the society or such undertaking is a beneficiary (this
also covers syndicated lending, but where the security is held by a trustee on behalf
of the lender-participants).

O O O O

(section 6B(1)(b))

Anyone else is an "outside person" (section 6A(8)).

(ii) “Residential Property”

The loan must be secured on "residential property or other land" (see above).

"Residential property" is defined (section 5(10)) as land at least 40% of which is normally
used as, or in connection with, one or more dwellings or has been, is being or is to be
developed or adapted for such use.

The Act provides for the position where any land comprises a building or other structure
containing two or more stories, in which case the area is taken to be the aggregate of the
floor areas of each of the two storeys.

Land used "in connection with" one or more dwellings would include, for example, garden
areas. Apart from dwellings, "residential property" includes land for residential development
but not hotels, hostels, nursing homes etc.

Section 6B(3) excludes certain charges, such as local land charges, from the scope of
section 6B(1)(b) and (2).

(iii) Classification of Loans Secured on Land
There are three categories of loans secured on land —

e FSRP (fully secured on residential property),
e fully secured on other land, or
e not fully secured on land.

(Section 6B(4)).

The test of whether a loan is "fully secured” must be satisfied "on the occasion on which" the
society makes the loan.

Where the society acquires the loan from another lender (as under an acquisition of a
mortgage book), the relevant time is the occasion on which the loan is acquired.

The provision extends beyond residential property to "other land" because it is not only
relevant to the lending limit, but also for other reasons when the society needs to know
whether a loan is fully secured — for instance, to ascertain whether someone is a borrowing
member (eg where, a borrower (who is an individual) has mortgaged a shop to the society).

Section 6B(5) governs the effect that section 6B(4) shall have regarding loans made by two
or more payments on different dates, such as instalment loans. This also includes revolving
loans where the amounts advanced can be repaid and subsequently re-drawn, so the
amount outstanding can increase and decrease during the life of the loan.
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The relevant time is the occasion on which the society makes the first of the payments ie the
occasion on which the first instalment is lent. The society would need to be satisfied at that
time that the total amount, that may be outstanding at any time under the loan, would be
covered by the expected maximum value of the basic security.

In the case of a loan to be lent by regular instalments, the society would have to be satisfied
that the value of the security covered the first instalment when it was paid and (having
regard to the security's expected future value) further instalments would be covered as and
when they were lent. In the case of a revolving loan the total amount that could be
outstanding at any time would be the relevant factor.

A society must treat all loans secured on land made or acquired as being not fully secured
until such time as it is satisfied that each loan is appropriately fully secured (section 6B(6)).

(iv) Re-classification
A loan must be re-classified if a society is satisfied -

e on a revaluation that the value of the requisite security has changed — but see section
6B(7)(c) below

on a notice from the borrower that there has been a change in the use of the land,
that the amount of principal outstanding on the mortgage has changed,

that the principal outstanding on a prior mortgage has changed or been repaid, or
that the relative priority of the mortgage has changed,

and

e if the society is also satisfied that were it to make a new loan in the altered circumstances, it
would fall into a different classification under section 6B(4).

(Section 6B(7)).

Where a loan ceases to be fully secured in one of the circumstances listed above, and the
borrower is an individual, the borrower will cease to qualify as a borrowing member unless
the society's rules provided for membership where a loan is substantially secured on land
(paragraph 5(2) of Schedule 2) (see Rule 1 - definition of "Loan" - in Model Rules for
Building Societies (fifth edition)).

However, a society is not required to reclassify a loan merely because a revaluation,
undertaken at a time after the loan was made or acquired, revealed that it was no longer
fully secured. This is because, by section 6B(7)(c), a society may elect that the subsection
shall apply, and it will not apply unless such an election takes place.

Section 6B(8) contains certain definitions. Apart from "the requisite security" and "outside
person” (see paragraphs 27 and 30 above), "trust" is also defined. The latter definition is
framed in such a way as to make it clear that not only trustees in the UK legal sense, but

also persons holding and administering property in a fiduciary capacity in other countries,
are included.

(v) Valuations
The old section 13 of the 1986 Act, repealed by the 1997 Act, required every director of a

building society to satisfy himself that the society had arrangements for assessing the
adequacy of the security for any advance to be fully secured on land.
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A similar requirement was contained in the FSA Handbook, under IPRU (BSOC), but that
has now been deleted.

This Rule did not stipulate how a society should carry out the valuation or assessment, or
that the society should carry them out in all cases (see 6.5.1G). However, it specified that -

a society’s policies should be clearly documented, and
the extent to which valuations or assessments are carried out will be a factor the FSA will take
into account when assessing a society's threshold solvency ratio

e any valuer should be have sufficient experience and be free of conflicts of interest

Therefore, there is no specific requirement for a physical inspection of property to be
mortgaged. It would be for an individual society to satisfy itself that arrangements other than
physical inspection were adequate. Under SYSC 3.3.IR, a firm must take reasonable care to
establish systems and controls appropriate to its business.

A society would also need to be satisfied, if a loan was to be counted within the 75% in the
lending limit, that it was fully secured on residential property; ie that its arrangements for
assessing the adequacy of a security were adequate to ensure that the loan was FSRP.

For more information, see the BSA Guide Residential Mortgage Law & Regulation (January
2009) www.bsa.org.uk/docs/bsa mortgage law and regulation guide.pdf

5. Discharge of Mortgages

Schedule 2A, given effect by section 6C, sets out the mechanics by which a mortgage may
be discharged when the loan is fully repaid. It also gives the Treasury power, by statutory
instrument, to prescribe the form of documents to be used.

¢ In unregistered land, a building society mortgage may be discharged by a receipt in
the prescribed form signed by any person acting under the authority of the board of
directors (see the Building Societies (Prescribed Form of Receipt) Rules 1997 (SI
1997 No 2869).

The 1997 Rules provide two alternative forms for use by societies in discharging
unregistered charges, one executed by seal and the other by signing. Two other methods
are available, but seldom used in practice. The first is by a receipt under section 115 Law of
Property Act 1925, which is a more complicated form that may operate as a transfer of the
mortgage. The second is by a reconveyance of the mortgaged property to the mortgagor.

« In registered land in England and Wales, the mortgage may be discharged by
statutory receipt under the 1986 Act or by Land Registry Form DSI. Electronic
discharge is also available, under the Land Registration Rules 2003 (Sl No 1417),
through FORM ED and the new Form e-DSI.

For more information, see the mortgages area of the BSA Members’ Website
www.bsa.org.uk/members/policy/mortgages/mortgages main.htm and the Land Registry
Website www.landregistry.gov.uk/.

6. Sale of Mortgaged Property in Possession

Since 1997, a building society has owed a borrower the same duty as other lenders to obtain
a proper price or true market value on the sale of a mortgaged property in possession, if the
society decides to sell (Cuckmere Brick Co Ltd v Mutual Finance Ltd [1971] Ch 949).
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It is doubtful if there was ever more than a theoretical distinction between building societies
and other lenders in relation to the price they were required to obtain for property sold in
possession - societies used to be under a duty to take reasonable care to obtain the best
price that they could obtain.

For more information, see the BSA Guide Residential Mortgage Law & Regulation (January
2009) www.bsa.org.uk/docs/bsa mortgage law and regulation guide.pdf

There are certain relevant duties under MCOB (see especially MCOB 13.16R). For more
information, visit —

www.bsa.org.uk/members/policy/mortgages/arrears possessions/MCOB13 and PAP.htm.

7. Notice of Sale

Under the former Schedule 4 to the 1986 Act a society, which had exercised its power to sell
mortgaged property, was under an obligation to send to the mortgagor at his last known
address a notice containing prescribed particulars of sale. Old Schedule 4 was repealed on
1 December 1997, so that the 1986 Act no longer places an obligation in this respect.
Societies are, therefore, in the same position as other lenders in relation to possessions and
sales.

8. Abolished Mortgage Codes of Practice

At its meeting in March 2006, the BSA Council decided that the three BSA mortgage codes
of practice should be abolished with immediate effect —

e The Code of Practice on Linking of Services (The Linking of Services Code)

¢ The Code of Practice on Additional Security (The Additional Security Code)

¢ The Code of Practice on Transfer of Mortgages by Building Societies or their Associated
Bodies (The Transfer of Mortgages Code).

This note is included in the Guide for clarification, because the BSA sometimes receives
queries from members about the codes. Notification of this decision, plus the background to
the Codes and the reasons for their abolition (essentially, following from the introduction of
MCOB, to place building societies on a level playing field with other lenders) were set out in
Circular No 6393, issued on 14 March 2006 www.bsa.org.uk/members/circular/6393.htm.
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FUNDING AND DEPOSITS

This sub-section covers the 1986 requirements regarding funding for building societies and
restrictions on raising funds and borrowing by building societies.

1. The Funding Limit
(i) The Mechanism for the Funding Limit

The “funding limit” states that at least 50% of the liabilities of a building society must be
shares in the society held by individuals (Section 7(1) and (2)). The calculation is based on
an ‘X’ and 'Y’ formula similar to that employed for the lending limit (see link to Policy Brief
below).

Section 1 of the Building Societies (Funding) and Mutual Societies (Transfers) Act 2007
gives HM Treasury the power to amend the 1986 Act to give building societies the flexibility
to borrow up to 75% of their funding on the wholesale markets. No order has been made
and none is likely to be made in the short term. (See Uncertificated Securities (Amendment)
(Eligible Debt Securities) Regulations 2003 (Sl 2003 No 1633)). For more information see
www.bsa.org.uk/members/policybrief/bill.htm.

“Liabilities” includes interest accrued and relates to shares, deposits, and debt securities
of a building society (or of the society and any subsidiary undertakings).

“Individuals” does not include bare trustees (or, in Scotland, simple trustees) for bodies
corporate or for persons who include bodies corporate.

“A bare trustee” is someone who holds property in trust for the absolute benefit (and at the
absolute disposal) of other persons. Apart from a duty to transfer the property to them on
request, the bare trustee has no other duties regarding the property. A person with an
existing beneficial interest in the property cannot be a bare trustee.

The position in relation to the funding limit is to be calculated on each "quarter day", defined
in section 6(14) and (15) as meaning the end of a society's financial year and at subsequent
three-monthly intervals. This is subject to flexibility by agreement with the FSA, eg where a
society has a financial year-end, which falls other than at the end of a month.

A society's ratio of shares held by individuals to total shares, deposits and debt securities
might be only just above 50%. If so, circumstances could arise, outside the society's control,
where the ratio unexpectedly fell below that level on a quarter day. This might happen eg
because of sudden substantial outflows from share accounts.

Therefore, a society is allowed time to adjust the position (by the next quarter day) by taking
the shares held by individuals on the immediately preceding quarter day, instead of the
current amount of such shares (section 7(1)(b)).

The calculation excludes liabilities in respect of amounts which are own funds for capital
adequacy purposes - eg subordinated debt and permanent interest bearing shares (PIBS) -
Section 7(3).

Section 7(3) also effectively provides, where appropriate, for the application of the funding
limit to a society and its subsidiary undertakings on a consolidated group basis, using the
same method as the society uses in its group accounts. This also reflects the effect of the
"linked presentation" accounting treatment for certain non-recourse finance arrangements,
such as securitisation.
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Where section 7(3) applies, the society should, at the end of its financial year, disregard (in
the calculation of the position in relation to the funding limit) amounts not included in the
balance sheet in the society's annual accounts (section 7(4)). On the other quarter days, the
amounts are to be those not included in a balance sheet prepared on a similar basis.

The Treasury may modify sections 7(2) and (3) in their application to subsidiary
undertakings. The Treasury exercised this power by making an order in the context of the
International Accounting Standards (IAS) and securitisation — The Building Societies
(Modification of the Lending Limit and Funding Limit Calculations) Order 2004 (SI 2004 No
3200). Under IAS, a society’s accounts must show securitised assets at their gross value in
a society’s accounts.

The Treasury also exercised its power by making Sl 2004 No 3200 (see above). This Order,
which took effect on 6 April 2007, means that building societies will be able to disregard

deposits by individuals held by their offshore deposit-taking subsidiaries (if any), subject to a
limit of 10% of total shares, deposits and debt securities, from a the funding limit calculation.

There could be a problem if a society using IAS had a subsidiary undertaking that was a
special purpose vehicle holding securitised assets. The application of the funding limit could
be distorted by use of this gross value. Sl 2004 No 3200 modifies section 6(2) to allow a
society’s accounts to take these assets at net value.

"Accounts" means the society's individual accounts or, where the society has subsidiary
undertakings, its group accounts (section 6(14)).

(ii) Consequences of Failure to Comply with Funding Limit

Where a society fails to comply with the funding limit, the FSA can exercise its powers under
section 36 (Section 7(5)). Any "excess" transaction remains valid.

The FSA expects societies to draw up their corporate and other business plans to provide
reasonable assurance that they will comply with the funding limit. This requirement is
contained in one of the few remaining parts of IPRU (BSOC) - 4.5.1-2G.

(iii) Declaration by Individuals

There is a declaration procedure for a society to be sure that the relevant individual does not
hold the shares held as a bare trustee for bodies corporate section 7(6).

This is to stop corporate bodies getting round the section 8(1)(c) restriction (on such bodies
opening share accounts). Otherwise, it might have been possible to evade the restriction by
putting the investment in the name of an individual who, being a bare trustee, was obliged to
deal with the investment in accordance with the body corporate's instructions, so that they
retained complete control over it as if it were in their name.

(iv) Modification of Funding Limit

A statutory instrument, made by the Treasury, may modify the detailed calculation of the
position in relation to the funding limit on a group basis, subject to the negative resolution
procedure (Section 7(7) to (9)) - ie the Sl is automatically approved if there are no objections
within two days of it being shown to Parliament.

Such a statutory instrument may also apply the funding limit to liabilities of associated
undertakings (essentially, an undertaking - other than a subsidiary undertaking - in which the
society has a shareholding of 20% or more).
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2. Raising Funds and Borrowing
(i) The Shares and Deposits Restrictions
A building society may not -

e accept a deposit from an individual,

e raise funds from an individual except by the issue of shares, or

¢ raise funds from a body corporate, or from a bare trustee for a body corporate, except by the
issue of deferred shares. (Section 8(1)).

It is not clear that the second point above would prevent anything that the first point does not
prevent. It seems that Parliament included the second to stop attempts to create new
instruments claiming to be neither deposits nor shares, as a way of taking money from
individuals without conferring membership.

These restrictions were introduced by the 1997 Act because the Government believed that
the distinction between shares and deposits was not well understood by the general public,
and membership rights could be lost by switching from one to another.

Section 8(9) defines "raise funds", but section 8(8) cuts down the scope of the definition
considerably. It provides that the acceptance of deposits (including the issue of debt
securities) does not constitute the raising of funds — therefore, a society may accept deposits
from, and issue debt securities to, bodies corporate.

"Deposit" includes a loan and a subordinated deposit (section 119(1)).

The Act does not define "body corporate"” and therefore has its usual meaning — ie an
association of persons regarded in law as a corporate body, with an identity separate from
those making up the association.

The status of body corporate must be conferred by some legal process eg by Royal Charter,
by special Act of Parliament, or by registration under general legislation such as the
Companies Acts. These include companies, local authorities, parish councils, building
societies etc. However, some types of organisation do not have to be, though might be,
bodies corporate, eg trades unions and charities.

A partnership comprising wholly of individuals is in the same position as an individual or
individuals jointly, as far as section 8 is concerned. A partnership of one or more of the
partners of which is a body corporate appears to be in the same position as a body
corporate.

A Scottish partnership differs from its English equivalent since the law regards it as a person,
distinct from the individual partners, with its own legal personality (existence). This means
that the name of a Scottish partnership, unlike an English partnership, could be included in
the membership register. But Scottish partnerships are understood not to be corporate
bodies and, accordingly, to be in the same position as English partnerships in the context of
section 8.
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Summary of the Effect of the Restrictions and Prohibitions in Section 8

Investor Shares Deposits

Individual (or individuals

jointly) -
e on own behalf Yes Limited
e as trustee for another Yes Yes?
individual(s)
e as bare trustee for a No ° Yes ®
body corporate
e as trustee (other than Yes Yes ®

a bare trustee) for a
body corporate

4

e astrustee for an Yes Yes
unincorporated
association
e as nominee/ attorney/ Yes Limited '
executor etc for
another individual
Body corporate -
e on own behalf No ° Yes
e astrustee for an No ° Yes
individual(s)
e as nominee/ attorney/ No ° Yes
executor etc for an
individual
e as trustee for another No ° Yes
body corporate or an
unincorporated
association
Partnership See below ° See below °
NOTES

1 Subject to the exceptions in section 8(2)(current account, trustee account, client account etc)
or where they chose to take an equivalent share account.

2 Subject to the account containing the word “trust” or “trustee” in the title.
3 Except for deferred shares (eg permanent interest bearing shares).
4 Subject to there being no member of the association that is a body corporate.

5 A partnership that consists solely of individuals is in the same position as an individual or
individuals jointly. A partnership of one or more partners that is a body corporate appears to be in
the same position as a body corporate. In Scotland, a partnership is deemed in law to be a
person, distinct from the individual partners, with its own legal personality, but is understood not
to be a corporate body. A limited liability partnership is a corporate body.
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(ii) Permitted Deposits by Individuals

There are a number of exceptions to the prohibition on the acceptance by a society of
deposits from individuals (Section 8(2)). A society may accept the following categories of
deposits (and loans) from individuals -

e Current accounts

The 1986 Act does not define the term and there appears to be no direct definition in case
law or in statute. But, it appears that because the function of a current account is to allow
day-to-day payments, the two essential characteristics are that -

e balances must be repayable on demand, and
e the customer has the right to draw personal cheques on the account.

Although certain other features may be common in current accounts (such as overdraft and
other money transmission facilities) these are not essential characteristics. It is possible
that, as banking practices change, eg reduced use of cheques, banking practice etc, the
definition of a current account will also change.

(A society may continue to operate current accounts for individuals as share accounts if it
wishes.)

¢ Deposit accounts that contain certain words in their title

These are the word "client", "trust” or "trustee”" (see below).

(A society may continue to operate trust accounts as share accounts where the trustee is an
individual, there are no corporate beneficiaries and the trust does not prohibit such an
investment.)

e A deposit with reference to which a transferable instrument is issued

Section 8(9) and (10) define a transferable instrument. There is also no prohibition in the
legislation on an individual acquiring a transferable instrument that a society originally issued
to a body corporate (but the instrument’s terms may specify descriptions of persons who
may not hold it).

(See Uncertificated Securities (Amendment) (Eligible Debt Securities) Regulations 2003 (Sl
2003 No 1633).

e Qualifying time deposits
These are defined in section 8(9) as having the meaning given by section 482(6) of the
Income and Corporation Taxes Act 1988 (payment of interest without deduction of income
tax on deposits of £50,000 or more for a fixed term of up to five years).

e Overseas deposits
An overseas deposit is a deposit that a branch or agency of the society in a country or
territory outside the UK accepts and is repayable in such a country or territory (section 8(9)).

(Deposits with an overseas subsidiary undertaking of a society are unaffected by the
provisions of section 8.)
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e Any deposit where the society has announced publicly that it intends to
transfer the whole of its business to a company

The FSA may extend the initial period for this exception, of two years from the date of the
announcement, under section 8(3).

(ifi) Trust Accounts

If an account already has the words "client”, “trust”, or "trustee" in the title, then it will come
within the section 8(2)(a) exception. However, a number of accounts may be trust accounts
without such wording in the account title. The most obvious examples are where the trust is
indicated by eg "A re B" or "A ex parte B" etc.

A trust account is one where the beneficial interest in the account monies vests in a person
(B) other than the account holder (A). Therefore, a trust would usually exist where A used
the account for transactions in money that belonged to another person or people (B).

Apart from the obvious examples of solicitors' and estate agents' client accounts, and
executors and administrators, a trust would usually also exist where the account was held in
the name of a treasurer of a club or other unincorporated association, society, church,
chapel, fund, appeal etc, or held in some other representative capacity.

However, one should distinguish certain accounts from trust accounts. For example,
nominee accounts are accounts put by one person (B) into the name of another (A) purely
for B's own convenience and, accordingly, (although, on the face of it, they look like trust
accounts) there is not necessarily a trust element.

In some circumstances, the arrangement might in fact be a trust (bare or otherwise) or an
agency relationship (but, again, to come within the section 8(2)(a) exception, the word "trust"
or "trustee" must be in the account title). Also, where B grants a power of attorney to A, A
becomes B's agent - not normally his trustee.

In cases of doubt, societies might (where practicable) contact the account holder to establish
whether it is appropriate to include the words "trust" or "trustee” in the account title.

In 1997, the Association sought advice from Malcolm Waters QC as to whether an account
code to indicate certain types of account (eg "t/t" for "trust account") or some similar
abbreviation for "trust", "trustee" or "client" would comply with the exception in section

8(2)(a).

Counsel took the view that, provided the abbreviation was in the title itself (eg "J Smith t/t"),
then it was reasonable to conclude that the exception applied and the account may run on a
deposit basis — this is because it can be shown that eg "t/t" means "trust account". But this
would probably not apply if the abbreviation appeared in a field other than the account
name.

(iv) Transitional Provisions

By provisions under the Building Societies Act 1997 Act nothing in section 8 of the 1986 Act
affects -

e any deposit accepted by a society from an individual, or
e any share issued by a society to a corporate body,
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before section 8 applied to the building society in question (this varied from society-to-
society, depending on when they adopted new memoranda and rules reflecting the new
statutory provisions).

This provision preserves the previous rights and obligations in relation to deposit accounts
held by individuals, and share accounts held by corporate bodies. Generally speaking,
account-holders could make no further deposits or investments could in such accounts,
although the society could continue to credit interest.

(v) Non-Compliance with Section 8

A contravention of the prohibitions in section 8(1) does not invalidate any transaction or
other act (Section 8(4)). There is no explicit "penalty" for inadvertently taking a prohibited
deposit or share investment.

However, any such "breaches" of section 8 would (unless they were extremely isolated
incidents) obviously raise questions as to whether the society had complied with the systems
requirements of the FSA’s Prudential Sourcebook — see SYSC 3.2.6R.

(vi) "Powers" in Relation to Shares

The 1997 Act expanded certain provisions of the 1986 Act —
o effectively defining a building society share (section 8(5)) and clarifying that shares may be
issued in currencies other than sterling (see the definition of "interest" in section 119(1) -
"interest", in relation to shares, includes dividends"),

e providing that a society may issue deferred shares at a premium (section 8(6)), and

e providing that a society must transfer any premium on deferred shares to its reserves (section

8(7)).
(vii) Declaration by Individuals
In terms identical to section 7(6), section 8(11) provides a declaration procedure for a society
to be sure that shares held by individuals are not held by them as bare trustees for bodies
corporate.
(viii) Modifications to Section 8
Section 8(12) and (13) provides for the exceptions to the prohibition on accepting deposits
from individuals, in section 8(2), (9) and (10), to be modified by a statutory instrument made

by the Treasury, subject to the negative resolution procedure ie the Sl is automatically
approved if there are no objections within 40 days of it being shown to Parliament.
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POWERS OF CONTROL OF THE FSA

This sub-section covers the 1986 requirements regarding the FSA’s powers of control of
building societies.

1. Introduction

The Financial Services Authority (the FSA), a company limited by guarantee, is the body
responsible for the regulation of deposit-taking, mortgage-lending, insurance, and
investment business in the UK — www.fsa.gov.uk .

The FSA is independent and non-governmental, but has statutory powers under the
Financial Services and Markets Act 2000 (FSMA). HM Treasury is the sole shareholder in
the FSA.

The FSA’s aim is —

“to maintain efficient, orderly and clean financial markets and help consumers achieve a fair
deal.”

Its objectives, functions, principles to which it must have regard, and accountability
provisions are set out in Part | of the FSMA (sections 1-18).

For more information about FSA regulation see Financial Services Regulation below.

The FSA has been the regulator for building societies since it took over the functions of the
former Building Societies Commission on 1 December 2001. Parts | and VI of the 1986 Act
contains certain provisions relating to the FSA and its powers, in the context of building
societies. However, the FSA’s powers are much wider than those conferred by the 1986
Act.

2. Functions of the Authority
The FSA has the following functions under the 1986 Act; to —

e secure that the principal purpose of building societies remains that of making loans which are
secured on residential property and funded substantially by their members

e administer the system of regulation of building societies provided for by or under the 1986 Act

e advise and make recommendations to the Treasury or other government departments on any
matter relating to building societies (section 1(1)).

The FSA also has any other powers in relation to building societies conferred on it by the
1986 Act or any other enactment (section 1(2)).

3. Powers of Control of the Authority

The 1986 Act sets out certain express powers of the FSA in relation to building societies but,
as noted above, the FSA’s powers are much wider than those covered in the 1986 Act.
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(i) Powers in Relation to Principal Purpose and Nature Limits

Sections 36, 36A and 37 set out powers of control by the FSA exercisable because a society
has failed to comply with the provisions in sections 5-7 concerning principal purpose,
principal office, the lending limit, or the funding limit.

The FSA is empowered to direct a society, within a specified period, to —

e submit for approval a restructuring plan to bring it within the statutory requirements (section
36(3)-(4))

e call a general meeting to (at the society’s option) approve a restructuring plan or consider
converting to company status (section 36(5)-(6))

Sections 36(7)-(16) contain a range of supplementary provisions to facilitate the exercised of
the above powers. Section 36(13) provides a range of further FSA powers in cases where a
society fails to carry out the relevant directions properly, or at all, or where the FSA rejects a
restructuring plan.

Additional, related, powers are as follows —

e toissue a prohibition order where a society has failed to carry out a restructuring plan (section
36A). This provision was introduced by the 1997 Act.

e 1o present a petition for winding up of a society (section 37).

A prohibition order is an order prohibiting a society from carrying on, or continuing to carry
on the activity specified in the order. The activities in question are likely to be those that, by
ceasing them, would help the society to comply with the relevant statutory requirement (see
above).

There are a number of ancillary and administrative provisions in section 36A, such as a
requirement to dispose of assets.

The power in section 37 is to apply to the High Court for the winding up of a society or for an
order directing it to carry out a restructuring plan. This power is, in effect, a last resort if the
powers set out above were to be ineffective. The power has never been exercised either in
their current, or old (pre-FSMA) form.

(ii) Powers in Relation to Authorisation

If the FSA considers it expedient to do so in order to protect the investments of shareholders
or depositors of a building society, it may either direct the society to transfer all its
engagements to one or more other building societies, or to transfer its business to an
existing company (section 42B(1)). Ancillary and administrative provisions are set out in
section 42B(2)- ((9)).

Under section 42C, the FSA may vary or revoke a direction under section 42B(1) by a further
direction. The powers in section 42B are likely to be exercised where a society faces
financial difficulties.

The FSA may also direct that a transfer may proceed by board resolution only rather than by
seeking the approval of the members of the society (section 42B(3)(b)). In such
circumstances, the provisions of Schedule 8A to the 1986 Act modify the normal merger or
transfer requirements in Schedule 16 or Schedule 17 to the 1986 Act. The section 42B(3)(b)
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power has been used on a number of occasions — eg Gainsborough Building Society (2001),
Cheshire Building Society (2008), Barnsley and Derbyshire Building Societies (2008), and
Scarborough and Dunfermline Building Societies (2009).

(iii) Notices, Hearings and Appeals

Section 46A sets out the procedural requirements where the FSA proposes to give a
direction under the business restructuring power (section 36 — see above) or that a building
society seek a transfer to another society or to an existing company (section 42B(1)). A
society has a right to refer such a direction to the Financial Services and Markets Tribunal
established under the FSMA.

(iv) Information

Sections 52, 52B and 54 of the 1986 Act give the FSA powers to obtain information or
documents, and to enter premises with a warrant, and section 53A deals with the
confidentiality of information obtained by the FSA, in respect of its functions under the 1986
Act.

(v) Inspections etc

Sections 55 to 57 give the FSA power (for the purposes of its functions under the 1986 Act)

to appoint inspectors to investigate any aspect of the business of a particular building
society, or its affairs generally, or to summon a meeting of members.
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DIRECTORS AND OTHER OFFICERS

This sub-section covers constitutional provisions concerning building society officers;
eligibility, nomination, election and retirement of directors; and liability, exemption and
indemnity. This section focuses on the 1986 Act provisions — for broader information, see
the section of the Guide entitled Building Society Constitutions: Building Society Directors
and Other Officers.

1. The Combined Code on Corporate Governance

A revised Combined Code on Corporate Governance, for listed companies, came into effect
in July 2003 and applies to reporting years beginning on or after 1 November 2003. Building
societies are not obliged to follow the Combined Code, but the FSA encourages them to
‘have regard to it when establishing and reviewing their own corporate governance
arrangements’.

Most of the Code relates to the constitution and accountability of Boards; topics concerning
directors, such as performance evaluation and remuneration; and relations with
shareholders. Sections particularly relevant to directors are —

A.1 The Board

A.2 Chairman and chief executive

A.3 Board balance and independence

A.4 Appointments to the Board

A5 Information and professional development
A.6 Performance evaluation

A.7 Re-election

B.1 The level and make-up of remuneration
B.2 Procedure.

The BSA has issued an annotated version of the Code to assist building societies in
adhering to the elements of the Combined Code that are relevant to the sector
www.bsa.org.uk/docs/corporategov/bsa _guidance sept08.pdf. This gives guidance to
societies on alternative approaches where the Combined Code is not directly applicable,
such as the where the Code refers to ‘institutional investors’ — a concept that does not apply
to building societies as all members are individuals.

The paragraphs that follow do not deal specifically with the requirements of the Combined
Code, but focus mainly on the 1986 Act provisions (for more information, see pages 173-
190).

2. Officers and Managers
The 1986 Act (section 119(1)) defines —

+ an “officer” as “any director, chief executive, secretary or manager of the society;
and, in relation to any offence, “officer” also includes any person who purports to act
as an officer of the society....”

An officer must be a fit and proper person to hold office. The approved persons
requirements in the FSA’s Supervision Manual (SUP) apply to officers who perform
controlled functions (see pages 144-145 below).

* a “manager” as “a person (other than the chief executive) employed by the society
who, under the immediate authority of a director or the chief executive of the society
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exercises managerial functions or is responsible for maintaining accounts or other
records of the society”.

Simply because someone has the word ‘manager’ in his or her job title does not make that
person a ‘manager’ within the definition — this requires the person in question to carry out
one or more of the specified functions — see the definition of ‘executive’ below.

3. Chief Executive, Secretary and Chairman

The law relating to the offices of chief executive and secretary of a building society is set out
in section 59.

(i) The Chief Executive

The description “chief executive” refers to the person who has immediate responsibility,
under the authority of the directors, for the conduct of the society's business. Although a
society need not use the title of chief executive, in practice they usually do, although a few
societies use other titles eg “managing director”.

The society directors must appoint the chief executive (section 59(4)). The appointment of a
chief executive is mandatory (section 59(1)) and notice of the appointment, together with the
person’s full name and address, and the date of appointment, must be given to the FSA
(section 59(6)).

Equivalent notification is also required on cessation of office. The society must give the
requisite notice within one month of the appointment or the cessation. The FSA keeps the
information on the file that section 106 requires it to maintain.

The office of chief executive has the following features -

(a) As an officer of the society (section 119(1)) the chief executive will be subject to the
statutory provisions relating to building society officers generally (note, in particular, section
112 regarding liability of officers).

(o) The chief executive must be employed by the society (section 59(1)).

(¢) In accordance with the normal rules of agency, the chief executive may also be an agent
of the society and, as far as authorised to do so, may create contractual obligations between
the society and third parties.

(d) Although section 59 states that the chief executive is "responsible under the immediate
authority of the directors" the chief executive may still be a director of the society without
prejudice to that status. The definition of "executive” in section 119(1) makes this clear -

"executive", in relation to a director, means a person who holds office as a director
and as chief executive, secretary or manager.

Indeed, it is standard practice, nowadays, for the chief executive to be appointed to the board
(BSOG 1.3.7G). As a director the chief executive will, of course, be subject to the provisions
of the Act relating to building society directors generally.

(e) The situation (still happening in some smaller societies), whereby one person occupies
the posts of chief executive and secretary, is reflected in section 59(3), which specifically
provides that the same person may hold both offices.
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The powers and duties of a chief executive are likely to be wide because the chief executive
is the senior manager of the building society with a position analogous to the managing
director of a company.

The chief executive’s specific functions are largely a matter for the board of directors
although certain duties are contained in the Act (see for example, sections 76(7) and 80(1)
that, respectively, require the chief executive to sign the summary financial statement and
the balance sheet).

Section 59(5) requires the directors to take all reasonable steps to ensure that the person
appointed has the requisite knowledge and skills to carry out his functions.

In view of the obligation on a building society to have a chief executive, section 59(7), which
provides for actions by a deputy when the office is vacant, can relate to temporary vacancies
only; such as where a chief executive dies or is incapacitated.

(ii) The Secretary

The secretary is the administrative officer of the society. The main purpose of section 59 is
to ensure that, in the interests of efficient management, every society has a chief executive
and a secretary.

The secretary will be subject to other provisions of the Act as an "officer" of the society.
However, the central role is that of administrative officer to the society and is likely to have
very wide powers in this respect. The directors of the society must appoint the secretary
(section 59(4)).

The traditional functions of the secretary are well known and, like the chief executive, a
matter for the board; although the Act specifies certain duties (see for example, section 67
which prohibits the secretary (and others) from accepting commissions in connection.
Similarly, section 59(5)-(7) (see above) applies to secretaries.

(iii) Joint Chief Executives and Secretaries

Until 1990, most people in the industry understood that the Act permitted appointment of
joint chief executives. However, in December 1990, the Building Societies Commission (the
FSA’s predecessor regulator for the sector) wrote to chief executives of building societies on
the matter.

The Commission had concluded, as a result of advice received, that the Act permitted only
the appointment of a single chief executive and a single secretary to each building society.
Both offices may be held by the same person in accordance with section 59(3), but this is
very rare and probably only appropriate in very small societies.

(iv) The Chairman

The Act has little to say about the post of chairman, other than the section 58(2) requirement
that one of the directors must be appointed chairman of the board.

However, BSOG 1.3.6G covers the role of the chairman and particularly stresses that the
chairman of a building society should not have any executive post in the society. Also, the
Combined Code (paragraph A.2) lists a chairman’s main responsibilities, including —

e leading the board, ensuring its effectiveness and setting its agenda
e ensuring that board members receive accurate, timely and clear information
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e ensuring effective communication with members, and
e taking a lead in respect of a number of matters concerning individual board members.

4, Directors
(i) Introduction

Every building society must have at least two directors (section 58(1)). No doubt this
requirement is very much in line with common practice. The 1986 Act prescribes no specific
sanction for breach, but it is a ground for winding up of a building society if the number of
directors is reduced below two (section 89(1)).

A small building society may not need as many executive directors as a large building
society, but every society should have at least one (BSOG 1.3.8G).

Section 58(2) requires one of the directors to be appointed chairman of the board. Again,
the act prescribes no sanction for breach of this section, but BSOG 1.3.6G refers to the
requirement.

The FSA discourages building societies from appointing chief executives or other executive
directors as non-executives, after their retirement (BSOG 1.3.10G).

(ii) Notifications to the FSA

Where a person becomes or ceases to be a director of a building society, the society must
notify the FSA, also stating the person’s name and address and date on which he became,
or ceased to be, a director (section 61(13)).

The society must give the requisite notice within one month of the appointment or the
cessation. The information is kept on the file that section 106 requires the FSA to maintain.
It is a criminal offence to fail to comply with section 61(13).

A society would also have to apply to the FSA for the approval of a new director (or, indeed,
of any officer to undertake a controlled function) as an approved person. In May 2006, the
FSA provided a helpful note recording its willingness, subject to certain requirements, to
treat information provided for one purpose, as being provided for both purposes. The BSA
provided details with Circular No 6423 www.bsa.org.uk/members/circular/6423.htm.

5. Eligibility and Nomination of Directors
(i) Eligibility

Any natural person (ie a human being, not a corporation) is eligible to be elected a director
of a building society (section 60(4)).

The only grounds for exclusion from eligibility are age (see below) or that the FSA has made
a prohibition order against a person under section 56(2) of the Financial Services and
Markets Act 2000. Although a director must be approved by the FSA, this process takes
place after election (see IPRU(BSOC)) paragraph 3.3.1G and 3.3.2G

A minor may not hold any office in a building society (paragraph 5(3) of Schedule 2), so
could not be a director.

A society’s rules may —

60



e require its directors to retire at a prescribed age (section 60(6)-(8)), and

e impose, as a condition of a person’s eligibility to be or to remain a director of the society, a
requirement that the person must hold shares in the society not less than the value prescribed
in the rules - but the minimum holding must not exceed £1,000 (section 60(9)).

The rules may, as conditions of the validity of a person’s nomination for election as a
director, impose requirements as to certain matters not appertaining to the qualifications of
the individual to be a director, ie -

(a) the minimum number of members who must join in nominating him;

(b) the length of membership and the value of their shares or amount of mortgage debt of
those nominating the director; and

(c) adepositin connection with the candidature.
The rules must not imposed any other requirements (section 60(10)).
The Employment Equality (Age) Regulations 2006 (S| 2006 No 1031), among other things,
prohibit discrimination on grounds of age where there is no service contract, unless an

objective justification can be shown. This is potentially relevant to non-executive directors, in
particular. For more information, see - www.bsa.org.uk/members/circular/6449.htm.

(ii) Nomination
By section 61(1) and the Building Societies (Nominations for Directors’ Election) Order 1999

(S1 1999 No 3032), rules must not require the minimum number of members to nominate a
board candidate to exceed -

e 50 members, for a society with total commercial assets of £100 million or less;

e 100 members, for a society with total commercial assets exceeding £100 million but not
exceeding £250 million;

e 150 members, for a society with total commercial assets exceeding £250
million but not exceeding £1,000 million;

e 200 members, for a society with total commercial assets exceeding £1,000 million but not
exceeding £5,000 million;

e 250 members, for a society with total commercial assets exceeding £5,000 million.
For the definition of “total commercial assets” see section 61(3A).
Rules must not require a nominating member -

(a) to have been a member for more than two years before the date of the
nomination;

(o) to hold, or have held at any time during that period, shares in the
society to a value greater than £200 (if claiming eligibility as a shareholding member); or

(c) toowe, or have owed the society at any time during the period, a mortgage debt of an
amount greater than £200 (if claiming as a borrowing member)

(section 61(2)).
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Some societies have rules that permit a nominating member to meet the requirements by a
combination of shareholding and borrowing membership.

The 1986 Act places restrictions on provisions in a society’s rules concerning the depositing
of money with the society in connection with a board candidature. In particular, the rules
must not require more than £250 to be deposited with the society and must not require the
deposit to be made before the closing date for board nominations.

The Act also requires rules to provide for return of the deposit in certain circumstances. The
FSA may, by order, substitute different amounts, numbers or percentages for those
specified in (section 61(1)to (5)).

Nominating members may nominate a board candidate at any time. If they make the
nomination after the closing date for nominations (ie the last day of the financial year-end
before the voting date), it must be carried forward as a nomination for the next election,
unless the candidate otherwise requires (section 60(10A)).

6. Election of Directors
(i) Electronic Communications

The Building Societies Act 1986 (Electronic Communications) Order 2003 (S| No 2003 No
404) (the Electronic Communications Order) came into effect on 20 March 2003. The
Electronic Communications Order enables building societies, if they wish, to communicate
with their members on constitutional matters.

The Electronic Communications Order amended the 1986 Act to allow building societies to
make and receive electronic communications. The matters covered in relation to the
election of directors are as follows —

e Electronic ballots — paragraph 33A in Schedule 2
e Directors’ election addresses — section 61(7A) to (7E)
e Board’s reasons for approving a director over normal retirement age — section 60(7A) to (7C).

(ii) Election Requirements

The provisions governing the actual election of directors (in sections 60 and 61) were
amended significantly by the 1997 Act, in particular to effect certain accountability provisions
including the requirements to —

e hold an election (ie a vote) even where the number of candidates did not exceed the number
of vacancies, and

e take a poll at the AGM where the directors are not elected by postal ballot.

By section 60(1), except in relation to co-opted directors, the directors of a building society
must be elected, depending on which method the society’s rules provide for, either -

(a) onapoll taken at the society’s AGM. A “poll” is the taking of a vote at a general

meeting. By section 60(1A), if the directors are to be elected in this way, proxy forms must be
sent to each person entitled to notice of the meeting, or

(b) by a postal ballot.
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(iii) Entitlement to Vote

Entitlement to vote on a Board election corresponds with entitlement to vote on an ordinary
resolution (section 60(2)). Section 60(17) defines the voting date and provides that, in a
case where the rules provide for election by postal ballot, the date of a person’s election as
director is the date of the meeting at which the declaration of the result of the ballot is made.

In a contested election (ie where there are more candidates than vacancies) each member
entitled to vote has one vote in respect of every vacancy, but cannot be required to cast all
or any votes (section 60(3)).

In an uncontested election, (ie where there are not more candidates than vacancies) there
must still be a vote.

Each member entitled to vote has one vote in respect of every candidate, but cannot be
required to cast all or any votes (section 60(3A). Each vote must be capable of being cast

for or against the candidate concerned and a candidate will be elected only if more votes are
cast for him than against him.

(iv) Election Addresses

A duly nominated candidate for election to a board is entitled to furnish the society with an
election address of not more than 500 words. If this is done before the closing date for
nomination of candidates, the society is under a duty to send a copy to each member
entitled to vote in the election.

Each copy must be sent in the same manner and, so far as practicable, at the same time as

the notice of the meeting or the ballot papers are sent out, or as soon as practicable
afterwards.

Failure to comply with these requirements is a criminal offence (see section 61(7)(c)).
A building society is not required to send copies of the address in any case where -

(a) publicity for the address would be likely to diminish substantially the confidence in the
society of investing members of the public,

(b) the rights conferred by section 61(7) are being abused to seek needless
publicity for defamatory matter or for frivolous or vexatious purposes, or

(c) an address does not relate to the affairs of the society.
(section 61(8)).

These provisions correspond with the statutory provisions relating to the circulation of
members’ resolutions and accompanying statements.

7. Co-option

If the society’s rules provide, the directors for the time being may co-opt (ie appoint as an
additional director or to fill a board vacancy), a person who -

(a) has not reached the normal retirement age, or the compulsory retirement age (where the
age is less than the normal retirement age),
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(o) appears to them to be fit and proper, and

(c) was not nominated for election as a director at any election held in the preceding twelve
months, and not elected.

(section 60(13)).

The co-opted director must cease to hold office at the end of the permitted period, unless
elected as a director within that period (section 60(14)). (For the definition of the “permitted
period” see section 61(12).)

8. Retirement

An elected director may not hold office for more than three years without standing for re-
election at the third AGM following the date of election. This is subject to earlier retirement
on grounds that the director ceased to hold the requisite shares in the society contained in
the rules (section 60(11)).

There are separate provisions relating to retirement age which may be summarised as
follows -

(a) Any director who has attained the "normal retirement age" (70 or such lesser age as the
Rules prescribe - section 60(8)) must retire at the next AGM (section 60(12).

(b) The director will be eligible for re-election at the AGM (unless a society has an
applicable "compulsory retirement age") but only if the society has observed the two
preliminary procedures set out in section 60(7) that the —

= director has been approved by Board resolution as eligible for re-election
and,

= the director’s age, and the reasons for the Board's approval, have been
communicated to all those members eligible to vote.

It is a criminal offence to fail to give this notification (section 61(6)).

(c) Although there is no explicit requirement, it seems sensible for the Board minute itself to
set out the reasons and for these then to be repeated to the members. There is no need for
this to be done verbatim - it must be a matter of judgement but depending on the terms of the
board resolution, a précis may do. It is essential, however, that the essence of the reasons
the Board gives to the members should not differ from those which formed the basis of the
Board's decision.

(d) As section 60 makes no stipulation as to how the reasons must be "notified to every
person entitled to vote" (the Bill which became the 1986 Act originally referred to a separate
statement) it must remain a matter for each society; the naotification could, however, be set out
as a note to the formal Notice of Meeting or as a special paragraph in the Chairman's
Statement.

(e) Once the section 60(7) preliminaries have been complied with, however, the actual
election of "over-age" directors is no different from that of those who are below retirement age
and no separate rules apply - they need not be denoted particularly as over-age, for example,
in the Notice of Meeting.

(f) Itis a criminal offence for a director, or board candidate, to fail to give notice to the
society no later than 28 days before he reaches the normal retirement age or, as the case
may be, the compulsory retirement age for directors of the society (section 60(15)).

(9) Section 61(10)-(11) envisages rules that provide for retirement by rotation.
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The Combined Code (A.7.1 — 2) deals with re-election and terms of office — see
www.bsa.org.uk/docs/corporategov/bsa guidance sept08.pdf.

As noted above, the Employment Equality (Age) Regulations 2006 (SI No 1031) —in force: 1
October 2006 - have implications for directors’ retirement ages. BSA Circular No 6449,
issued on 17 July 2006, provided information on the matter
www.bsa.org.uk/members/circular/6449.htm.

9. Liability, Exemption and Indemnity
(i) Criminal Liability

Breach by directors and officers of a number of provisions in the 1986 Act amounts to a
criminal offence. By section 112(1), where such an offence has been committed “with the
consent or contrivance of, or to be attributable to any neglect on the part of, any officer of the
society” then the officer, as well as the society, is guilty of an offence.

Section 112(3) is the same as section 112(1) except that the references to a building society
have been replaced by references to a body corporate; this might cover for example a
situation where a society has delegated functions to a company, which has then committed
an offence under the Act, the officers of the company will be guilty as well as the company
itself. A company might commit other offences where it is not in a relationship with the
society; for example, in section 107 (misuse of a building society’s name by a third party).

By section 112(2), where a building society has committed one of certain specified serious
offences, that could jeopardise investments in the society, then every director and the chief
executive of the society is also guilty of the offence. The specified offences are -

(a) raising money from members or accepting deposits without the necessary authorisation
(was section 9(11) - now Financial Services and Markets Act 2000);

(b) failing to comply with any requirement or contravening any prohibition imposed on it
(was section 43A(7) now Financial Services and Markets Act 2000);

(c) intentionally altering, suppressing, concealing, destroying or refusing to produce any
document required to be produced to an appeal tribunal (section 46A);

(d) furnishing misleading or false information, explanations or statements following a
request from the FSA in carrying out its supervisory functions (section 52(11)); and

(e) furnishing misleading or false information in connection with an application for
authorisation (paragraph 3 of Schedule 3).

By section 112(4), in any proceedings for an offence under the 1986 Act, a person shall
have a defence if he took “all reasonable” precautions and exercised “all due diligence” to
avoid the commission of the offence by himself or a person under his control. Given the
wide range of offences under the Act, the conduct required to establish the defence would
depend on the individual circumstances.

(ii) Exemption and Indemnity

Section 110, as amended by the Building Societies Act 1986 (Modifications) (No 2) Order
1991 (S1 1991 No 2738), deals with the subject of the ability of a society to exempt from or
indemnify against the liability in law of its directors, other officers or employees. It provides
that any provision in rules of a building society or in any contract with a society is void if the
section applies to it, subject to certain exceptions.
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The scope of the section is wide, dealing with a very broad range of civil and criminal
liabilities to the society and, possibly, to third parties. It has always been the view that the
words "in relation to the society" in section 110(2) - see below - do not clearly limit the actual
liability in question to that of the society. Therefore, another person with an appropriate
interest (eg an investing member) might be able to demonstrate a liability owed to at person
- in which case, the argument would be, section 110 would also apply.

The section applies to any provision -

(a) exempting a director, other officer (see above), or auditor employed by the society from
any liability which, by virtue of a rule of law, would (were it not for the exemption) attach to
him in respect of the negligence, default, breach of duty or breach of trust of which he may be
guilty in relation to the society, or

(b) indemnifying any such person against any such liability
(section 110(2)).

The difference is that an exemption is a provision that seeks to exclude or limit the liabilities
of a person X that would otherwise be his, whereas an indemnity is a provision whereby Y
agrees to make good a loss suffered because of a default by X.

The effect is that a society cannot exempt a director, other officer or auditor from liability in
relation to the society - ie it cannot rely on a provision in rules etc to the effect that an
"offence” will not been committed. It cannot indemnify a director etc against such liability - ie
it may not, in effect, say "whatever liability in criminal or civil law you are proved to have
incurred, it will ensure that you do not suffer financially".

Section 110(4) applies to building society law the companies’ legislation, which provides that
if, in certain proceedings, it appears that a director, other officer or auditor, has acted
honestly and reasonably, and that having regard to all the circumstances of the case, he
ought fairly to be excused, the court may relieve him, either wholly or partly, from his liability
on such terms it thinks fit.

Company law judgments have established that a director will have acted reasonably if the
director did everything a normal person would do in the conduct of his own affairs (see, for
example Re Duomatic Ltd [1969] 2 Ch 365 cf Selangor United Rubber Estates Ltd v
Craddock (No 3) [1968] 1 WLR 1555).

The relief applies only to breaches of duty to the company (or, in the context of section
110(4), to the building society) - ie it does not extend to claims by third parties (Customs and
Excise Commrs v Hedon Alpha Ltd[1981] 2 AER 697).

The section does not prevent a building society from -

(a) purchasing or maintaining for a person insurance against any of the liabilities set out in
section 110(2), or

(b) indemnifying a person against any liability incurred by him in defending any proceedings
(whether civil or criminal) in which the court gives judgment in the person’s favour or acquits
the person - ie the person wins his case

(section 110(3)).
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This means that, subject to section 110(2), a society may exempt or indemnify in respect of
the liability of any director, other officer, auditor, or indeed any employee, or insure such
liability.
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DEALINGS WITH DIRECTORS AND OTHER OFFICERS

This sub-section covers the 1986 Act provisions concerning dealings with directors (and, in
some cases other officers) and connected persons, such as disclosure of interests,
substantial property transactions, loans, commission etc.

1. Duties of Directors Generally

The 1986 Act has certain provisions concerning building society directors, but is only part of
the overall legal and regulatory picture. The general legal position concerning directors is
covered below (see pages 173-190).

2. Overview of the 1986 Act Requirements

The 1986 Act provisions concerning dealings with directors and others are complex and
there could be potential overlaps to some extent. Apart from the introduction of a new
section into the 1986 Act, section 66A, the only amendments made by the 1997 Act to the
sections on dealings with directors etc were consequential changes to terminology.

The 1986 Act provisions are largely based on provisions in the companies’ legislation. The
table that follows provides an overview of the provisions, a brief summary of the effect of
each and it also specifies the broadly corresponding provisions of the Companies Act 2006
(and the superseded 1985 Act provisions).

Many company law provisions migrate, in time, into the Building Societies Act. This is
particularly true of provisions relating to directors, as the table opposite shows. The
Companies Act 2006 makes many changes to company law including, for the first time, a
statutory statement of directors' duties (largely, but not entirely, drawn from common law) —
see page 187 below.

The table below summarises the 1986 Act provisions that relate to dealings with building
society directors and, in relation to sections 67 and 69, with other officers.

3. Tax-Free Payments

The 1986 Act prohibits tax-free payments of remuneration to directors of building societies
(section 62(1)). The section catches not only payments made free of income tax, but also
payments calculated by reference to or varying with the amount of a director’s income tax (or
any rate of income tax).

Any building society rule, resolution or any contract provision for payments falling within
section 62(1) will only have effect as if it provided for payment, as a gross sum subject to
income tax, of the net sum that the rule, resolution or contract provides for (section 62(2)).

A society’s rules must provide for the maximum amount of the remuneration to be paid to
directors, unless it is fixed by resolution at the AGM (paragraph 3(4) of Schedule 2). The
mechanisms prohibited by section 62(1) would prevent the intended transparency because
the society would not know the directors’ overall tax position and directors could pass on to
the society the burden of meeting the directors’ personal tax obligations.
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1986
Act
Section

Summary of Provision

Broadly
Corresponding
Companies Act
2006 Section(s)
(1985 Act in
brackets)

62

Prohibits tax-free payments and certain
payments) to directors.

Repealed by 2006
Act (311)

63

Requires disclosure by directors of the
nature of interests** they have in contracts
between the society and a third party.

182-7 (317)

64

Prohibits certain substantial property
transactions between building societies
and their directors, unless approved by a
general meeting.

190-6, 1163 (320-21,
739)

66A

Makes 'voidable' transactions involving
directors or connected persons and the
society, where the directors have
exceeded their powers.

41 (322A)

65, 66
and 68

Prohibits certain loans and other
transactions made by a society to or with
directors or connected persons (section
68 requires a register of certain
transactions*™* to be maintained and for
annual statements to be made.

197-214 (330-339)

67

Prohibits certain commission payable to
directors and other officers for or in
connection with loans made by the
society.

69

Requires disclosure by directors and
other officers of income from interests in
related businesses.**

** such interest, loan or transaction must first be authorised by the rules
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4, Interests in Contracts
(i) The Duty

Unless there is a specific provision in a society’s rules permitting a director to make personal
profits from dealings with the society, then the director is prohibited by the general law from
doing so (Regal (Hastings) v Gulliver [1967] 2 AC 134).

Although the 1986 Act is not explicit on the point, the general view is that section 63 does
not imply into a society’s rules a provision allowing such an arrangement (see, for example,
paragraph 13.22 of Wurtzburg & Mills Building Society Law). Therefore, the section would
be relevant only if the rules did permit such an arrangement - as there is, for example, in the
BSA Model Rules.

The 1986 Act places a duty on a director, who is interested in a contract or a proposed
contract between a third party and the society, to declare the nature of the interest to
the board of directors (Section 63(1)). Also see BSOG 1.3.15.

The duty is wide because it applies to -

(a) direct or indirect interests - “interest”, although not defined, must in practice mean a
financial interest;

(b) adirector’s interest in a contract made with a specified person to whom the director is
“connected” (see “Connected Persons” below) and

(c) certain other “transactions or arrangements”, as well as contracts, that the director, or a
connected person, is interested in - by section 63(6) these are transactions or arrangements
of a kind described in section 65; for example, acquisition of non-cash assets (see below).

(ii) The Declaration (or Notice)

The director must declare the interest at the meeting of directors at which the question of
entering into the contract, transaction or arrangement is first taken into consideration
(section 63(1)).

If the director did not have the interest at that date, then the declaration must be at the first
meeting after the director became interested (section 63(2)).

If the director did not acquire the interest until after the contract etc was made, then the
declaration must be made at the first meeting after the director became interested (section
63(3)).

The requirements for a declaration (or notice: see below) are limited in a number of ways -
(a) It need not be made to the society in general meeting.

(b) Only the nature of the interest need be disclosed (though it is not enough just to state
that the director has an interest; the declaration must state what the interest consists of, so
that the other directors are “fully informed of the real state of things” - Imperial Mercantile
Credit Association v Coleman (1873) LR 6HL 189; the amount of detail will depend on the
nature of the contract, its context etc, but will be limited by the fact that only the nature of the
interest must be disclosed).
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(c) A general notice given to the directors is sufficient declaration if it is to the effect that -

e the director is a member of a specified company or firm and is to be regarded as
interested in any contract which may be made with the company or firm after the date
of the notice, or

e the director is to be regarded as interested in any contract that may, after the date of
the notice, be made with a specified person who is connected with the director (see
below)

(section 63(4)).

(d) The declaration or notice need not be made in person so long as the director takes
reasonable steps to secure that the declaration or notice is brought up and read at the
meeting (section 63(5)).

(iii) Connected Persons

The concept of a “connected person” is relevant not only to section 63 but also to sections
64, 65, 66A, and 68 (see below).

By section 70(2) a person is connected with a director of a building society only if he or she
is one of the following -

(a) the director’'s spouse, civil partner, child or step-child ("child or step-child" includes
an illegitimate child but does not include any person who has reached 18 - section 70(3)(a));

(o) abody corporate the director is associated with (he is "associated" with a body
corporate not only if he, but also one of various others - spouse, child etc - owns at least one-
fifth of the body's share capital or controls more than one-fifth of the voting power of the body
- section 70(4));

(c) aperson acting in his capacity as trustee of a trust the beneficiaries of which include
the director or a range of other people (broadly speaking, those referred to in (a) and (b)
above);

(d) aperson acting in his capacity as partner of a director or of any person who, by virtue
of (a), (b) or (c) above is connected with the director; or

(e) a Scottish partnership in which the director or certain connected persons is a partner.

The 1997 Act amended section 70(3)(a) to bring building societies in line with the provision
applying to companies. Accordingly, an adult son or daughter of a director is no longer
within the definition of “connected person”. Employees of the society are not exempted from
the definition.

Section 70(2)(d) is carefully worded not to cover every partner of a director, but only a
person “acting in his capacity as partner”. Accordingly, it seems that if a loan is made to a
partner of a society director for the purposes of the partnership (eg in connection with
partnership offices) then section 70(2)(d) applies; however, if the loan was completely
unrelated to the partnership (eg a loan to the partner to buy the partner’s home) then the
sub-section presumably does not apply.

Similar reasoning would apply to section 70(2)(c) (a person acting in his capacity as

trustee). There might, of course, be grey areas and a society will presumably in practice
disclose if in doubt.
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As well as children of directors who have reached majority, there are certain others who are
excluded from the definition of “connected person” -

(a) Section 70(2) expressly provides that a person is not connected with a director of a
building society if the person is himself or herself a director of the society; and

(b) Atrustee in paragraph 14(c) above does not include a trustee under an employees’
share scheme or pension scheme (section 70(3)(b)).

(iv) Non-compliance
Failure by a director to comply with section 63 is a criminal offence (section 63(7)).

The 1986 Act does not state what the effect of non-disclosure would be on any contract —
the matter was considered, without final resolution, in Hely-Hutchinson v Brayhead Ltd
[1968] 1 QB 549, CA and Guinness Plc v Saunders [1990] 2 AC 663. One possibility is that
the contract would be voidable (valid and binding but open to “avoidance” ie repudiation) by
the society, and the director would have to account for any secret profit he made out of it.

5. Substantial Property Transactions
(i) The Prohibition

The 1986 Act prohibits certain substantial property transactions between building societies
and their directors, unless approved by a general meeting (section 64(1)).

The purpose of the provision, which like most of the others concerning dealings with
directors etc derives from companies’ legislation, is to prevent unscrupulous directors
stripping the assets of the organisation.

The section prohibits a building society from entering into an arrangement whereby -

(a) a director of the society (or person connected with that director - see above) acquires, or
is to acquire, one or more non-cash assets of the requisite value (see below) from the society;
or

(b) the society acquires, or is to acquire, one or more non-cash assets of the requisite value
from a director of the society or a person connected with that director,

unless the arrangement is first approved by a resolution of the society passed at a general
meeting (which may, alternatively, ratify the arrangement at a general meeting no later than
the next AGM - see below).

The “requisite value” is not less than £200,000 (or, where the balance sheet of the society
showed reserves amounting to less than £1million, not less than the higher of £2,000 or the
amount which represents 10% of those reserves) (section 64(2)). These amounts may be
amended by the Treasury and subject to the negative resolution procedure (section

64(3),(4)).

(Note the separate requirement, to disclose in the annual business statement any such
arrangement entered into during the year, regardless of the value of the assets involved).

“Non-cash asset” means any property or interest in property other than cash. It includes
the creation or extinction of an estate or interest in, or a right over, any property and also the
discharge of a person’s liability, other than liability for a liquidated sum (section 64(5)).
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Generally speaking, societies’ rules authorise directors to enter into property transactions,
subject to complying with section 64.

(ii) Non-compliance

Unlike section 63 (see above), the consequences of non-compliance with section 64 are
specified in the Act. By section 64(6), if an arrangement entered into by a building society
contravenes the section, the arrangement and any transaction entered into under it (whether
by the society or any other person) is voidable (valid and binding but open to “avoidance” ie
repudiation) by the society unless -

(a) restitution of any money or asset which is the subject matter of the arrangement or
transaction is not possible;

(b) the society has been indemnified for the loss or damage it has suffered;

(c) any rights acquired (in good faith, for value and without actual notice of the
contravention) by a third party would be affected by its avoidance; or

(d) the arrangement was subsequently affirmed by the society at a general meeting held no
later than the next AGM after the arrangement was entered into.

A director who entered into an arrangement or transaction in contravention of section 64 (or
a connected person of who did so), and any other director who authorised the arrangement
or transaction, is liable -

(a) to account to the society for any gain made directly or indirectly from the arrangement or
transaction; and

(b) (jointly and severally with any other person liable) to indemnify the society for any loss or
damage resulting from the arrangement or transaction (section 64(7)).

Section 64(8)-(9) sets out defences where there is a transaction between the building
society and a person connected with a director. The director is not liable if he or she took all
reasonable steps to secure the society’s compliance with the section (section 64(8)). As far
as a connected person and the other directors are concerned, they are not liable if they
show that they did not know the circumstances constituting the contravention (section 64(9)).

6. Transactions Exceeding Directors’' Powers
(i) ‘Voidable’ Transactions

The 1986 Act makes certain transactions ‘voidable’ (ie valid and binding but open to
repudiation) by the society. These are transactions —

e 1o which a director of the society (or a person connected with the director - see above) is
a party, and

e in connection with which the of directors exceed any limitation on their powers by reason
of any provision in the memorandum or rules

(section 66A(1) and (2)).

As explained above in the guidance on establishment and powers (pages 9-17), the 1997
Act amended the 1986 Act to provide that “a building society shall have the powers
conferred on it by its memorandum” (section 5(5)).
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By section 66A(8) “transaction” includes any act (ie not just contracts). Also, “limitations”
include those deriving from a resolution passed at a general meeting, special meeting or on
a ballot, or from any agreement between members of the society.

This wider, “permissive”, approach to building society powers considerably increased the
importance of society memoranda in establishing what the powers are. In fact, building
society memoranda are now comparable in this respect to company memoranda.

Accordingly, the 1997 Act introduced section 66A, which is similar to a provision in the
Companies Act 2006, to govern circumstances where the directors exceed the society’s
powers. In practice, societies’ rules authorise directors to be party to such transactions,
subject to compliance with section 66A.

The transaction stops being voidable if -

(a) restitution of any money or asset that is the subject matter of the transaction is not
possible;

(b) the society has been indemnified for the loss or damage it has suffered;

(c) any rights acquired bona fide - ie in good faith - for value and without actual notice of the
exceeding of powers, by a third party would be affected by its avoidance; or

(d) the transaction is ratified (ie subsequently affirmed) by the society at a general meeting,
whether by ordinary or special resolution as the case may require

(section 66A(5)).
(ii) Consequences

Whether or not the transaction is avoided, the director or connected person, and any director
who authorised the transaction is liable to —

e account to the society for any gain made directly or indirectly from the transaction, and

¢ indemnify the society for any resulting loss or damage (section 66A(3)).

(Section 66A(4) makes it clear that other relevant legal provisions continue to apply so that
liability might also arise, for example, under common law provisions or other sections in this
Part (VII) of the 1986 Act.)

A connected person is not liable under section 66A(3) if, when the transaction was entered
into, he or she did not know that the directors were exceeding their powers (section 66A(6)).

Section 66A(7) provides that section 66A does not affect the operation of paragraph 17(1) of
Schedule 2, which provides that the Board can bind the society in favour of a person acting
in good faith, even where the Board is acting beyond its powers.

However, to ensure that innocent third parties are protected, section 66A(7) empowers the
court to affirm, sever or set aside the transaction, on application by a third party, if the court
considers this just. To "sever" a transaction means to cut out invalid parts, but to retain
others that are valid, so that the transaction continues to exist.
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7. Loans and Other Financial Transactions
(i) Introduction
Sections 65, 66 and 68 of the 1986 Act are linked.

e Section 65 - with certain exceptions - prohibits loans and other financial transactions made by
a society to or with directors and connected persons (see above).

e  Section 66 provides for penalties in the event of breach of section 65.

e  Section 68 requires a society to maintain a register of transactions involving directors and
persons connected with them.

A major objective of the provisions is to prevent abuse of position by a director by arranging
substantial loans for himself, or herself, or to family members on preferential terms.

In practice, societies’ rules authorise directors to enter into loans and similar transactions,
subject to compliance with the requirements of section 65.

(ii) The Prohibitions

Section 65(1) sets out the broad sweep of the prohibitions. A society must not -
(a) make aloan to a director or a connected person;
(b) lease or hire property to a director or a connected person;

(c) make a payment on behalf of a director or a connected person in connection with the
provision of any service provided in the ordinary course of business by building societies for
individuals;

(d) enter into a guarantee or provide any security which is incidental to (a), (b) or (c) above;
or

(e) take partin any arrangement whereby -

o another person enters into a transaction which, if it had been entered into by
the society, would have contravened paragraphs (a), (b), (c) or (d) above;
and

o that other person has obtained or is to obtain any benefit from the society or
a subsidiary of the society under the arrangement.

These prohibitions are however qualified in section 65(2)-(7) and it is these provisions that
contain the "permitted transactions" (exceptions). The prohibitions and the permitted
transactions are set out below. In particular, section 65(5)-(7) provides a broad exception to
all the prohibitions; namely, expenditure for the society’s purpose.

Section 65(8) provides that the sums specified in section 65 may be increased by statutory
instrument, made by the Treasury and subject to the negative resolution procedure (section
65(9)) (various financial limits below were increased in 2007).

(iii) Loans

Section 65(1)(a) prohibits the making of a loan to a director or connected person, subject to
certain exceptions.
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The prohibition does not apply to —

* Small loans - ie any loan of an amount which, when aggregated with any other
relevant loans, does not exceed £10,000 (section 65(2)(a)), or

+ Loans made in the ordinary course of the society's business, and no greater,
and made on other terms no more favourable, than it is reasonable to expect the
society to have offered to a person of the same financial standing but unconnected
with the society (section 65(2)(b)).

This allows “arm's length” transactions (i.e. not on preferential terms) without financial limit to
be made to directors or connected persons. However, such permitted transactions must still
be reflected in the register maintained under section 68, subject to the section 68(7)
exception (see below).

¢ Any loan, the amount of which (when aggregated with any other relevant loans) does
not exceed £200,000 made for, or towards, the purchase or improvement of a
dwelling house used or to be used as the director’'s only or main residence
(section 65(2)(c)).

This exception applies only if the director is an executive director and loans of that
description and on similar terms are ordinarily made by the society to its employees. This
means that a loan can be made to an executive director on staff terms up to £200,000
provided it is for the purchase or improvement of the director’'s main residence. Only the first
£200,000 can be on staff terms, over that amount the excess would have to be at arm's
length (see above).

BSOG 1.3.16 specifically states, among other things, that “a building society should
have written procedures for dealing with loan applications by directors or persons connected
with them and every director should be familiar with them".

Points concerning aggregation of loans sometimes arise. The Secretariat’s view is that there
is no aggregation between persons - for one loan to be relevant to another both loans must
be to the same person.

Also, the Secretariat takes the view that aggregation does not apply in the case of loans
made prior to 1987. For example, if a house-purchase loan was made to an executive
director in 1986 for £220,000 and this loan was taken into account in working out whether or
not the section 65(2)(c) exemption applies, then the £200,000 limit would be passed
immediately.

Therefore, the word "outstanding” in the definition of "relevant” in section 65(10) can only
realistically refer to transactions made on or after 1 January 1987. The prohibition in section
65(1) cannot affect pre-1987 loans etc. For example, a society could (all things being equal)
have made an advance on staff terms to a non-executive director of more than the limit so
long as it was completed at the latest by 31 December 1986. With the passage of time, this
point naturally becomes less relevant — and, by now (2009) is likely to be redundant.

(iv) Leasing or Hiring

The prohibition in section 65(1)(b) regarding leasing or hiring to a director or connected
person is mitigated by section 65(3) which allows leasing or hiring to directors or connected
persons provided the value, when aggregated with other leases or hirings, does not exceed
£20,000 or is at arm's length.
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(v) Provision of Services

As noted above, there is a general prohibition on a payment on behalf of a director (or a
connected person) related to the provision of services provided in the ordinary course of
business by building societies for individuals.

The prohibition does not apply to payments that, when aggregated -
(a) amount to no more than £10,000; and,

(b) in respect of which the director or connected person is under an obligation to reimburse
the society within a period not exceeding two months from the date of payment; or,

(c) thatare at arm's length
(section 65(4)).
(vi) Expenditure for the Purposes of the Society

Section 65(5)-(7) permits a society to make funds available to a director to meet expenditure
incurred (or to be incurred) for —

the purposes of the society or
for the purposes of enabling the director properly to perform his duties as a director of the
society, but -

(a) the things must either be done -

o with the prior approval of the society given at a general meeting at which the
"requisite matters" are disclosed. (These matters are the purpose of the expenditure,
the amount of funds to be provided by the society and the extent of the society's
liability under any transaction which is or is connected with the thing in question), or

o on condition that, if approval is not given at the next AGM, the loan is to be repaid or
other liability under the transaction discharged within six months from the conclusion
of that meeting, and

(o) the amount provided, when aggregated if necessary, does not exceed £40,000.
(vii) Non-compliance with section 65
Section 66 provides for penalties for breach of section 65. The section falls into two parts,
the first (subsections (1)-(4)) relating to civil liability and the second (subsections (5)-(9))

criminal offences and criminal penalties.

Taking first the civil liability, a transaction or arrangement breaching section 65 is voidable
(ie valid and binding unless repudiated) by the society, unless -

(a) the money or assets can no longer be returned or the society has been indemnified by
the director and connected person (see below), or

(b) where another party - other than the director or connected person - who would be
affected by avoidance has acquired rights in good faith for value and without notice of the
contravention.
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Where a transaction or arrangement is made by a society for a director or connected person,
then that director, and the connected person, and any other director who authorised it is
liable -

(a) to account to the society for any gain which he has made directly or indirectly by the
transaction, and

(b) (jointly and severally with any other person liable) to indemnify the society for any loss or
damage resulting from the transaction or arrangement (section 66(2)).

Section 66(3)-(4) sets out defences where there is a transaction between the building
society and a person connected with a director. The director is not liable under section 66(2)
if the director took all reasonable steps to secure the society's compliance with section 65.

As far as a connected person and the other directors are concerned, they are not liable if
they show that they did not know the circumstances constituting the contravention. Thus, for
example, liability could conceivably fall on a director, who was connected with a person with
whom the society enters into a transaction in breach of section 65, but who had no
knowledge of the transaction.

Turning to the criminal sanctions (section 66(5)-(9)), a director who authorises or permits
the society to enter into a transaction or arrangement knowing or having reasonable cause
to believe that section 65 is being contravened is guilty of an offence.

Likewise a building society entering into a transaction or arrangement contravening section
65 for one of its directors is guilty of an offence unless it shows that it did not know the
circumstances constituting the contravention.

Also, a person who procures a building society to enter into a transaction or arrangement
knowing or having reasonable cause to believe that the society is contravening section 65 is
guilty of an offence.

For an individual the penalties are a fine and/or imprisonment and a building society can be
fined.

(viii) Records of Transactions etc

The purpose of section 68 is to ensure proper disclosure of transactions involving directors
and persons connected with them.

Section 68(1)-(2) requires a society to maintain register containing a copy of every subsisting
transaction or arrangement "falling within” section 65(1), ie, including transactions which are
permitted by section 65(2), (3), (4) or (5). Therefore, "falling within" refers to transactions of
the types set out in section 65(1), whether or not they are permitted.

The purpose of section 68, referred to above should be borne in mind - if prohibited
transactions only had to be included in the register, it would be a "public register of offences”
which is clearly not the purpose of the section.

The requirements do not apply to certain “excepted transactions and arrangements”, but
these are strictly defined and at small levels (see below). If a transaction or arrangement is
not in writing then the society must include a written memorandum setting out its terms in the
register.
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The register refers to transactions made "during the current financial year or any of the
preceding ten financial years". The Association's view has always been that this period did
not start to run until the section came into force, ie 1 January 1987. Thus, only loans made
on or after that date need, in its view, be shown even if there was previously a loan
outstanding. It is thought that "subsisting" means that the loan has not been redeemed and
exists during the financial year in question.

The society must make a statement available for inspection by members at its principal
office "during the period of 15 days expiring with the date of its annual

general meeting", and also at the AGM. The 1986 Act provides for the electronic
communication of registered particulars (section 68(6A) —(6B) and (11A)).

The statement must contain the "requisite particulars” of transactions and arrangements
falling within section 65(1) that the society included in the register at
any time during the last complete financial year preceding the meeting.

The "requisite particulars" are specified in Schedule 9. In outline these are as follows -
(a) the principal terms of the transaction or arrangement,

(b) a statement that the transaction or arrangement was made or “subsisted" during the
financial year,

(c) the name of the person for whom it was made and, where that person is or was
connected with a director, the name of that director,

(d) inthe case of a loan or related guarantee such matters as —

o the amount of the mortgage debt or liability both at the beginning and end of
the financial year,

o the maximum amount of the debt or liability during that year,

the amount of unpaid due interest,

o the amount of any provision made in the accounts in respect of any failure or
anticipated failure by the borrower to repay the loan or interest, and

o the amount of the payment in the case of any payment made on behalf of the
director or connected person.

o

There are specific provisions in respect of leasing or hiring (paragraph 2(2)(d)) and in the
case of a guarantee or security (paragraph 2(2)(f)).

The Association's view is that the Act does not require the recording of loans subsisting to a
director, that were made before the person was appointed a director.

This is because the words in section 68(1) "made for a director”, together with the reference
in section 65(1) to a loan "to a director", mean that such a transaction need not be recorded.

Questions arose as to whether loans that had been redeemed and loans to a director who
had retired needed to be included in the annual statements in respect of years succeeding
the redemption or retirement. In 2001, the Association issued a paper on these matters -
www.bsa.org.uk/docs/policy/practice briefs/section 68.pdf.

By section 68(5), two copies of the statement are to be sent to the FSA, at the same time as
it is made available to members, and the FSA keeps one copy in the public file of the
society. Section 68(6) provides for a copy of the statement to be sent on demand to any
member. A society may charge a fee not

exceeding £5.
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Under sections 78(9) and (10) the auditors are required to examine and report on the
statement prepared under section 68.

The exceptions to section 68 ("excepted transactions or arrangements") are contained in
section 68(7) and (8); namely, transactions and arrangements -

e to directors if the aggregate of values, less any amount by which the value has been reduced,
did not exceed £2,000 at any time during that year.

e comprising leasings or hirings, guarantees or security, or arrangements with others, if the
aggregate of the values of each transaction or arrangement, less any reduction in the
amount, did not exceed £10,000 at any time during that year.

The figures of £2,000 and £10,000 can be amended by statutory instrument (section 68(9)
and (10)) and were, indeed, increased in 2007.

A society will be liable to a fine for non-compliance with section 68 or Schedule 9, as will any
officer who is also guilty of an offence (section 68(11)).

For the separate requirement to disclose in a society’s annual accounts information
concerning loans and other transactions with directors see paragraph 35 of Schedule 5 to
the Building Societies (Accounts and Related Provisions) Regulations 1998 (S| 1998 No
504).

8. Commission Payments
(i) The Prohibition

The purpose of section 67 is to prevent directors and certain other officers and employees of
building societies from accepting two kinds of commission payments -

(a) in respect of loans made by the society, and

(b) on insurance.

The section applies not only to directors, but also to any person who holds office in, or is
employed, by a building society as a secretary, chief executive, manager,

solicitor, surveyor or valuer, or in connection with the assessment of the adequacy of
securities for loans secured on land.

The term “commission” includes any gift, bonus or benefit, and “solicitor” includes a licensed
conveyancer (and, since the Legal Services Act 2007, certain people authorised to carry out
certain legal activities eg preparing transfer of charges for registration at the Land

Registry) (section 67(7)). The definition of “commission” in section 67(7) is very wide -
because of the use of the word “includes” it is not limited to gifts, bonuses and benefits.

It is therefore important not to lose sight of the ordinary meaning of the word “commission”,
ie a payment made to an agent for introducing business to a principal. Therefore, the use of
the word “includes” would seem to signify that commission is caught whatever form the
payment may take, whether in cash or in kind, but the gift, bonus or benefit must still be paid
by way of commission.

“Manager” is defined by section 119(1) a person “employed by the society who, under the
immediate authority of a director or the chief executive, exercises managerial functions or is
responsible for maintaining accounts or other records of the society”. Therefore, a member
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of staff could come within the scope of the section on promotion, change of duties or as a
result of management re-organisation.

In certain paragraphs below, the officers and employees caught by the section are
collectively described as “disqualified persons” which, in the context of section 67, means
that they are disqualified from receiving commission.

(ii) Loan Commission

The 1986 Act provides that the disqualified persons described in section 67(1) above must
not “accept from any other person any commission for or in connection with any loan made
by the society” (Section 67(2)). The sub-section makes it clear that such commission is
remuneration in addition to that prescribed or authorised by the rules or any resolution of the
society.

Section 67(2) is aimed at preventing payments by third parties (eg an estate agent, solicitor
or indeed the prospective borrower) to society employees to induce the society to make a
loan. This purpose needs to be borne in mind.

In the past, conflicting views have been expressed on whether section 67(2) prevents a
disqualified person from receiving from the society any commission, bonus or other benefit
related to mortgage business; for example, under a results-orientated remuneration
scheme. On balance, the prohibition on accepting commission “from any other person”
seems to refer to any person other than the disqualified person. If so, commission from the
society could not be accepted if it was in connection with any loan made by the society.

Because the commission that is prohibited is “in addition to remuneration prescribed or
authorised by the rules or any resolution of the society”, societies’ rules usually give this
authority, to be in a take advantage of the statutory qualification.

If a disqualified person contravenes section 67(2), both the person accepting the
commission and the person who paid it shall be liable on summary conviction to a fine
section (67(3)(a)). However, the person paying the commission does not commit an offence
unless that person made the payment knowing the circumstances constituted an offence on
the part of the person accepting the commission (section 67(4)).

Under section 67(3)(b), if the person accepting the commission (having been convicted of an
offence under section 67(3)(a)), fails to pay over to the society the

amount or value of the commission, as and when directed to do so by the court which
convicted him, he is guilty of a further offence (and liable on summary

conviction to imprisonment for a term not exceeding six months).

(iii) Insurance Commission

Section 67(5) relates to insurance commission and makes it unlawful for disqualified persons
to receive certain types of commission from a person by or through whom an insurance
policy is issued, i.e. from the insurance company or the broker/agent including the society
through which insurance is arranged.

The subsection states, “Where -

(a) acharge upon a policy of life assurance is given as additional security for a loan made by
a building society, or

81



(b) a building society makes an additional loan to enable payment to be made of a premium
on a policy of insurance, or

(c) any policy of insurance is taken out to comply with the terms on which a loan is made by a
society, whether by way of insuring the property

given as security for the loan or otherwise, and the policy is effected through the building
society, or the society nominates or selects a person by whom the policy is to be issued, it
shall be unlawful for any person to whom the section applies, to receive any commission from
a person by or through whom the commission is issued”.

In Scotland, a charge on a policy of life assurance means an assignation in security in
respect of such a policy (section 67(7)).

The subsection would catch commission arising from; for example -
(a) alife policy arranged through the society in an endowment mortgage,

(b) an indemnity guarantee policy arranged by the society where the premium is advanced in
addition to the loan, and

(c) buildings insurance arranged through the society’s agency.

There is no exception for staff incentive schemes and no provision, corresponding to the one
in section 67(2), for commission to be prescribed or authorised by the society; this means
that, unlike in relation to mortgage commission, there is no scope for a provision in a
society’s rules to mitigate the effect of section 67(5).

These prohibitions would apply if the society arranged the policy of insurance through its
own broker subsidiary. However, commission on certain policies would

not be caught; for example, mortgage protection, contents, personal sickness, unless taking
out such policies was a condition of the mortgage.

While there were in the past conflicting views as to the correct interpretation to be placed on
section 67(5), in the Association’s opinion in circumstances where the

policy was not effected through the society, and the society does not nominate or select the
insurer, commission can be paid and received. It is thought that the

section 67(5) prohibition is quite separate from that in section 67(2) - there is no overlap
between them and they operate distinctly. However, if circumstances were such that a
payment fell under both sub-sections, then the provisions of both would apply to it.

A person who pays, and a person who accepts, any insurance commission the Receipt of
which section 67(5) makes unlawful, is liable on summary conviction to a fine (section
67(6)).

Before introduction of section 67 some societies allowed their staff to take the benefit of the
commission that would otherwise be earned on any insurance policy (both life and
household) which were arranged through the society in connection with their own house, life
or effects. The practice developed for insurance companies to agree to accept reduced
premiums from staff by virtue of their status as employees of the society.

It is clear that disqualified persons are prohibited from receiving commission relating to
policies connected with their own mortgage, life or effects in exactly the same way as they
are prohibited from commission relating to third parties (ie where a life policy is additional
security, or the society makes a loan in respect of the premium, or the policy is a condition of
the mortgage).
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However, it is the receipt of commission that is prohibited. Therefore, where a society has
an arrangement with an insurance company so that its staff pay reduced

premiums, which partially or completely discounts the commission which the society would
be due, then the disqualified person would not be receiving any “commission” on the basis of
the ordinary meaning of the word and the definition in section 67(7) (see above).

Where a staff mortgage or life assurance scheme incorporates commission rebates, it might
be administratively simpler to arrange all such policies on a concessionary premium basis.
This would avoid the need to monitor each member of staff to ensure that commission is not
paid to a disqualified person.

The types of policies that could commonly be affected are -

e household insurance policies required as a term of the mortgage
e endowment policies (and similar) used as additional security for a mortgage

e indemnity policies where the premiums are advanced as part of the loan.

Life policies or other insurance taken out not connected with a loan by the society are not
affected by the prohibitions.

9. Business Associates
(i) The Duty

The idea behind section 69 is that directors (or other officers) should not be prohibited from
participating in an outside business that derived income from the
society, or the society's activities.

However, in principle, details of all such income (whether or not deliberately channelled to
the business associate) should -

e be disclosed to the society and,

e be made available to members and to the FSA.

The underlying concern is that it might not be in the interests of the society for excessive
amounts of business to be channelled to a small number of businesses

in which directors etc have interests. Therefore, provided the rules give authorisation, there
should then be transparency in relation to such interests.

The main features of section 69 are that -

(a) The director etc must be a director or proprietor of, or a partner in, a "business associate"
(ie which provides "relevant services" - conveyancing, surveying/valuing, accountancy and
insurance intermediary services - during the financial year in question and that is not a
connected undertaking of the society.

(b) The director etc must furnish the society with the “requisite particulars" of the business
during the financial year (section 69(6)) and what these consist of depends on whether a
society elects to adopt Part Il of Schedule 10 (see paragraphs below), which provides for
disclosure by bands. To enable the director etc to furnish the "requisite particulars", the
director etc can require anybody in the "business associate" to furnish such information as the
director etc may reasonably require for the purpose (section 69(9)).
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(c) Having furnished the "requisite particulars” to the society, the obligation then changes
from the director etc to the society, which is obliged (section 69(11)) to keep a register of the
particulars supplied to it unless the "volume of business" (defined in paragraph 10(2) of
Schedule 10).

(c) The society also has to make a statement of the section 69(11) particulars, for the last
financial year, available for inspection by members for 15 days before and at its AGM, and to
send two copies of it to the FSA. The -members are also entitled to receive a copy of the
statement on demand. A society may charge a fee not exceeding £5.

(ii) Section 69 Election

Section 69 allows a society to elect to adopt Part Il of Schedule 10 (which provides for
disclosure by bands) as regards the "requisite particulars" to be furnished by its directors
etc. The adoption of Part I means that a society can take advantage of "bands for
disclosure" instead of stating exact amounts.

The election must be made in writing to the FSA before the beginning of the financial year in
respect of which it is made. The following wording is an acceptable
form of election for this purpose -

"The XYZ Building Society hereby elects pursuant to section 69 of the Building Societies Act
1986 to adopt Part Il of Schedule 10 to that Act in respect of its financial year commencing on
[1 January ...... 1"

The Building Societies (Prescribed Bands for Disclosure) Order 1987 Sl 1987 No 723
prescribes two sets of bands. The first set concerns the number of cases and bands of 100
cases (starting with up to 100 cases) are prescribed. The second set relates to the
aggregate fees and the bands prescribed range from zero - £1,000 to bands of £25,000
where aggregate fees exceed £25,000.

In each case the estimate must fall within one of the prescribed bands. If a society has not
elected to adopt Part Il of Schedule 10 in respect of the financial year concerned, Part |
(which requires disclosure of precise figures) applies.

A suggested form, "Particulars of business of a business associate", was agreed between
the Association and the FSA’s predecessor regulator for building societies Building
Societies Commission to assist societies in complying with the disclosure requirements
under section 69. The Association also prepared guidance notes were on the completion of
the form. Copies of the form and guidance are available at —

www.bsa.org.uk/docs/policy/practice briefs/buss ass form.pdf

www.bsa.org.uk/docs/policy/practice briefs/buss ass guidance.pdf.

The guidance notes explain that the form may be used for all three types of disclosure
required under section 69 since the same information is required in each case. It should be
noted that accountants and insurance agents should give an indication of the aggregate
amount of fees but are not required to give an indication of the number of cases.

The 1986 Act provides for electronic communications in respect of information that the
society is required by section 69 to provide to members (section 69(15A)-(15B)).
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ACCOUNTS AND AUDIT

This sub-section covers accounting records and systems, auditors and audit, and
procedures on completion of accounts.

1. Introduction

This brief covers the provisions of the Building Societies Act 1986 relevant to accounts and
audit.

Section 119 provides definitions of terms used in the accounts and audit section of 1986 Act.
Section 119A defines associated undertaking and participating interest (see below).

2. Accounting Records, Systems etc
(i) Accounting Records

All building societies must keep accounting records, which explain their transactions and
state of business. Section 71(3) details what the accounting records should contain.
Section 71(9) requires the records to be kept for six years.

(i) Individual Accounts

Section 72A, B and C refer to building societies without subsidiaries which prepare their
annual accounts using UK GAAP. They must provide a balance sheet and an income
statement, both of which must give a true and fair view.

Section 72C refers to the form and content of the balance sheet, income statement and
notes to the accounts, which are prescribed by HM Treasury in the Building Societies
(Accounts and Related Provisions) Regulations 1998 (Sl No 504) (the BS Regulations) . For
more details, see — www.bsa.org.uk/docs/policy/prudentialandfinreg/revisedbsregulations.pdf.

Directors of building societies that prepare individual accounts under international
accounting standards (also known as international financial reporting standards, IFRS) must
make this clear in the accounts (section 72D).

(iii) Group Accounts

Section 72E says that if a building society has subsidiaries, it must prepare group accounts
as well as individual accounts. It applies to both UK GAAP and IAS societies. Once a
society has prepared one year’s of group accounts under IAS, it must continue to use IAS
for these accounts unless there is a “relevant change of circumstance”.

Section 72F and G refer to building societies with subsidiaries which prepare their annual
accounts using UK GAAP. They must provide a balance sheet and an income statement,
both of which must be prepared on a group basis and give a true and fair view.

These UK GAAP societies must comply with section 72G, which refers to the form and
content of group accounts and notes to the accounts that are prescribed by HM Treasury in
the BS Regulations.

Directors of building societies that prepare group accounts under international accounting
standards (also known as international financial reporting standards, IFRS) must make this
clear in the accounts (section 72H).
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(iv) Consistency of Accounts

Where a building society prepares group accounts, it should ensure the society and its
subsidiaries use the same financial reporting framework and same financial year unless
there are good reasons not to do so (section 721).

But HM Treasury guidance says that if a parent building society prepares individual and
consolidated accounts under IAS, its subsidiaries do not have to. It concludes —

“The key point is that the directors of the parent building society must be able to justify any
inconsistency to members, regulators or other interested parties.”

(v) Disclosures in Notes to Accounts

Section 72J states that societies must provide the information listed in Schedule 10A in the
notes to the annual accounts. Part 1 of the schedule relates to emoluments and other
benefits of directors and others, and to loans and other dealings in favour of directors and
connected persons; part 2 relates to information about the employees of a society. HM
Treasury can make an order to modify the provisions in this schedule.

Section 72K states that societies must provide the information listed in Schedule 108 in the
notes to the annual accounts. Societies not preparing group accounts must provide the
information in part 1 of the schedule. Societies preparing group accounts must provide the
information in part 2 of the schedule. HM Treasury can make an order to modify the
provisions in this schedule.

Information about all off-balance sheet arrangements - enough for the financial position of
the society to be assessed - must be given in the notes to the accounts (section
72L).Information set out in Schedule 10C, providing for disclosure of auditor remuneration,
must be given in the notes to the accounts (section 72M). The Building Societies Act 1986
(Accounts, Audit and EEA States) Amendments Order 2008 (Sl No 1519) makes certain
changes | this area to implement various EU Directives.

(vi) Annual Business Statement, Directors’ Report, and Business Statement

Every society must prepare an annual business statement. If a society is part of a group, the
annual business statement must also refer to the subsidiaries. The content of the annual
business statement is prescribed by HM Treasury. It is not subject to statutory audit (section
74).

The directors’ report must contain an analysis of the development, performance and position
of the building society and its connected undertakings, if any, using financial key
performance indicators (KPIs) and, where appropriate, other KPls, including ones on
environmental and employee matters. The directors’ report must describe the principal risks
and uncertainties facing a society’s business, taking into account its size and complexity
(section 75 and 75A).

(vii) Summary Financial Statement
e General

Building societies must prepare a summary financial statement every financial year. If a
society has subsidiaries, it must give an account of their financial development and position.
The SFS should make clear it is only summary and that a copy of the full accounts is
available on request and free of charge. SFS have to be sent at least 21 days before the
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AGM (section 76). The summary financial statement is designed to give individual building
society members an indication of -

o how the society has performed during the financial year, and

o its position at the end of the financial year.

The term used for these requirements in the BS Regulations is “relevant matters”. See
below for link to the Regulations (no 10 concerns the SFS).

Information for the summary financial statement should be taken from the annual accounts,
annual business statement and directors’ report and must be summary ie concise. Given
the intended audience is ordinary building society members, it should be written in plain
English and be free of jargon.

e Contents
The SFS has to contain a —
o summary directors’ report
o summary statement
o summary of key financial ratios

o statement of the auditors’ opinion.

Societies may find it easier to write the SFS from scratch rather than simply cut and paste
parts of the full annual report and accounts.

Ideally, the SFS should be a stand-alone document although that is not required by the BS
Regulations. But if the SFS does form part of a larger publication, it must be labelled clearly
and put it in a prominent place. It should not, for example, be swamped by pages of product
information or other marketing material

Societies must send a copy of the SFS to every qualifying member at least 21 days before
the annual general meeting. Copies of the full annual report and account remains available
free of charge to members on demand.

The BS Regulations (Schedule 10) specify how the information should be set out including
order, heading and sub-headings. In April 2007, different formats for IFRS societies were
introduced (part 1A of Schedule 10). IAS societies now must include, for example, fair value
gains and losses in the results for the year and derivative financial instruments in the
position at end of year.

Societies are not allowed to deviate from the prescribed format although they can add in
information if it helps “the giving ..... of a summary account of the relevant matters”.
Similarly, societies can omit a heading in the summary statement if there is nothing against it
for the current or previous year.

While not prescribed, societies may wish to include a summary directors’ remuneration
report. Several do this already.

If a society has prepared group accounts, it should cover subsidiaries in the SFS. And if
those subsidiaries are material to the business, it should make appropriate reference.
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e Summary directors’ report

This may follow any format but must include a summary of the -

o society’s business during the year and position at the end of the year
o events that have affected the society during the year, and since the year end, if any

o likely business developments.
e Summary statement

If a society has completed group accounts, it must include its subsidiaries in the summary
statement. It must give figures for the previous year, adjusted, if necessary, to match up
with the full accounts.

Two sets of figures must be given in this statement -
o results for the year (summarised income and expenditure)

o position at end of year (summarised balance sheet)

While UK GAAP societies should refer to Part 11 paragraph 5 of Schedule 10 of the BS
Regulations to see how each item in the summary statement is comprised, the situation for
IFRS societies is less clear cut. They are advised to adapt as best as possible the
references for UK GAAP societies in Schedule 10 of the BS Regulations. They must still use
the prescribed item headings, however.

For examples summary statements for UK GAAP and IFRS, please visit - .
www.bsa.org.uk/members/policy/prudentialandfinance/Summaryfs.htm.

e Summary of key financial ratios

Societies must provide four key ratios and explain what they measure and why they are
important -

o gross capital as a percentage of shares and borrowings
o liquid assets as a percentage of shares and borrowings
o profit/loss for the year (after tax) as a percentage of shares and borrowing

o management expenses as percentage of mean total assets
These ratios must be identical to those given in the annual business statement. But
societies should show gross capital and liquid asset ratios as being percentages of “shares
and borrowings”, not “shares deposits and debt securities”.

As with other parts of the SFS, societies should include subsidiaries in their calculations if
they have prepared group accounts.

The links below provide some practical information on the SFS —

www.bsa.org.uk/docs/policy/prudentialandfinreg/sfslayout.pdf

www.bsa.org.uk/members/policy/prudentialandfinance/commentarysfs.htm
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3. Auditors and Audit

Auditors have to be appointed at every AGM (section 77). Schedule 11 deals with the
appointment, removal, resignation of auditors, and the notifications required if an auditor
ceases to hold office. The definition of a senior statutory auditor is contained in section
504(1) of the Companies Act 2006 (section 78B).

Auditors have to make a report to members at every AGM and also make a report on a
society’s annual business statement and directors’ report (section 78). The auditors' report
must state the names of the auditors and be signed and dated by them (section 78A).

Section 78C states the auditor’s report must give the name of the auditor and (where the
auditor is a firm) the name of the person who signed it as senior statutory auditor. Section
78D describes the circumstances in which those names may be omitted.

Auditors’ duties and powers are set out in section 79. Auditors have to form an opinion
whether proper accounting records have been kept under section 71 of the 1986 Act and
whether the annual accounts agree with the accounting records.

Auditors of building societies may demand access to the accounting and other records of the
society and all other documents relating to its business, and have a right to require from the
officers such information and explanations they feel necessary to do their job. Section 79
goes on to detail other rights of auditors.

4, Procedure on Completion of Accounts

Section 80 deals with the signing of the balance sheet and the documents that have to be
annexed to it. Every balance sheet must be signed by two directors and the chief executive
of the building society. The income and expenditure account and the annual business
statement must be annexed to the balance sheet, as must any group accounts; the auditor's
report must be attached to it. The directors’ report must be attached to the balance sheet.

Section 81 deals with copies of the annual accounts. The annual accounts have to be
presented at the AGM and be made available free of charge to members and depositors at
every office of the society. Any member or depositor must be sent a copy of the annual
accounts, if they ask for them. These may be sent electronically, via e-mail, or be posted on
the society’s website, if the member/ depositor agrees. Two copies have to be sent to the
FSA at least 14 days before the AGM

Section 81A contains further requirements including one that states that a building society
that prepares group accounts must not publish its statutory individual accounts without also
publishing with them its statutory group accounts.

Section 81B provides definitions of terms such as annual accounts, income and expenditure
account and international accounting standards.

The Building Societies (Accounts and Related Provisions) (Amendment) Regulations 2008

(SI No 1143), among other things, require societies to give certain information about
transactions with related parties in the notes to the accounts.
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USE AND CHANGE OF NAME

This sub-section covers use by third parties and by building societies of building society,
registered and business names.

1. Third Parties: Restriction of Use of Certain Names etc

Any person carrying on business in the United Kingdom (other than a building society) is
prohibited from using a name, or in any other way describing or holding himself out, so as to
indicate or reasonably be understood to indicate that he -

(a) is a building society,
(b) or his business, is connected with one or more building societies, or

(c) or his business, is connected with building societies generally.
(section 107(1)).

Clearly, the intention of the prohibition is to prevent other organisations holding themselves
out as building societies in order to benefit from societies' hard-earned reputation for safety
and security.

Breach of the prohibition, which applies to individuals and to organisations, is a criminal
offence (section 107(11)). Though directed towards third parties, section 107 could
nonetheless be of concern to building societies, for example if a society took part in a
venture with another entity that wanted to use the society’s' name.

There are a number of exceptions to the prohibition -

(a) By section 107(2) and (3), where an institution carrying on a business similar to that of a
building society (basically, a bank that lends on mortgage - see also section 107(12)), with its
principal place of business outside the UK, uses a name under which it carries on business in
that place in immediate conjunction with a description -

(i) approved by the FSA,

(i) which distinguishes it from a building society by reference to all or

any of certain matters (situation of its principal place of business; its legal status or
constitution; the law, if any, which authorises it to take deposits in the UK) as the FSA
determines, and

(iii) which, if it appears in writing, is prominent enough to ensure that a
person who reads the name also reads the description.

(b) A person may carry on a business under a name that indicates a connection with one or
more building societies if the name had been approved by the FSA. However, the FSA must
be satisfied, having regard to certain specified matters, that the connection indicated by the
name is not misleading) (section 107(4) and (5)).

(c) If the society or societies concerned authorise in writing the person to use the relevant
description (section 107(8)).

(d) If the connection indicated is not misleading (section 107(9)).
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Applications for approval under (a) and (b) above must be made in such form as the FSA
directs (section 107(6)) and such approvals may be revoked in certain circumstances
(section 107(7)).

Exceptions (c) and (d) were included during the 1986 Act's progress through the House of
Commons, following representations from the Association that the provision as originally
drafted could cause difficulty for duly appointed agents of a society. Accordingly, the
exceptions were intended to protect society agents, but they could presumably encompass
others.

If a company's name, or words for inclusion in a business name, appears to the specified
authorities to contravene section