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Sir Christopher Kelly KCB 
Committee on Standards in Public Life 
35 Great Smith Street 
London  
SW1P 3BQ 
 
26th August 2010 
 
 
 
 
 
 
 
 
 
I write to you as concisely as I can with a suggestion regarding the Seven Principles of Public 
Life.  
 
In order that you can judge quickly of the overall idea, I begin with a summary of it. Since I have 
also to declare an interest in the issue, I move to that second. If, after this, you still feel it 
worthwhile to read on then the remainder of my letter sets forth the argument analytically and in 
detail. 
 
 
Summary 
 
In the winter of 2008-09 the Learning and Skills Council (LSC)’s capital programme, Building 
Colleges for the Future (BCF), collapsed. At least £200 million of public money was wasted on 
preparing building projects for which there was never any prospect of finance1.   Two 
investigations were conducted in its wake:  Sir Andrew Foster’s A Review of the Capital 
Programme in Further Education (March 2009) and the (then) House of Commons’ Innovation, 
Universities, Science and Skills Committee’s Spend, spend, spend? – the mismanagement of 
the Learning and Skills Council’s capital programme in further education colleges (July 2009).    
 
These Reports itemised a number of significant failings in the management of BCF. Measured 
against the Seven Principles of Public Life (SPPL), none of them appears to have been in 
breach.  
 
On closer analysis, a failure of communication within both LSC and the Department for 
Innovation, Universities and Skills (DIUS) highlights a lack of responsibility among officials for 
the wider corporate aims of their organisations - beyond the specific terms of their own roles 
within them. This points towards the need for an eighth Principle of Public Life:  responsibility:  
not only for the conduct of one’s individual role but also for the values, aims and purposes  


                                                 
1 See Select Committee para. 123 
 
 







of the organisations which holders of public office serve.   Adopting such a principle would 
promote the impact of thinking about organisational culture in which the Committee on 
Standards in Public Life is already very much engaged. 
 
 
Declaration of Interest and timing of this paper 
 
In January 2008 my own College (Brighton Hove & Sussex Sixth Form College) became a 
victim of the collapse of BCF.   In the aftermath, we were ranked the highest sixth form college 
nationally not to receive capital funding.   We were substantially reimbursed for our wasted 
expenditure (£2.5 million) although we have, of course, to cope with the work arising from 
prolonged under-investment in buildings we had assumed would be demolished.  
 
I hope that the passage of time has enabled me to undertake a balanced and impartial analysis 
of the Reports quoted above.   Far from dwelling on what went wrong, my intention in writing to 
you is to maximise the good that could still come from them.   You will make up your own mind 
on whether I’ve succeeded in attaining due objectivity!  
 
What is certainly the case is that the dust has now definitively settled.   Not only the passing of 
many months but a change of government now separates us from the events in question. The 
LSC and DIUS have both been abolished. It is improbable, at this distance, that anything would 
materially change one’s view of the events and particularly the management behaviour in 
question. 
 
The Argument 
 
1.0 The  Seven Principles of Public Life (SPPL) should help safeguard standards in 


public life. When such standards have been breached it is therefore appropriate 
to ask what lapses there may have been in regard to the SPPL. 


 
1.1 In regard to the collapse of BCF, the Principle that appears most relevant is 


Accountability. 
 
2.0 As expressed within the SPPL, the primary emphasis of Accountability is upon 


ownership of decisions and actions and upon readiness to acknowledge it: 
 


 Holders of public office are accountable for their decisions and actions to 
the public and must submit themselves to whatever scrutiny is appropriate 
to their office.  


 
2.1 On this definition, neither Foster nor the Select Committee provide evidence of any 


breach. No one with whom they wished to speak declined to give an account of 
their actions or refused to answer questions2. 


 
2.2 The majority of the failings noted in the Reports was caused by people not doing 


their jobs effectively and arguably, in certain cases, not even properly. Whilst these 
failings contributed greatly to generating the crisis in BCF, they are probably rightly 
regarded as individual professional errors rather than as touching on principles of 
public life. 


 
2.3 Examples of such failures within the LSC and DIUS noted in the Reports are: 


                                                 
2 Although one is left with the impression that the Select Committee felt the LSC Chairman should have 
resigned (as the Chief Executive in fact did). See ibid. paras  66 – 69 inc. 







 Not keeping a tally of the money committed and the value of applications in 
process3  


 Lack of a prioritisation strategy4  
 No regulation of the demand-led approach5  
 Poor risk-management6  
 Overall failure of oversight at highest level7  


 
2.4 It would thus appear that the mismanagement of millions of pounds in the BCF 


scheme infringed not a single one of the Seven Principles of Public Life. 
 
3.0   A particular group of criticisms in the Reports can be distinguished which is to do 


with the failure within both LSC and DIUS to communicate the substance of the 
Capital Affordability Review (otherwise known as the Edwards Report). 


 
3.1 The Edwards Report, of 11 February 2008, warned that  
 


“…if current policies did not change and the tempo of capital projects is 
maintained, the demand for capital grant payments moves in 2010-11 up to 
£450 million above the funds available for FE projects. This simply proves 
that the continuation of the current payment profile of projects is 
unaffordable to the Council.”8 
 


3.2                  This clear, stark warning was not communicated effectively within LSC  
and DIUS and ten months later the crisis broke with the decision on 17 December 
2008 to suspend consents to capital applications. As Foster comments: 
 


The report was initially presented to the right committees. But sadly it 
was not shared widely at a senior level in either the LSC or in DIUS.9 


 
3.3  One reason for the communication failure was the complexity of the  


LSC’s management structure. The Select Committee calls it ‘labyrinthine’10 
and Foster comments: 


 
The fact that no one grasped the nettle suggests a lack of clarity about 
roles and responsibilities.  Who has the authority to decide what and how; 
who needs to know what and when?11 


 
3.4 Another reason was suggested by the civil servant, Stephen Marston. When the 


Select Committee asked him about the communications failure, he suggested: 
 


 "For me the critical issue is the confidence to escalate, to err 
 on the side of escalating if you see a problem, even if the group 


conclusion in that meeting you are attending is, 'It is okay. Let us keep it 
under review. It is going to be all right.'   That is what went wrong."12 


                                                 
3 ibid. p. 3 
4 ibid. para. 42.  
5 ibid. para. 44. 
6 ibid. para. 61.  
7 ibid. para. 69 
8 Foster para. 15 
9 ibid. para. 16 
10 Select Committee para. 22 
11 Foster para. 45 
12 Select Committee para. 27 







3.5  To amend Foster’s rhetorical question (at 3.3) slightly in light of this, the answer  
to the question ‘Who has the responsibility to decide what and how; who needs 
to know what and when?’ is: everyone. Various officers within LSC and DIUS 
understood the content and urgency of the Edwards Report. No one took it on 
themselves to ‘escalate’ it, in Stephen Marston’s phrase. This was not a failure in 
accountability; nor was it a failure in anyone’s specific role. It was, nonetheless, a 
failure: a failure in public life of responsibility.   


 
4.0 As a Principle of Public Life, responsibility could be formulated in the following 


way: 
  


Holders of public office have responsibility not only for the conduct of 
their individual role but also for the values, aims and purposes of the 
organisation they serve. 


 
4.1 Had a Responsibility Principle, so conceived, operated robustly at the time of the 


BCF crisis, at the very least mitigating action would not have been delayed by ten 
months. Much less public money might have been wasted. 


 
4.2 It is easy to see that such a principle would be applicable well beyond the specific 


circumstances and organisations with which the Reports are concerned. It would be 
of significant assistance in managing the risk in all complex, compartmentalised 
organisations that problems – even, or perhaps especially, of enormous proportions 
– can be believed by everyone to be someone else’s to deal with. 


 
4.3 The Responsibility Principle is not an explicit recommendation in either Report.   It 


is clear from both, however, that such a principle will be at jeopardy in 
organisational cultures that discourage open reporting. 


 
 In relation to the communication failure within LSC, Foster concludes: 
 


 I am left with a distinct feeling that bad news was itself bad news13 
 
            The Select Committee comments: 
 


 Despite Mark Haysom's insistence that "I worked very hard in the LSC to 
try and create a culture which was really open and where people could 
actually come directly to me with their concerns" both he and Chris 
Banks, the Chairman of the Council, confirmed that they did not see the 
Review until much later in 2008, after the scale of the problem had 
become apparent.14 


 
and later adds, in the same sceptical vein: 
 


It is not clear to us why, given that we were told that, commendably, Phil 
 Head had been responsible for commissioning the Edwards report which 
 gave the first warning signs over the programme, there appears to have 
 been no discussion about looming longer-term problems between him 
 and the then Chief Executive (or Chairman) through 2008.   This seems 
 particularly curious given the then Chief Executive’s self-proclaimed 
 ‘open-door’ style15. 


                                                 
13 Foster para. 45 
14 Select Committee para. 21 
15 ibid. para. 35 







 4.4  The importance of organisational culture is already deeply understood  
 by the Committee on  Standards in Public Life. Promoting the principle of 


responsibility as defined above would strengthen the Committee’s work in this 
area16. 


 
5.0 Without the Responsibility Principle, there is the risk that holders of public office, 


even at the highest rank, may bring themselves into disrepute with the public 
they serve. 


  
 Contrast, for instance, the depiction in both Reports of the failure in responsibility 


of officials within LSC and DIUS with the example that the unpaid Governors of 
colleges were simultaneously setting them. 


 
6.0 The Foster Report and the Select Committee Report show that the principle of 


accountability facilitates enquiry when things go wrong.  
 


They also show that the liability to be held accountable is no guarantee that 
individuals will not make the kind of mistakes that lead to scrutiny of their actions.  
 
I have argued that both Reports also point towards a principle of responsibility 
which could have significant, widespread, beneficial impact if adopted in all areas 
of public life.  
 
It would be good if a gain as considerable as this could come from the 
breakdown as clamorous as that of the BCF programme. 


 
  


 
 
  
 
 
 
 
 
 
 
Chris Thomson 
Principal 


                                                 
16 I note particularly Getting the Balance Right: Implementing Standards of Conduct in Public Life, p. 5, 
“However intangible the issue of culture appears, the Committee believes that it is critical to delivering 
high standards of propriety in public life in a proportionate and effective manner.” And even more 
pertinently in the present context: “In our Issues and Questions Paper we noted that organisational 
culture, which concerns the basic assumptions and beliefs that are learned, shared and often taken for 
granted in an organisation, is an often overlooked key to understanding decision-making.” ibid. p. 83 








 


BIS Call for Evidence – A Long-term focus for Corporate 
Britain 


The ABI is the voice of the insurance and investment industry. Its members constitute over 
90 per cent of the insurance market in the UK and 20 per cent across the EU. They control 
assets equivalent  to a quarter of  the UK’s capital. They are  the risk managers of  the UK’s 
economy  and  society. Through  the ABI  their  voice  is heard  in Government  and  in public 
debate  on  insurance,  savings,  and  investment  matters.    As  a  representative  of  major 
institutional investors we welcome the opportunity to respond to this call for evidence. 


 


Introduction to the response 


ABI members agree that successful companies and effective markets are vital for the health 


of  the UK economy.    Investment  through  the  equity markets not only  finances  industry, 


creating  jobs  and  wealth,  but  also  allows  ordinary  people  to  invest  and  save  for  their 


retirement and other expenses.   The  interests of  these  individuals, our clients,  should be 


respected and promoted.  The primary purpose of the investment made by the members of 


the  ABI  is  to  make  a  return  on  the  money  entrusted  to  them  by  these  savers  and 


pensioners.   The resulting economic activity,  job creation, tax revenues generated etc are 


all valuable by‐products of that. 


We believe that the purpose of financial markets market primarily is to serve and promote 


the interests of the providers of capital –savers ‐ and the recipients of capital ‐ companies.  


The markets should not be there to serve the interests of the intermediaries. 


We  agree  that  the  relationship  between  principal  and  agent,  the  shareholders  and  the 


directors, lies at the heart of the equity market and should continue to do so.  Any reforms 


should not undermine the centrality of this relationship.    It represents the cornerstone of 


an  effective  free market.  The UK’s  current  system  of  company  regulation  and  corporate 


governance  is effective  in most cases.   In  looking for  improvements, we should remember 


that the UK leads the world in this field. 


We agree that there needs to be a sensible balance between regulation and best practice.  


It  is  also  important  that  there  is  a  proper  understanding  of  the  distinction  between 


corporate governance and regulation.  Corporate governance exists to help ensure that the 


company is run in the interests of its shareholders, and that it is successful in the long‐term.  


Regulation and supervision exist to ensure market confidence and stability, and to protect 


the interests of consumers and the wider public. The Government naturally has an interest 


in both areas.  There are clearly areas of overlap between them, and some of the tools and 


approaches  can  be  applied  to  either  purpose.  However,  we  should  be mindful  of  this 


distinction when determining the need and scope of any reforms.   If this distinction  is not 


made, or there  is a move to  far  in one direction or another, there  is a risk of unintended 


consequences that will damage the aims of one or both of them. 







 


When  looking  at  reforms  in  corporate  governance  it  is  important  to  be  clear  whose 
interests  those  reforms would  serve.   Corporate Governance  is not an end  itself.    It  is a 
means to an end, a tool that contributes to the ultimate aim of the company of generating 
wealth and serving the needs of society.  For a long‐term focus to develop, there also needs 
to be a  stable  regulatory environment and governance  framework.   We would  therefore 
urge  the Government  to consider carefully  the practical  impact of changes  to  the current 
system before making those changes.   
 
Further  consideration  needs  to  be  given  to  some  of  the  assumptions  underlying  the 
consultation.    For  example, we  do  not  necessarily  agree  that  a  short‐term  approach  is 
wrong  in all circumstances. There are times when  it  is necessary for  investors, boards and 
others to have a short‐term focus.   We believe that it is patience that we should be aiming 
for.    Patience  generates  savings  by  households,  which  in  turn  finances  investment  by 
companies.1   Patience by market participants, companies and  investors, overall generates 
higher returns over the long‐term.  But as patience is a psychological attribute, it cannot be 
mandated  or  regulated.    Therefore,  we  should  seek  to  create  a  system  that  allows, 
encourages and rewards patience in the financial markets.  Ultimately, this is the only way 
to create an effective long‐term focus for Britain. 
 


Further  consideration  should  also  be  given  to  the  effects  of  a  longer‐term  focus  by 


shareholders or boards.  For example, this may lead in practice to greater risk, as a business 


with a  longer‐term focus  inevitably takes on a greater degree of uncertainty.    In addition, 


we do not necessarily agree that lower remuneration is desirable in all cases.  The evidence 


in  the  consultation  document  of  increasing  levels  of  remuneration  is  of  course  a major 


concern  to  investors.    However,  lower  remuneration  could  result  in  fewer  companies 


operating  in  the  UK,  with  a  declining  quality  of management.    The  focus  of  efforts  in 


relation  to  remuneration  should  be  the  creation  of  structures  that  reward  long‐term 


sustainable performance. 


More  thought  should be  given  to  the  role of  the mandates  awarded by  clients,  and  the 


investment consultants that advise them.  These mandates are the primary drivers of fund 


managers’  behaviour  as  they  set  out  the  aims  and  objectives  of  the  fund  and  the  fees 


payable to the managers.  We believe that there could be advantage in a thorough review 


of whether  the  current mandates properly encourage and  reward a  long‐term approach.   


This may  be  an  issue  that  should  be  investigated  by  the  UK  Institutional  Shareholders’ 


Committee/Institutional  Investor  Council,  which  produced  the  recent  Ferrans  report  on 


Rights Issues, given that it is made up of representatives of both clients and fund managers.  


When  looking at raising the bar  in relation to takeovers, one potential result would be to 


entrench  bad  company  management,  leading  to  the  inevitable  slow  decline  of  those 


companies.    In  terms of putting more  responsibilities on  fund managers,  if  this  is done  in 


the wrong way, it will blur their fiduciary duty, and increase costs for them and their clients.  


Further  reflection  on  these  assumptions  embedded  in  the  consultation,  and  on  the 


consequences of pursuing a course of action based on  those assumptions will provide us 


with  a  clearer  vision  of  what  we  are  collectively  trying  to  achieve,  and  help  to  avoid 


unintended consequences. 


                                                 
1 Patience & Finance, A G Haldane, 2010 
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Executive Summary 
 
We consider the current legal framework to be adequate.  Directors’ Duties, as described in 
the  Companies  Act  2006,  are  framed  in  such  a  way  as  to  allow  directors  to  have  a 
sufficiently  long‐term  focus, and  to  take  into account  the  interests of  stakeholders.    It  is 
extremely  important  for  companies  to be  able  to  identify  their  shareholders,  and  in our 
view  the  current  framework2 works  sufficiently well.   However,  consideration  should be 
given  to  how  transparency  could  be  improved when  equity  derivatives  are  involved,  in 
order for companies to be able to identify those with the underlying economic interest.  In 
relation to remuneration,  the current legal framework adequately empowers shareholders 
in  regard  to  the approval of  remuneration schemes and allows  them  to hold directors  to 
account.   However, we do believe  that  improvements could be made  to  the  reporting of 
remuneration.    There  should  be  more  transparency  in  the  link  between  pay  and 
performance, with a greater focus on outcomes. 
 
The most effective way  to promote a  long‐term  focus, or patience,  is  to create a  system 
that encourages  it.   The role of public policy and regulation should be to  facilitate this by 
creating a regulatory and tax framework that encourages a long‐term approach, and at the 
same  time  removes barriers  that prevent market participants  from  focusing on  the  long‐
term.  Barriers include those relating to prudential regulatory requirements, accounting and 
solvency  rules.    The  current  tax  system  does  not  incentivise  a  long‐term  approach  or 
encourage  long‐term  investment  in  the  equity markets.    Three  examples  of  this  are  the 
repeal  of  the  dividend  tax  credits,  the  presence  of  stamp  duty  and  the  different  tax 
treatment of debt and equity. We consider it essential that there should be a level playing 
for equity 
 
The current market structure does not in our view adequately protect and promote a long‐
term focus.  Increased liquidity, lower transaction costs and more information are generally 
a  force  for  good  in  the  financial markets.   However, we  share  the  view  of  the  Bank  of 
England, as set out  in the consultation, that the evidence suggests that  increased  liquidity 
and  information availability has also  led  to an  increase  in  the  level of  trading  trading and 
share price volatility.3   We are concerned  that  these developments may primarily benefit 
the market  intermediaries,  such  as  investment  banks,  and  short‐term  traders,  including 
those involved proprietary trading in the banks, rather than the long‐term investor.  These 
developments require further detailed study.  We also believe that there should be a focus 
on  the efficiency and competitiveness of  the  intermediary market.   We would agree  that 
‘efficient  financial  intermediation  increases  the  returns  to  patience  thereby  encouraging 
thrift and promoting growth.’4   However,  inefficient  intermediation, marked by excessive 
fees and a lack of competition, causes the exact opposite.  The government should seek to 
ensure  that  under  the  new  regulatory  architecture  the  interests  of  the  providers  and 
recipients of capital are paramount. 
 
In  relation  to many of  the questions  raised on  the  changing nature of  share ownership, 
engagement and the agency gap between asset owner and manager, the answer lies within 
the  FRC  Stewardship Code.    The Code  should promote  a  clearer understanding by  asset 
owners  and  companies of  the  investment managers’  approach  to  stewardship  issues.    It 


                                                 
2 Companies Act 2006, Section 793 
3 http://www.bankofengland.co.uk/publications/news/2010/067.htm 
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should also help to rebuild a critical mass of engaged shareholders and help to sustain the 
comply‐or‐explain  framework.    This  ultimately  will  facilitate  better  engagement  and  a 
stronger relationship between  long‐term shareholders and companies. The Code has only 
been in place since September 2010 and we consider that it should be given time to bed in 
and become effective before any further radical changes are suggested in this area. 
 
The primary factor driving the behavior of fund managers is the objectives of the providers 
of their mandates, the clients.   As fund managers are acting as agents they are ultimately 
governed by  the expectations and  requirements of  their clients.       Although many clients 
are moving  towards a  long‐term  focus,  there remains a  tendency  for  the mandates  to be 
awarded  for  a  relatively  short  period  and  for  performance  to  be measured  over  even 
shorter  periods.    This means  that  those  fund managers  whose  judgement  is  right,  but 
whose timing  is wrong, stand a high chance of  losing their mandates.5   The causes of this 
short‐term approach are various, including the development of accounting for liabilities for 
pension and  solvency measurements on an  increasingly  short‐term basis, and  the  role of 
investment  consultants.    Further  consideration  should  be  given  of  how we  can  correct 
rather than reinforce this development. 
 
 
Consultation Questions  
 
The Board of Directors  
 
1. Do UK boards have a long‐term focus – if not, why not?  
 
We  believe  that  the  current  Directors’  duties  are  sufficient  to  allow  boards  to  have  an 
appropriate focus on the success of the company for the benefit of its members as a whole, 
and have due  regard  to  the  likely  consequence of  the decision  in  the  long‐term and  the 
interests of other stakeholders.6   
 
The manner  in which  these  duties  are  interpreted will  vary  according  to  the  particular 
circumstances  of  the  company.    Some  companies,  for  example  in  the  natural  resources 
industry,  are more  naturally  long‐term  in  their  planning  than  others,  their  projects  take 
longer  to execute and  the  returns  that are created are payable over a much  longer  time 
period.   We  also  note  that,  as  the  Prime Minister  pointed  out  in  his  speech  to  the  CBI 
Conference  this  year,  the  life‐span of  companies on  average  seems  to be  declining.   He 
noted that ‘In 1950, the average life of a company in the S&P index was forty‐seven years. 
By 2020, it will fall to just ten years.’7    
 
It  is  therefore very difficult  to  create a general definition of what  the  long‐term  is, or  to 
determine which  behaviours  are  consistent with  promoting  a  long‐term  approach.   We 
believe  that  directors  should  seek  to  act  in  accordance  with  their  duties,  including  in 
relation  to  the  long‐term  view,  taking  into  account  the  individual  circumstances  of  the 


                                                 
5 “Investors whose judgement is right, but whose timing is wrong, stand an increasingly high chance of exiting the 


game” A G Haldane  
6 UK Companies Act 2006, Section 172 
7 Prime Minister’s speech to CBI Conference 2010, http://www.cbi.org.uk/pdf/20101025-cbi-pm-conference-


speech.pdf 
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company.  The owners of the company are then in a position to hold them accountable for 
such decisions. 
 
2. Does  the  legal  framework sufficiently allow  the boards of  listed companies  to access 
full and up‐to‐date information on the beneficial ownership of company shares?  
 
The current framework for the disclosure of shareholdings to companies (CA. 2006 s.793) is 
broadly  adequate.    Any  more  onerous  requirement  on  investors  during  normal 
circumstances would create significant costs with very little benefit.  However, there could 
be  improvements made  in  the  disclosure  regime  relating  to  equity  derivatives  such  as 
Contracts  for  Difference.    It  is  important  for  companies  to  understand  who  has  the 
underlying economic interest, rather than just the legal entitlement.  This is currently being 
considered  at European  level under  the Transparency Directive  framework, and we urge 
the Government to take an active part in this debate.  We also believe that there would be 
significant value, for both companies and  investors, for the equivalent of the s.793 regime 
to be  introduced at a European  level, and would again urge  the Government  to push  for 
this. 
 
Shareholders and their role in equity markets  
 
3. What are the implications of the changing nature of UK share ownership for corporate 
governance and equity markets?  
 
There has been substantial change in the nature of share ownership in the last 20 years.  As 
noted  in the consultation document, this has  included a relative decline  in the percentage 
of the market held by UK  institutional  investors, and a corresponding rise  in overseas and 
other  investors.   There has also been a  rise  in  the use of alternative equity  instruments, 
such as Contracts  for Difference.   Such  instruments allow market participants  to hold an 
economic interest in the underlying share without the need to own it.   
 
The UK  framework  is based on comply‐or‐explain under  the FRC’s Corporate Governance 
Code.    This  principles  based  approach  allows  companies  to  comply  with  best  practice 
guidance, or to explain why they do not.  It is then for the shareholders to judge the quality 
of the explanation, and to engage as appropriate on issues of concern, or where they would 
like  further clarity.   The  system  relies on good quality explanations by companies and an 
engaged shareholder base.   
 
The relative decline of traditional engaged institutional investors has created challenges for 
the comply‐or‐explain  framework.    If shareholders are not sufficiently engaged,  they may 
not  in all circumstances be able  to challenge companies effectively, and  take appropriate 
action,  including voting.   This runs the risk that, over time, companies will start to provide 
poor quality explanations, and will not seek to ensure the highest standards of governance 
in  the  long‐term  interests  of  the  company.    However,  currently  the  traditional  UK 
institutional  investors  are  still  in  a position  to  set  standards of  corporate behaviour  and 
others,  such  as  overseas  investors,  are  able  to  coalesce  around  these  and  benefit  from 
them.   
 
For this system to continue to be effective, we must consider ways to sustain and increase 
the UK traditional  investor base and draw together new entrants with similar aims.     This 
can  be  done  most  effectively  in  two  ways.    Firstly,  by  drawing  together  the  existing 
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shareholders  through a common  set of values and  secondly, by  rebuilding  the  traditional 
UK shareholder base. 
 
The UK’s FRC Stewardship Code is the most effective way to draw together existing market 
participants,  including  overseas  investors,  around  a  common  set  of  principles.    Since  it 
became effective on the 30th September 2010 the Stewardship Code has already had over 
75 institutions and other organizations signing up or offering their support to the principles 
it espouses.  This is an encouraging start, that shows the genuine commitment of investors, 
both  in  the UK  and  overseas,  to  a  responsible  long‐term  focus.    The  Stewardship  Code 
should now be allowed to bed in, and best practice should be allowed to develop against a 
stable background. 
 
Investors are also under pressure globally to vote their shares.  Many investors, particularly 
in  the US, have  responded  to  this pressure by appointing proxy voting  services, either  to 
provide advice on resolutions tabled at the AGM or to vote on their behalf.  This has given 
proxy voting agencies considerable power to influence and control a substantial portion of 
the market.   Their  voting  recommendations are based on best practice, but  cannot  take 
sufficient  account  of  individual  circumstances.    Therefore,  this  creates  a  box‐ticking 
approach  to  corporate  governance,  both  by  companies  who  feel  explanations  are  not 
listened to, and by investors who blindly follow advice.  8 
 
There  has  also  been  a  change  in  the UK  equity market  composition  through  the  rise  of 
alternative equity  instruments,  such as Contracts  for Difference.   Such  instruments allow 
market participants to hold an economic interest in the underlying share without the need 
to hold  it.   Whilst  there  is value  in derivatives as a way  to hedge  risk,  too often  they are 
used as an instrument of short‐termism, creating or benefitting from volatility.  Derivatives 
can  also  provide  a means  to  exposure  to  the  benefits  of  equity  ownership without  the 
associated costs, including tax, and responsibilities, such as voting. 
 
The relative decline of traditional UK institutional investors’ holdings in the market is in part 
a function of globalization as recognized in the consultation.  However, it is also a result of a 
trend  in  tax,  regulatory,  accounting  and  solvency  requirements  that  has  discouraged  or 
forbidden the traditional institutional investors to hold equity.   
 
Currently the tax regime is formulated in a way that discourages the ownership of equity by 
investors and the financing of business by equity.   The existence of stamp duty on shares 
and  the  repeal  of  dividend  credit  are  two  examples  of  the  tax  system  discouraging  the 
ownership of shares.     The different  tax  treatment of debt and equity, with debt  interest 
repayments attracting tax relief, is an example of how companies have been encouraged to 
use debt  rather  than equity  to  finance  their activities.   This  in part  caused  companies  to 
leverage up  their balance sheets, which had severely detrimental consequences  for some 
during the financial crisis, as they found access to debt financing cut off, or were unable to 
meet  interest  repayments.   We  consider  that  it  is  essential  that  there  should be  a  level 
playing for equity finance. 
 
There  is an understandable desire by governments and regulators  to ensure  that pension 
funds and insurance companies have sufficient means to meet their liabilities.  This has led 


                                                 
8 The ABI operates on behalf of its members and for their benefit the Institutional Voting Information Service (‘IVIS’).  


IVIS does not offer voting advice. 
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to ever more stringent requirements regarding the forms of assets they are able to use to 
back their liabilities.  This has resulted in a move away from equity as an asset class, as the 
regulatory, solvency and accounting requirements have considered it to be too volatile and 
uncertain.    In effect an anti‐equity bias has been created.   These regulatory barriers have 
included prudential regulation that has driven insurers into short‐dated government bonds 
in  order  to  reduce  risks.    As  a  consequence  traditional  long‐term  investors  have  de‐
equitised and their overall level of holdings across the market reduced.  This problem may 
be further exacerbated by over‐stringent enforcement of forthcoming regulatory initiatives 
such as Solvency II, which may make it even harder for insurance companies across Europe 
to hold equities to back their liabilities. 
 
  
4. What are the most effective forms of engagement?  
 
The most effective form of engagement will be dependent on the aim, nature and subject 
of that engagement.  It will also be affected by the investment style of the shareholder.  For 
example,  at  times  it  is  effective  to  engage  directly with  the management  on  a  specific 
commercial issue.  On other occasions it is best to engage with the non‐executive directors 
of the company, for example on remuneration or audit issues, where the management may 
be conflicted.   Similarly, on occasions  it may be best to seek extensive dialogue, whilst at 
others it may be more appropriate or necessary to vote at the General Meeting, or indeed 
sell the shares.  The nature of engagement may also be a result of the investment style or 
mandate  of  the manager.   A  passive manager  that  tracks  an  index  and  cannot  sell may 
pursue extensive dialogue, whilst an active manager may decide to sell as  it  is  in the best 
interest of their clients. 
 
In our experience, the most effective engagement takes place  in private.   Quality dialogue 
and engagement by  its very nature  involves careful negotiation and does not benefit from 
publicity.  Therefore, it is important that the effectiveness of engagement is not measured 
by the publicity it generates or the outside attention it receives. 
 
All  these  styles and methods are equally  valid, dependent on  the  interests of  the  client.  
Therefore there should be no attempt to  identify or prescribe one form of engagement as 
being better or more valid  than another.   There are  significant dangers  in doing  this and 
potential unintended consequences.   We would point  to  the experience  in  the US of  the 
EIRSA Act  (‘Employee Retirement  Income  Security Act’), which  resulted  in pension  funds 
being required to vote shares as part of their fiduciary duty.  However, this did not improve 
the level of engagement, but merely caused them to outsource this activity, as it was seen 
as a compliance cost rather than a way to add value to investment. 
 
5.  Is  there sufficient dialogue within  investment  firms between managers with different 
functions (i.e. corporate governance and investment teams)?  
 
Each  individual  fund management  company will be organized according  to  their business 
model  and  investment  style.    In  our  experience,  there  is  considerable  internal  dialogue 
across  teams  within  institutions  regarding  the  correct  approach  to  investment  issues, 
corporate  governance,  engagement  and  voting.    The  nature  of  this  dialogue  varies 
considerably and it would be wrong to assume that one approach is better another. 
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The  two  parties with  an  understandable  interest  in  the  nature  of  this  dialogue  are  the 
clients of  the  investment manager  and  the  companies  that  the manager  invests  in.   We 
consider  that  there  is  benefit  in  a  degree  of  transparency  in  relation  to  the  investment 
manager’s  approach.    This  transparency  is now provided by  the disclosure  requirements 
under  the FRC Stewardship Code  for  Institutional  Investors.   Under  the Code,  Investment 
Managers  should  disclose  their  approach  to  “Stewardship  Issues”,  including  how  this  is 
integrated into the wider investment approach.  Such disclosures will allow people to better 
understand  how  corporate  governance  is  integrated  into  the  investment  process,  and 
promote better dialogue.   
 
6. How important is voting as a form of engagement? What are the benefits and costs of 
institutional shareholders and fund managers disclosing publically how they have voted? 
 
Voting  is an  important part of engagement.   However,  in many ways  it  is the outcome of 
engagement rather than a part of the engagement  itself.  In our experience, ABI members 
and  companies  have  extensive  engagement  before  general meetings  on  relevant  issues, 
which results  in votes being cast according to the results of that engagement.   Therefore, 
voting is in many cases a signal of the result of that engagement and can be used as a way 
to register shareholder discontent.   Voting results  in themselves are not a good  indication 
of the quality or quantity of engagement. 
 
The  issue of  the value of voting disclosure has  long being discussed, and  for a number of 
years major UK  institutional  investors have voluntarily disclosed  information on how  they 
have  voted.    Indeed,  the  FRC  Stewardship  Code  requires  that  signatories  disclose  their 
voting.  In addition, all ABI members report to their clients on their voting and engagement.  
We would  therefore  be  opposed  to mandatory  requirement  of  voting  for  a  number  of 
reasons.   
 
Firstly, a mandatory requirement would by its nature be prescriptive, and impose additional 
compliance  costs  on  the managers  above what  they  already  incur  under  the  voluntary 
regime.  These resources would be better deployed in constructive engagement.  Secondly, 
investment managers may find that they on occasions vote holdings differently according to 
the  multiple  funds  with  different  investment  aims  or  mandates  that  they  operate.    If 
disclosure  is  required  in  aggregate,  this  can  lead  to  strange  disclosures, whilst  requiring 
individual mandates/fund disclosures would be  immensely costly and time consuming and 
may not be in line with client wishes.   Finally, in our experience there is little interest in the 
information already disclosed, and those with any interest have access already through the 
voluntary regime. 
 
7. Is short‐termism in equity markets a problem and, if so, how should it be addressed?  
 
Many of the  issues relating to short‐termism are addressed  in our response to question 3.  
However, a distinction should be made between short‐term behaviour  in boardrooms and 
in  the  equity markets.   We  therefore  consider  that  there  are  a  number  of  issues  that 
deserve separate consideration.  These include the structure of the market, the role of the 
intermediaries and advisors, and the role of clients and their advisors.   
 
As noted in the consultation, the last decade has been characterised by increased financial 
liquidity, falling costs of trading and increased flows of corporate information.  All of these 
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are generally seen as positive.  However, we believe that detailed consideration should be 
given to their other consequences. 
 
Liquidity is necessary and beneficial on the whole. However the massive increase in liquidity 
has  been more  to  the  benefit  of  the  facilitators  of  liquidity,  the  banking  intermediaries, 
than  to  investors and  issuers.       Regulatory  reforms, such as MiFID, have  to date worked 
primarily  in  the  interests  of  these  intermediaries  rather  than  in  the  interests  of  the 
providers or recipients of capital.    In relation to the cost of trading falling, and  indeed the 
proliferation of equity type instruments such as CfDs, the prime beneficiaries have been the 
short‐term  market  participants  rather  than  the  long‐term  investors.    In  relation  to 
corporate  information provision to the market, e.g. quarterly corporate reporting, this has 
perhaps caused companies  to  focus  too much on quarter by quarter performance  rather 
than  the  long‐term,  and  led  to  increased  volatility  and uncertainty.    It has done  little  to 
promote a long‐term approach by either companies or investors and, as Haldane notes, has 
promoted the interest of the short‐term investor.9     These concerns are not in themselves 
new,  in  1990  Nicholas  Brady10  stated  that  short‐term  trading  strategies  and  similar 
practices “can’t possibly contribute in an important way to performance, much less national 
goals....we need  to create a climate where business  leaders can concentrate on  the  long‐
term objectives  rather  than worrying about  the next quarter’s earnings....the Treasury  is 
examining aspects of the corporate governance process which encourages both executives 
and institutional investors to think long‐term.” 
 
Part of the explanation for the current market structure is that over the last twenty years or 
so  the  regulatory  authorities  have  been  too  willing  to  listen  to  the  views  of  the 
intermediaries  and  have  not  paid  sufficient  attention  to  the  views  of  the  users  of  the 
market, the companies and investors.  We would therefore urge the Government to make 
sure that  in the future, and  in particular under the new regulatory architecture, the views 
and interests of the market users are properly heard and taken into account.  
 
Intermediaries,  such  as  investment  banks,  also  provide  advice  to  the  market  users,  in 
particular companies.  High quality professional advice can be highly valuable when dealing 
with  complex  issues  such  as mergers  &  acquisitions  or  corporate  financing.    However, 
consideration should be given  to  the extent  to which  the  incentives of  these advisors are 
properly  aligned  to  the  interests  of  their  clients.    Corporate  activity,  such  as  M&A, 
generates  large  fees  for  advisors  and  this  in  turn may  cause  them  to  be more  eager  to 
promote such moves even when  it  is not  in the  long‐term  interest of the client.   Similarly, 
when a merger has been proposed, the advisors’ fees may be contingent on the completion 
of the deal or its price.  Such factors may cause the advisor a conflict of interest and affect 
the independence and impartiality of the advice.   
 
We would also point  to  the Rights  Issue Fee  Inquiry11    that  found underwriting  fees have 
risen  substantially  even  in  the  case  of  deeply  discounted  issues  as  evidence  that 
intermediaries may not be sufficiently taking account of the  interests of their clients.   The 
conclusions of the Inquiry  include that there should be more transparency regarding what 
fees are payable and for what activities, and that further consideration should given to how 
to increase the scope for competition in this area. 


                                                 
9 A G Haldane, Patience and Finance, p.11  
10 Nicholas Brady, US Treasury 1988 - 1993 
11 http://www.iicouncil.org.uk/docs/rifireport.pdf 
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Fund managers are provided with money by their clients to invest on their behalf.  The fund 
manager  is  provided with  a mandate  by  the  client  outlining  the  objectives  they wish  to 
achieve, the measurements of performance and the time periods involved.  Although many 
clients state that they are  interested  in  long‐term performance, there remains a tendency 
for  the mandates  to measure  performance  over  short‐time  periods,  in  some  cases  on  a 
quarterly basis.  This means that fund managers must focus on short‐term performance in 
order  to win  and  retain mandates.     As Haldane notes,12  information  is  a double  edged 
sword.    It supports  the cause of  the  long‐term  investor, by allowing easier comparison of 
prices with the fundamentals.  But it also tests the patience of the untested investor subject 
to  regular  performance  evaluation.   We  would  suggest  that  the  average  pension  fund 
trustee  is  an  untested  investor  that  is  forced  to  regularly  review  performance  over  the 
short‐term. 
 
There are multiple reasons for this approach.  As noted previously, pension accounting and 
solvency rules require that valuations are based on short‐term assumptions even when the 
liabilities may be extremely long‐term.  In addition, the ultimate providers of the mandates, 
such as pension  trustees, may not  fully understand  the nature of  the  investment process 
and performance.  Finally, their advisors, the investment consultants, may have an interest 
in encouraging a more short‐term approach as  this  is more  likely  to drive change  in  fund 
managers  and  increase  their  own  fees.    The  providers  of mandates  and  their  advisors 
engage in hyperbolic discounting.  We consider that all these factors should be investigated 
further  and  clients  should  be  incentivised  and  encouraged  to  take  a  more  long‐term 
approach. 
 
8. What  action,  if  any,  should  be  taken  to  encourage  a  long‐term  focus  in UK  equity 
investment decisions? What are  the benefits and costs of possible actions  to encourage 
longer holding periods? 
 
The  best way  to  encourage  a  longer  term  focus  in UK  equity  investment  decisions  is  to 
consider  the  current  regulatory and  tax  issues  that may be discouraging  this.   The  issues 
relating to this have been outlined above. 
 
In  addition,  in  a  number  of  other  jurisdictions  there  are  systems  in  place  that  provide 
incentives or benefits for holding equities for longer periods.  These can include additional 
voting rights, additional dividends for voting, or extra dividends for those holding shares for 
a  set period.   The  theory of  such  systems  is  that  longer  term holders of equity are more 
likely to have a long‐term focus, or such loyalty should be rewarded.   
 
Such  systems  may  be  seen  as  desirable  in  terms  of  promoting  a  long‐term  approach.  
However, the operation and consequences are worth considering.   These systems tend to 
operate  in markets  characterised by block holdings  (either  family or  institutional).    They 
often enable blockholders either to exercise corporate control  in excess of their economic 
interest, or to reward them at the expense of other holders.  This goes against the concept 
of  one‐share  one‐vote  and  the  equal  treatment  of  all  holders.    It  entrenches  bad 
management, leads to excessive rent extractions by one group or groups at the expense of 
others,  and  undermines  the  efficient  allocation  of  capital.    Equality  in  the  treatment  of 
shareholders is the key to a free and functioning equity market that provides capital at the 
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lowest  cost  alongside  an  efficient  system  of  corporate  control.      Rather  than  seek  to 
undermine  the maxim  that all  shareholders are equal, we  should  look  to public policy  to 
encourage and reward patience. 
 
Setting aside these issues, it is also worth noting that such systems are extremely difficult to 
operate in practice.  Our members’ experience in jurisdictions with such systems has shown 
that because of complications in the voting and ownership chains it is extremely difficult for 
shareholders or  companies  to determine who  is entitled  to extra dividends or  votes.    In 
effect, the only guaranteed recipients of them are the blockholders who benefit most from 
their existence.   Given the dispersed ownership model  in  the UK such a system would be 
even more complicated to operate and provide few benefits to the ordinary shareholder.  
 
9.  Are  there  agency  problems  in  the  investment  chain  and,  if  so,  how  should  they  be 
addressed? 
 
The core function of good corporate governance  is to address the agency problem, either 
by controlling the agent’s actions or by holding them to account, and by seeking to ensure 
that  the agents’  interests are aligned with  those of  the principal.   This  is equally  true  in 
regard to the relationship between the client/principal  (asset owner) and the agent  (fund 
manager) in the investment chain. 
 
Under the current regime, the client is free to choose the agent that it feels will best serve 
its interests and is also free to determine the method of reward that creates the best level 
of alignment.   However, we recognize that there could be  improvements made  in relation 
to  transparency,  particularly  in  how  fund  managers  discharge  their  stewardship 
responsibilities. 
 
This  issue  is  addressed  in  the  UK’s  FRC’s  Stewardship  Code.    This  requires  that  fund 
managers explain  firstly  if  they apply  the Code Principles13 and  if  they do  so, how  this  is 
achieved.    Each  fund manager  that  applies  the  Code  is  required  to make  a  statement 
regarding its approach to Stewardship on a comply‐or‐explain basis.  Those adhering to the 
Code are listed on the FRC website.14  This transparency allows the asset owners to better 
understand  the  fund managers’  approach,  to make  informed  decisions when  allocating 
mandates, and to hold fund managers to account for their actions and. 
 
10. What  would  be  the  benefits  and  costs  of more  transparency  in  the  role  of  fund 
managers, their mandates and their pay?  
 
It may be useful  to draw a distinction between  transparency between  fund manager and 
client, and public transparency, as different issues are raised. As far as client transparency is 
concerned, the main issue is to ensure that clients take decisions on the basis of adequate 
and  accurate  information.  Fund managers  act  as  agents of  their  clients  and  they have  a 
clear  duty  to  them.   The manner  in which  this  duty  is  discharged  is  determined  by  the 
mandate that the client awards them.  The nature of this mandate is primarily determined 
by  the  client,  who  usually  awards  it  after  a  competitive  tendering  process  involving  a 
number of  fund managers.   There  is  already  a high degree of  transparency  to  the  client 


                                                 
13 FSA Handbook Amendement, 10 November 2010 http://www.fsa.gov.uk/pubs/handbook/hb_notice104.pdf 
 
14 http://www.frc.org.uk/corporate/stewardshipstatements.cfm 
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regarding  the  charges,  pricing,  investment  model,  portfolio  composition  etc.   Wider 
disclosure of these issues would raise serious difficulties with commercial confidentiality.  
 
Transparency  in  the  public  interest  requires  a  careful  balancing  of  the  public  interest  in 
wide understanding of  the  relations between  fund manager  and  client,  and  the need  to 
retain  commercial  confidence.  This  is  the  purpose  currently  served  by  the  Stewardship 
Code, which requires that fund managers now publicly disclose their approach to relevant 
issues, allowing clients to make an  informed choice  from the outset.  We believe that the 
Stewardship  Code  should  be  allowed  time  to  bed  down  before  further  changes  are 
introduced.  
 
There may be value  in consideration being given to the  issue of the form of the mandates 
given  to  the  fund managers and  the  role of  investment consultants.    It  is  the nature and 
objective of these mandates that primarily drives fund managers’ behavior, and ultimately 
remuneration.   Although  it  is  the  case  that more  clients  are  including  in  their  tendering 
process,  or  RFPs  (Request  for  Proposals)  for  information  on  the manager’s  approach  to 
Stewardship, this interest rarely extends beyond the first stage of the tendering and is not 
something  that  receives  a  high  degree  of  consideration  when  reviewing  an  existing 
manager’s performance by either clients or their advisors, the investment consultants.  If a 
long‐term approach  is to be encouraged  it  is essential that this  is an  important feature of 
mandates.    We  therefore  suggest  that  further  work  should  be  done  on  the  role  and 
structure  of  mandates.    The  UK’s  Institutional  Shareholders’  Committee/Institutional 
Investor Council,  representing both  fund managers and  clientsi 15, may be best placed  to 
consider these issues. 
 
In  relation  to  remuneration,  it  is  important  to  understand  how  the  system  currently 
operates.   Fund management  firms  receive  remuneration  in  the  form  of  fees  from  their 
clients, the level and structure of which is agreed when the mandate is awarded.  The fees 
therefore are clearly disclosed at the outset and,  in the case of active mandates  involve a 
performance related element.  In the case of retail funds, the fees payable must be clearly 
set out  in accordance with strict regulatory requirements.   In addition, fund managers are 
required to disclose their total expense ratio so that it is clearly understood what the total 
costs are.   The remuneration of  individual  fund managers  is determined by  the  firm  they 
work for.  This remuneration often relates to performance, tied to the  long‐term, and can 
involve an element of deferment.  We would also note the growing use of co‐investment in 
funds  by  managers  and  clients  as  an  example  of  how  further  alignment  is  being 
encouraged.  In these ways, fund managers are rewarded based on performance and their 
interests are ultimately aligned with the clients of the firm. 
 
We do not believe that there is a need for in‐depth disclosure in relation to individual fund 
managers’ remuneration.  However, there may be some benefit  in fund managers making 
public statements in relation to their overall approach to remuneration and how it is tied to 
the  long‐term and the  interests of the clients.  Any requirement for such disclosure needs 
to be carefully considered so  that  it does not become  too onerous or  leads to mere box‐
ticking compliance.  We therefore consider that the issue needs more careful consideration 


                                                 
15 ISC/IIC membership consists of representatives from the membership of the Association of British Insurers, 


Association of Investment Companies, Investment Management Association and the National Association of 
Pension Funds. 
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and may be best addressed within the context of the disclosures required under the FRC’s 
Stewardship Code. 
 
 
 
Directors’ Remuneration  
 
11. What  are  the main  reasons  for  the  increase  in  directors’  remuneration? Are  these 
appropriate? 
 
There  has  been  much  debate  regarding  the  causes  of  the  increases  in  executives’ 
remuneration over the last 10 years or more.  There is no simple answer, but rather there 
appear to be various contributing factors.  
 
 The role of globalization has undoubtedly played a role  in  the  increases.   Highly  talented 
individuals can now move much more freely around companies and the world. This has led 
to a highly competitive environment for talent, which in turn may have led to an increase in 
remuneration.    For  example,  in  the  FTSE‐20  over  half  of  the  companies  have  a  chief 
executive  who  is  not  British  by  birth.    In  addition,  the  listed  market  itself  has 
internationalized, with an ever growing number of companies on the market being multi or 
trans‐national in nature.  The consultation paper also notes that the major determinate of 
pay  is the size of the business rather than performance.   To a degree this  is true, and  it  is 
therefore worth noting that one trend  in the UK listed market is for it to be dominated by 
larger and larger firms.  For example, according to the latest FTSE‐100 figures16 the top five 
companies  represent  over  33%  of  the  index weighting17, with  the  FTSE‐100  constituting 
over 80 per cent of the total All‐Share capitalization. 
 
Since the Directors’ Remuneration Report Regulation came into force, a view has developed 
that  transparency has  contributed  to  the  “arms  race  in  remuneration”.   A propensity  to 
benchmark against peers  leads  to an ever  spiralling upwards  in quantum  seem  to be  the 
main results of this greater transparency.  We would agree that this is true to a degree and 
that  there  needs  to  be  stricter  adherence  to  the  key  principle  in  the  UK  Corporate 
Governance  Code  of  paying  “no  more  than  is  necessary”18  by  both  remuneration 
committees  and  investors.   However, we do not believe  that  transparency on  its own  is 
responsible for increases in pay.  Other jurisdictions that do not have transparency or have 
introduced  transparency  later,  such as  Switzerland  and  Spain, have also  seen  substantial 
increases in remuneration.   
 
Remuneration committee chairman must deal with three primary, if perhaps too simplistic, 
aims – to attract, retain and motivate.   The psychological drivers that motivate  individuals 
vary and, when combined with the fact that these must be balanced with the needs of the 
business,  a  remuneration  committee  chairman’s  requirement  to  motivate  people  is  a 
difficult one.  However, what retains and attracts individuals in terms of remuneration can 
be analysed more simply.   Therefore, when seeking to retain or attract an  individual,  it  is 
much  easier  to  raise  the  quantum  rather  than  try  to  manipulate  the  other  drivers  of 
behaviour. 


                                                 
16 http://www.ftse.com/Indices/UK_Indices/Downloads/FTSE_100_Index_Factsheet.pdf 
 
17 HSBC Hldgs,  Royal Dutch Shell (A and B Shares), BP, Vodafone, GlaxoSmithKline 
18 FRC’s UK Corporate Governance Code 


13 



http://www.ftse.com/Indices/UK_Indices/Downloads/FTSE_100_Index_Factsheet.pdf





 


 
When considering  remuneration, one  should not merely  look at  the  face value quantum, 
but  also  the  structure  of  the  package  overall.    There  has  been  a move  over  the  years 
towards a package that is based more on performance, with an ever greater proportion “at 
risk”.  This has been coupled with a significant relative decline in the value of the most long‐
term element of the package, the pension.   Thirty years ago, by far the  largest amount of 
long‐term  remuneration  an  executive  or  senior  manager  would  receive  would  be  the 
pension  he would  receive  at  the  end  of  employment.    This  naturally  tied  them  to  the 
company  for  the  long‐term.   However,  for  a  variety  of  reasons  there  has  been  a major 
decline  in  the value of pensions and  the  importance  they play  in  the  total package.   The 
means that to create a comfortable retirement and build up personal wealth the focus now 
is on bonuses and LTIPs rather than pensions, with employee performance being measured 
over 1 – 3 years, rather than 30.   
 
We would further note that we do not in the UK have a peculiar problem in relation to the 
rest of  the world.   The  issue of executive pay  is  the subject of discussion,  regulation and 
other initiatives in many other jurisdictions.  We should therefore be mindful that in some 
areas we already have adopted best practice and that over the last ten years or more there 
have been substantial successes.   
 
Examples of success include that in the 1990s it was still common for executives in the UK 
to have  three year  rolling  contracts and  receive  compensation  for  loss of office  (“golden 
parachutes”).  This was considered to be unacceptable by shareholders, the authorities and 
the public at large.  The ABI and the NAPF issued its first Joint Statement on Contracts and 
Severance,  stating  that  one  year  contracts  were  the  lowest  acceptable  apart  from  in 
exceptional  circumstances.19    As  a  result  one‐year  contracts  are  now  the  norm  and 
directors’  severance payments do not  include  compensation  for  loss of office.    Similarly, 
when  share options were  first  introduced  they  routinely  included  retesting provisions of 
performance conditions for up to 7 years after the performance period ended.  This did not 
adequately align pay and performance and as result of shareholder pressure retesting is no 
longer a common feature of UK executive share plans. 
 
In relation to the question regarding the appropriateness of the level of pay, it is important 
that we are cognisant of the interests at play here.  For shareholders, the questions around 
pay  focus  on  how  it  relates  to  their  interests.    In  this  respect  there  are  two  prime 
considerations:  ‐  does  the  level  of  remuneration  represent  excessive  economic  rent 
extraction  (in effect  is too much being paid for the activity and performance), and do the 
remuneration  structures  in  place  incentivise  behaviour  which  is  in  the  interests  of  the 
company and  its  shareholders.    In  this  sense  then,  remuneration  represents a  sub‐set of 
corporate governance.    It  is a means  to ensure  that  the  interests of  the  shareholder and 
agent are aligned (thereby seeking to close the agency gap), and that the agent is properly 
incentivised to act in ways that are in the interests of the company.  If the question on the 
appropriateness of levels of pay is related to a perceived social or moral good, then this is 
properly the role of regulatory and tax regimes.  If there is a wish to act according to these 
imperatives then the authorities should behave accordingly, and not seek to use corporate 
governance and mechanisms designed  to close  the agency gap  to achieve  these different 
objectives 


                                                 
19 http://www.ivis.co.uk/ExecutiveContractsAndSeverance.aspx 
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12.  What  would  be  the  effect  of  widening  the  membership  of  the  remuneration 
committee on directors’ remuneration? 
 
The Corporate Governance Code  requires  that  the board and  its committees should have 
the appropriate balance of skills, experience, independence and knowledge of the company 
to  enable  them  to  discharge  their  respective  duties  and  responsibilities  effectively.   We 
consider that there is significant benefit in a board and its committees being constituted of 
individuals  from  a  wide  variety  of  backgrounds,  with  a  diverse  range  of  skills  and 
experience.    Further, we believe that, in accordance with the Corporate Governance Code 
requirements, the Remuneration Committee should be made up of  independent directors 
and that they should have due regard to pay and conditions elsewhere in the company.  As 
with  many  areas  of  Corporate  Governance,  the  effectiveness  of  the  Remuneration 
Committee  will  be  determined  by  the  individuals  involved  in  the  decision making,  and 
therefore will vary from company to company.  The best way to ensure the effectiveness of 
boards is through an active and engaged shareholder base and through boards engaging in 
high quality board evaluations. 
 
We do not believe that there is a case for expanding the membership of the committee to 
include  shareholder,  employee  or  special  interest  representation.    Shareholders  appoint 
directors as their agents, and are able to hold them to account  if they do not act  in their 
interests.    The directors’ responsibilities, as defined in the Companies Act, require them to 
take into account the interests of employees and other stakeholders, and to act in the long‐
term  interest  of  the  company.   We  therefore  cannot  see  any  benefit  in  widening  the 
membership of the remuneration committee or the board in general.  We believe that this 
would undermine  the  core  tenet of  corporate governance and  law  regarding  the  central 
roles and responsibilities of directors and shareholders, and the ultimate aim of companies 
to create sustainable long‐term value.     
 
 13.  Are  shareholders  effective  in  holding  companies  to  account  over  pay?  Are  there 
further  areas  of  pay,  e.g.  golden  parachutes,  it  would  be  beneficial  to  subject  to 
shareholder approval? 
 
Shareholders have various mechanisms to hold companies to account and we consider that 
these  are  generally  adequate.    Shareholders  elect  and  re‐elect  directors  to  act  as  their 
agents and in their interests.  Part of this role includes determining levels of remuneration 
of  management.  In  the  UK,  to  solve  the  problem  of  those  directors  involved  in  the 
management of  the business setting  their own  remuneration,  there exists  the concept of 
the non‐executive or independent director.  It is these directors who staff the remuneration 
committee which determines executives pay.   If shareholders believe that the independent 
directors were not fulfilling their role or acting contrary to their  interests, they are able to 
refuse to re‐elect them at a general meeting. Under the revised UK Corporate Governance 
Code issued in 2010, best practice is that directors of FTSE‐350 companies must seek annual 
re‐election, thereby increasing this accountability mechanism. 
 
Shareholders  also  have  further mechanisms  of  accountability  and  control  in  relation  to 
remuneration.  Since  2002,  every  listed  company  has  been  required  to  submit  a 
remuneration report to their annual general meeting on an advisory basis. This resolution 
allows  shareholders  to  express  their  views  on  the  company’s  remuneration  policy  and 
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practices.    It  provides  a  locus  for  dialogue  and  engagement,  and  allows  shareholders  to 
express their views and hold the directors to account for their actions at the AGM. 
 
Shareholders  have  one  further mechanism  in  this  area  under  the UK  Listing Rules.   Any 
share based  incentive schemes  that affect or dilute  their holdings must be approved at a 
General  Meeting.    This  in  effect  means  that  shareholders  approve  every  share  based 
incentive scheme before  they are  implemented.    Investors often are  involved  in dialogue 
before the schemes are submitted for approval at the AGM to ensure that they are aligned 
with their interests. 
 
As noted  in  the Consultation, “golden parachutes” or compensation  for  loss of office are 
not  a  feature  of  the  UK market.    Indeed,  the  ABI’s  Remuneration  Guidelines  and  Joint 
Statement on Contracts and Severance have  long stated our members’ opposition to such 
practices. As a result they ceased to be common practice some time ago.     The statement 
also makes clear that any payments in excess of the basic contractual entitlement should be 
kept to a minimum, and that the duty of mitigation should be enforced.  We believe it is of 
the highest importance to minimise payment for failure. 
 
We  recognise  however,  that  sometimes  additional  payments  are made,  for  example  in 
respect of bonus entitlement.   However,  this  is an area where corporate governance and 
company  law  interact with  employment  law.    The  relationship  between  these  factors  is 
further complicated by the existence of precedent.   In Mallone v BPB Industries plc [2002] 
the  courts  recognized  that,  if  an  employee  had  a  reasonable  expectation  of  even  a 
discretionary  bonus,  and  this  was  not  paid,  the  employer  was  in  breach  of  contract.  
Although the Court of Appeal said that the appropriate test should related to what could be 
expected of a ‘reasonable employer’, this created uncertainty regarding how this would be 
applied on a case by case basis.  In Horkulak v Cantor Fitzgerald [2004], the Court of Appeal 
further  stated  that  the employer must not exercise  their discretion  in  relationship  to  the 
amount payable  ‘capriciously or  irrationally’.   This further adds to the difficulty relating to 
the amount that should be paid.  Finally although in Keen v Commerzbank AG: [2006] it was 
decided  that,  in  fields where  there was  a high degree of discretion  in  relation  to bonus 
levels,  such  as  Investment  Banking,  the  employer  should  retain  the  discretion  to  award 
lower amounts,  it  is difficult  to see how  this would be applied at executive  level  in  listed 
companies where bonuses are generally paid against clearly defined objective targets.   
           
 
Given  the above,  it may be difficult  to  introduce binding votes on such payments. As  the 
Failure to pay may conflict with employment law and rights, and as such leave the company 
open  to  further  legal  challenge.    Therefore  this  issue  needs  further  consideration  and 
investigation. 
  
 14. What would be the impact of greater transparency of directors’ pay in respect of:  
 


 linkage between pay and meeting corporate objectives  


 performance criteria for annual bonus schemes  


 relationship between directors’ pay and employees’ pay?  
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A more  outcomes  based  approach  to  remuneration  disclosure  is  desirable.    Currently, 
investors  receive  a  great  deal  of  information  regarding  the  policy  and  design  of 
remuneration packages.  However, there is very little clear disclosure on how these policies 
and  schemes work  in  practice.    It  is  the  outcomes  of  the  remuneration  structures  that 
ultimately  show  how  successful  the  link  between  pay  and  performance  has  been.    This 
disclosure  could  take  the  form  of  clearly  setting  out  what  level  of  performance  was 
achieved during the period for all schemes, and what was paid out as a result.  We believe 
that this is achievable for both short‐term and long‐term incentive schemes and, that issues 
of commercial sensitivity can be managed. 
 
We  believe  that  caution  should  be  exercised  when  considering  disclosure  of  the 
relationship between directors’ and employees’ remuneration.  Remuneration disclosure is 
for  the benefit of  the shareholders,  to help  them understand how  their agents are being 
incentivised and  to ensure  that  there  is no excessive rent extraction.    It  is not clear  to us 
how  a  simple  ratio  or  description  of  the  relationship  would  help  shareholders 
understanding.    The  nature  and  business  of  companies  vary  immensely.    Some  have 
thousands  or  hundreds  of  thousands  of  staff  paid  different  levels  of  remuneration  from 
very low to very high, whilst others have relatively few staff all of whom receive high levels 
of remuneration.  Given this lack of comparability it is difficult to see what investors would 
gain. 
 
Takeovers  
 
15. Do boards understand the long‐term implications of takeovers, and communicate the 
long‐term implications of bids effectively?  
 
Takeovers represent perhaps the greatest challenge to boards in considering both the long‐
and the short‐term  implications of whether their decisions are most  likely to promote the 
success of the company.  Inevitably judgements as to long‐term implications are subject to 
a degree of uncertainty.  This contrasts starkly with the prospect of short‐term value being 
crystallised through a takeover.  This point is relevant to the boards of both the bidding and 
the target company. 
 
We believe  that boards generally do give proper  consideration  to  long‐term  implications 
and  they will undoubtedly be  reminded of  their obligations under  the  law by  their  legal 
advisers.  We think that the formulation of directors’ duties under the law is well specified 
but  the  law has been  in operation  in  its present  codified  form only  for a  relatively  short 
period of time.  How it works in practice is a legitimate object of study. 
 
16. Should  the  shareholders of an acquiring  company  in all  cases be  invited  to vote on 
takeover bids, and what would be the benefits and costs of this?  
 
We start from the position that the current arrangements in the UK in this regard are well‐
specified and achieve the right balance between giving corporate boards the powers to run 
companies while ensuring proper accountability  to shareholders.   The Listing Rules of  the 
UK  Listing  Authority,  currently  a  part  of  the  Financial  Services  Authority,  impose  an 
obligation  to  obtain  prior  shareholder  approval  for  transactions  that  exceed  a  25% 
materiality threshold as measured by any of a number of ‘Class Tests’.  This is an important 
element of investor protection for shareholders of (premium) UK‐listed companies. 
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The 25%  threshold  for categorising  transactions as  ‘Class 1’, and  therefore subject  to  the 
shareholder authorisation requirement, is well‐embedded under the Listing Rules. Although 
detailed operation of the Class Tests has changed a  little over  time, the principle and the 
threshold  have  applied  for  many  years.   We  suspect  that  the  benefits  of  significantly 
extending  the  scope  of  Class  Test  requirements  would  be  outweighed  by  the  costs.  
However there may be greater merit in considering now whether a lower threshold, such as 
20 percent, which would improve accountability to shareholders, would generate a benefit 
in excess of the consequent incremental cost. 
 
Offerors that come  from overseas  jurisdictions and,  indeed, unlisted companies  in the UK 
are  not  subject  to  the  UKLA’s  Class  Tests.    As  investors  in  overseas  companies  UK 
institutional investors would wish to enjoy shareholder rights equivalent to those in the UK 
but  this  is  not  something  that  UK  Government  or  regulatory  authorities  have  proper 
jurisdiction over.   We do not believe  it would be right for the UK to seek to  impose extra‐
territorial jurisdiction.  Nor do we think it would be easy to devise an obligation that could 
not  be  circumvented,  such  as  by  putting  in  place  a  corporate  structure  where  an 
intermediate company is the offeror and, by definition, is legally owned merely by a higher‐
placed company  in  the group structure where all such companies are by definition under 
common control.   By contrast, the Listing Rules approach, almost by definition, applies to 
the top company within a group structure where economic ownership really resides.    
 
Other  
 
17. Do you have any further comments on issues related to this consultation?  
 
No 
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Dear Adam 
 
A Long-Term Focus for Corporate Britain – A call for evidence 
 
We welcome the opportunity to comment on the call for evidence A Long-Term Focus for Corporate 
Britain published by the Department for Business Innovation & Skills (BIS) in October 2010. 
 
ICAEW is a professional membership organisation, supporting over 136,000 chartered accountants 
around the world. Through our technical knowledge skills and expertise, we provide insight and 
leadership to the global accountancy and finance profession.  
 
Our members provide financial knowledge and guidance based on the highest professional, technical 
and ethical standards. We develop and support individuals, organisations and communities to help 
them achieve long-term, sustainable economic value. We are a founding member of the Global 
Accounting Alliance with over 775,000 members worldwide. 
 
ICAEW has participated in consultations regarding the Combined Code/UK Corporate Governance 
Code (the Code) throughout the history of the Code and we play an active role in the development of 
corporate governance in the UK and internationally. 
 
This response has been drafted after consultation with ICAEW’s Corporate Governance Committee 
which includes representatives from the business and investment communities. We have also received 
input from committees active in the areas of company law, corporate finance and financial reporting. 
We have highlighted some general observations below in response to the consultation questions and 
follow with responses to the specific questions in the call for evidence.  
 
 
GENERAL OBSERVATIONS   
We support the objective of identifying issues around the relationship between markets and corporate 
behaviour with the aim of bringing about effective and lasting change to our systems of law and 
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governance. We also believe that this is a timely review for the UK coming as it does ahead of the 
planned European Commission Green Paper on Corporate Governance due in 2011. However, we 
believe that it is important when undertaking a review, particularly one covering diverse areas, to 
support positions taken in a call for evidence with sufficient factual and research-based material to 
ensure that the review is built on firm foundations. Despite the fact that the paper contains many 
footnote references to other documents, we feel that this call for evidence lacks a proper basis in fact 
and fails to provide a balanced review of relevant research. This is a pity as the subject areas are of 
vital economic significance.  
 
The call for evidence paper appears to be based on a presumption that a focus on the short-term is 
always bad. This is not substantiated and may be a false presumption. We know of no studies which 
indicate that short-termism in itself erodes value. Sometimes short-term measures, including regulatory 
actions, are required to make necessary changes in order to preserve a business for the long-term. 
Therefore, we would be apprehensive of BIS initiating any measures that were designed to curtail the 
ability of boards and shareholders to take speedy short-term actions in the best interests of the 
businesses that they manage and own. We believe that BIS should only embark on policy making to 
address UK short-termism on the basis of a more thorough analysis of the concept of short-termism 
than is presented in this call for evidence paper and a far more rigorous understanding of current UK 
practice than is likely to result solely from responses to this call for evidence.  
 
We are also concerned that in other respects this call for evidence goes over much ground that has 
already been covered by other recent public consultations and that will be covered again by the EC 
Green Paper. There is a real danger of consultation fatigue which will be counter-productive in the long-
term. In addition, we feel that there is a disproportionate focus on executive remuneration to the 
detriment of other aspects of governance, such as risk management, which are of more fundamental 
and pressing importance to growth and future prosperity. 
 
 
RESPONSES TO CONSULTATION QUESTIONS  
The board of directors 
 
1. Do UK Boards have a long-term focus – if not, why not? 
We have not undertaken any detailed research in this area but our perception based on feedback from 
our members and others is that, on the whole, boards do have a long-term focus. The directors’ duties 
contained in the Companies Act 2006 have assisted in highlighting the importance of having a longer-
term view and boards have responded to this by taking wider considerations into account. However, 
many market and regulatory mechanisms are short-term and both boards and shareholders are 
surrounded by short-term external imperatives which can make longer-term focus more challenging. 
Most boards seem to accept the need to manage the resulting tensions for the benefit of shareholders 
and society as a whole.  
 
2. Does the legal framework sufficiently allow the boards of listed companies to access full and 


up-to-date information on the beneficial ownership of company shares? 
The UK has two effective mechanisms to identify shareholders on the corporate register. Public 
companies have the right under section 793 of the Companies Act 2006 to demand the identity of their 
beneficial owners and to place restrictions on the shares in question if the owners do not respond. 
Together with the section 793 process the FSA Disclosure and Transparency Rules (DTRs) establish 
an operating framework for shareholder identity which is well established by requiring notification by 
investors to the issuer when an investor has acquired an interest in more than 3% of the issued share 
capital. 
 
However, there are some well voiced limitations to the current section 793 procedure in relation to 
timing issues, costs and territoriality. Notwithstanding the section 793 procedure, it is still easy for 
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shareholders who wish to remain anonymous on any corporate register to do so. The June 2009 rule 
changes extending Chapter 5 of the DTRs and requiring disclosure of long contracts for difference and 
other derivative products having similar economic effect were useful in giving companies and investors 
a clearer picture of who has significant economic control over listed shares. 
 
The section 793 right applies to companies domiciled in the UK and to their shareholders all over the 
world. In practice investors may challenge that right where there are local banking secrecy rules but 
companies have certain powers to force disclosure and these powers if used effectively can render the 
shares worthless.  
 
While companies have faced many new disclosure requirements over recent years, investors with 
hidden identities (and sometimes hidden intentions) can still remain hidden on the register. Whether 
shifts in share price caused by unidentified shareholdings are deliberate or unintentional, the effects of 
lack of disclosure affect all market participants. This is an area where we believe it would be beneficial 
to make minor changes to ensure speedy and effective shareholder identification but we believe that 
such changes should be part of a wider review at EU level which could form the basis for wider 
international harmonisation. 
 
Nevertheless, there are risks in a European review of these issues. Recent EC proposals to align 
notification of major shareholdings under the Transparency Directive pose a serious risk if they move to 
a maximum harmonisation approach which would mean watering down existing UK requirements. 
 
Shareholders and their role in equity markets 
3. What are the implications of the changing nature of UK share ownership for corporate 


governance and equity markets? 
The implications of the changing nature of UK share ownership for corporate governance and equity 
markets are huge and potentially threaten the existing system of corporate governance in the UK which 
has traditionally operated on the assumption that ownership of capital is dispersed yet control is 
concentrated in the hands of boards. This assumption is not necessarily true in modern capital markets. 
In addition, the increasing diversity of share ownership has meant that accessing capital through equity 
markets has become a more complex exercise. 
 
Modern listed companies no longer operate in a world where an identifiable and homogenous group of 
domestic shareholders can be seen as representative of the markets. The capital markets exercise their 
power over boards through a host of market participants many of whom are not accountable or 
particularly transparent. These include not just institutional investors, but also hedge and private equity 
funds, sovereign wealth funds, activist investors and others who can intermediate between companies 
and the investing public.  
 
For example, shorting has been a feature of exchange trading in shares and is the foundation of hedge 
funds. Concerns have been raised that those who invest in the hope of making a profit from a downturn 
in a company’s fortune are somehow less legitimate investors than those who invest in a company’s 
success. There is clearly a responsibility on the long-term owners of a company’s shares to consider 
carefully the costs and benefits of their stock lending activities that support short selling. Although it is 
important to recognise the benefits of increased liquidity and enhanced price discovery, directors often 
feel aggrieved by the short selling of their company’s shares. Giving directors the information to enable 
them to influence long-term share owners lending stock would ensure that lenders were fully cognisant 
of the potential effect of their actions on their assets. 
 
If investors were required to disclose to a company any lending this would allow directors who believe 
that the short selling that it enables is detrimental to the long-term stability of the company to address 
their concerns to institutional investors and even request a recall of the lent stock. If nothing else this 
would promote a more open dialogue with shareholders. This is an example of where small changes 
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could have significant benefits to market efficiency. This could be an area that would merit review when 
initial experience of applying the UK Stewardship Code is considered. 
 
Recent substantial investment by sovereign wealth funds and governments is a mark of the new capital 
markets. Many of these investors disclose little about their goals and operations which raises questions 
about their intention to vote their shares and be active owners although some have made it clear that 
they do not intend to vote their shares. This poses a threat to existing systems of corporate governance 
and could give rise to the following risks: 
 


 Boards may not be fully held to account. Holding to account in this context means obtaining 
explanations at the time that they are needed and objectively validating them for fairness and 
completeness. This not only provides useful information for shareholders but also has a 
beneficial self-regulating influence on the decisions of boards and the quality of disclosure. 


 Boards may find it increasingly hard to establish a dialogue with shareholders who do not want 
to engage with them or remain hidden on the share register. In this scenario, boards who want 
to have a dialogue with their shareholders would be unable to do so. 


 An increasing trend towards silent and invisible shareholders may mean that activist 
shareholders have a disproportionate effect. This shift in power could ultimately lead to loss of 
value.  


 
4. What are the most effective forms of positive engagement? 
We view all engagement as positive. The most effective form of engagement has to be the face-to-face 
meetings and presentations which already take place with most institutional investors although we do 
appreciate the time limitations on many investors. We believe more use could be made of web and 
electronic media to facilitate more engagement with a broader group of investors and that in this 
respect the corporate community could do much to open up a wider platform on which to engage. This 
may also have the benefit of enabling overseas investors including sovereign wealth funds to be more 
actively engaged. 
 
5. Is there sufficient dialogue within investment firms between managers with different 


functions (i.e. corporate governance and investment teams)? 
There is concern about how well governance teams are linked to fund managers within investment 
firms and how far companies act upon engagement messages from investors. The Stewardship Code 
in the UK will be helpful in this area but it is by its very nature limited to a relatively small percentage of 
UK listed stocks. This is a challenge for the investment community but one which they are well aware of 
and are working hard to address. 
 
6. How important is voting as a form of engagement? What are the benefits and costs of 


institutional shareholders and fund managers disclosing publicly how they have voted? 
Voting is an extremely important form of engagement. Voting however should not be viewed as only an 
engagement issue as it is more fundamental than that.  
 
The costs to institutional shareholders and fund managers of disclosing publicly how they have voted 
should be minimal. In our view, they would be outweighed by the benefits to underlying beneficiaries 
and society more broadly. There has been long-standing pressure for more accountability in this area, 
and a remedy is needed both in the UK and across Europe. 
 
7. Is short-termism in equity markets a problem and, if so, how should it be addressed? 
There are practices in equity markets that cause governance problems but these are not necessarily 
linked to short-termism. We are not aware of any research that has indicated that short-termism in itself 
is a problem. A better way of looking at this may be to identify the problems that short-termism is 
believed to create and to highlight what steps can be taken to address those problems. There is a real 
danger of tackling a perceived issue of short-termism in isolation without properly understanding the 
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role that short-term considerations play in the capital markets and thereby creating a new set of 
problems through unintended consequences. 
 
8. What action, if any, should be taken to encourage a long-term focus in UK equity investment 


decisions? What are the benefits and costs of possible actions to encourage longer holding 
periods? 


This question assumes that a long-term focus is intrinsically better for UK equity investment and also 
that a long-term focus is not already prevalent. We are not convinced that a case has been made to 
support this contention. 
 
We would be apprehensive about any regulatory measures that seek to distinguish between short- and 
long-term holdings and that penalise short-term holdings. In particular, we would be against placing 
voting restrictions on shares held short-term or increasing shareholder rights for long-term holders. 
 
9. Are there any agency problems in the investment chain and, if so, how should they be 


addressed? 
Among the most neglected areas in current corporate governance research are the role of reputational 
intermediaries and the structure of financial institutions. Research is needed to understand better how 
lack of competition and high barriers to entry, as well as current market practices, are frustrating the 
operation of existing mechanisms that are meant to address agency problems in the investment chain.  
 
10. What would be the benefits and costs of more transparency in the role of fund managers, 


their mandates and their pay? 
Transparency in the role of fund managers and their remuneration would be beneficial for market 
participants, especially end users in the investment chain. Transparency of roles and mandates is more 
important than pay disclosures which may have the unintended consequence of increasing overall 
remuneration through a ratchet effect. Nevertheless, we accept that there is a need to address 
widespread concern among ultimate beneficial share owners about how their returns are reduced by 
fees. 
 
Directors’ remuneration  
 
11. What are the main reasons for the increase in directors’ remuneration? Are these 


appropriate? 
The latest IDS Executive Compensation Review does indicate an increase in boardroom pay in the 
listed sector. Salaries have been rising over the past two decades. This contrasts with the latest 
Institute of Directors survey on smaller companies which covered salary alone excluding share 
incentives and bonuses and indicated that smaller company directors’ pay has not increased 
dramatically. 
 
The additional disclosure brought about by the Directors’ Remuneration Report Regulations (the 
Regulations) introduced in 2002 and subsequently amended and the increasing use of remuneration 
consultancies may have been factors in ratcheting up boardroom pay. We are not aware of any specific 
research into this but it also occurs to us that reduced tenure and changing practices over terms and 
conditions of employment, including shorter notice periods for directors, may have been factors in 
driving increases in basic and incentive remuneration. There is scope for research to help establish 
whether the benefits of increased disclosure in terms of improved performance have outweighed 
potential ratchet and other effects on costs. 
 
The Regulations have provided a useful framework which assists users of annual reports to assess how 
well remuneration is governed. However, the Regulations are not and cannot be, in themselves, a 
substitute for good governance and best practice reporting. Most preparers of remuneration reports 
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acknowledge that it is not always easy to disclose and explain all of the remuneration elements in a 
straightforward and easily understood way. This is compounded by the range of different practices 
which make it very difficult for users of annual reports to compare and comprehend remuneration 
practices. Some may say that the link between pay and performance is still not sufficiently clear and 
that companies and their advisors still have improvements to make in terms of remuneration disclosure. 
We comment further on this in responding to Question 14 below but do not believe that additional 
regulation is required in this area. 
  
There needs to be fresh and innovative thinking when reviewing the ways in which market participants 
seek to incentivise boards, managers and each other to act in the interests of those that they are meant 
to serve. Fundamental areas that need to be looked at include: 
 


 Why certain incentives have failed and are failing. 
 Why new mechanisms are needed to link pay to value creation. 
 How pay fits into broader issues of human capital governance such as the capabilities of people, 


internal processes and structures and related incentives. 
 How people can be incentivised to achieve longer term strategic objectives. 
 What existing mechanisms ensure that appropriate remuneration and incentives are in place 


and how those mechanisms are overseen. 
 
These fundamental areas of review may call into question the effectiveness of pay structures and 
incentives in terms not only of rewarding failure but also of failing to reward which can be equally 
damaging. 
 
12. What would be the effect of widening the membership of the remuneration committee on 


directors’ remuneration? 
We do not believe that widening remuneration committee membership would have a significant effect 
on the dynamics of setting remuneration. We do however believe that greater scrutiny of the activities of 
remuneration consultants could have a significant effect and that companies should give greater 
disclosure about the activities of consultants that advise remuneration committees including their fees 
and any other work that they undertake for the company. 
 
At a minimum, companies should be disclosing which consultancy firms have been used and whether 
they comply with the voluntary code of the Remuneration Consultants Group (RCG). The RCG 
represents the majority of executive remuneration consultancy firms advising UK listed companies and 
its voluntary code of conduct clearly sets out the role of executive remuneration consultants and the 
standards by which they advise their clients. 
 
13. Are shareholders effective in holding companies to account over pay? Are there further 


areas of pay, e.g. golden parachutes, it would be beneficial to subject to shareholder 
approval? 


By and large we believe that shareholders have enough mechanisms at their disposal to ensure 
effective control and have the ability to vote down any remuneration report or intended share plan that 
they do not agree with. In particular, we do not think that a shareholder vote on golden parachutes is 
necessary. However, as noted in our answer to Question 3, there are threats to the effectiveness of 
shareholders in exercising their powers as a result of the changing nature of UK share ownership. 
 
14. What would be the impact of greater transparency of directors’ pay on the: 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 
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We do not think greater transparency in these areas is necessary or would be beneficial although in 
relation to performance and vesting criteria for incentive and bonus schemes, any variation or change in 
performance criteria or comparator group should be fully disclosed. 
 
However, it may now be more important to emphasise clarity rather than transparency. If the disclosure 
of directors’ pay arrangements in annual reports was expected to be clear, this would focus the 
attention of boards and consultants on effective communication and the need to avoid overly complex 
arrangements if these cannot be clearly communicated. It might then be possible to require all the 
details to be disclosed elsewhere, for example on the company’s website, to meet the need for 
transparency. 
 
Takeovers 
 
15. Do boards understand the long-term implications of takeovers, and communicate the long-


term implications of bids effectively? 
We believe that, on the whole, boards do understand the long-term implications of bids and 
communicate effectively. In addition, we would expect shareholders following the UK Stewardship Code 
to monitor any takeover bid and engage fully with the company accordingly if there are areas of 
concern. This could also be an area that would merit review when initial experience of applying the 
Stewardship Code is considered. 
 
16. Should the shareholders of an acquiring company in all cases be invited to vote on takeover 


bids, and what would be the benefits and costs of this? 
Any revision of existing Listing Rules requirements for circulars and shareholder approval based on size 
thresholds should be approached with caution. In particular, while the risks of value-destroying 
acquisitions need to be better understood and managed, UK corporate bidders should not be put at a 
competitive disadvantage compared with non-UK companies by imposing regulatory burdens designed 
to discourage legitimate commercial activity.  
 
The Takeover Code is designed to ensure that the shareholders of an offeree company are treated 
fairly more than anything else and we believe that has to be the right area of focus. We have previously 
stated that we do not consider that offeror company shareholders should be afforded protections under 
the Takeover Code unless the relevant circumstances as set out in Rule 3.2 of the Takeover Code are 
applicable.  
 
Other  
17. Do you have any further comments related to this consultation? 
Additional comments are set out under ‘General observations’ earlier in this letter. 
 
 
Please contact me should you wish to discuss any of the points raised in our response. 
 
Yours sincerely 
 
 
 
 
 
Robert Hodgkinson 
Executive Director, Technical 
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CONSULTATION RESPONSE: A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
Department for Business, Innovation and Skills 
 
 
The Board of Directors  
 


1. Do UK boards have a long-term focus – if not, why not?  


 
A listed company’s primary objective is to provide a return to its capital investors.  The 
company share price and annual dividend are both ‘real time’ indicators by which the 
company’s success in achieving this aim is judged. 
 
Boards are highly mindful of share price fluctuations, and adopt strategies that seek to 
maximise this indicator of their relative success.   
 
The extent to which investors and consequently boards recognise that this measure is 
necessarily a snapshot indicator of the health of a business and not the sole measure of the 
company’s success in creating return has we believe deteriorated such that more investors 
seek predominantly short term increases in value and boards feel under more pressure to 
provide it – even at the expense of longer term growth. 
 
Consequently, UK Boards are under pressure to adopt strategies that focus on measures that will be 
reflected in the share price in the short term. They will also shy away from strategies that whatever 


their long term merits have short term costs and risks.  The economic crisis illustrated in stark 
fashion that a system which focused solely on the pursuit of maximising shareholder value 
in the short-term was defective.  
 
One aspect of this is the tendency of British business to focus less on organic expansion but 
to aim to expand through merger and acquisition activity.  UK Boards will justify such deals 
as a way of enhancing the firm’s market position by achieving synergies and overall 
improvements in efficiency.   
 
There is much evidence available however to show that many acquisitions destroy value for 
the shareholders of the acquiring company. 
 
Acquisitions have a role to play but there is a concern that the present system distorts in 
favour of buying over organic growth. A  short-cut to business growth can be rewarding for 
all concerned in the short term, and is often more easily achieved than longer term 
investment in operating businesses to  grow them over the long term. 
 







 
 


2 
 


For listed firms, there are three key factors: 
 


 The responsibilities of UK Boards: The legislative and regulatory environment in 
which Boards work, where Directors responsibilities are potentially too focussed on 
maximising short term share value 


 The behaviour of investors: The increasing extent to which investors seek solely 
short term returns 


 The distortion of agency : more layers of agents between underlying beneficial 
owners and companies with incentives misaligned with the interests of their 
principals 


 
The responsibilities of UK Boards 
 
Directors have a duty to act in the company’s best interests.  Until the Companies Act 2006 
introduced its reforms, this was often interpreted as maximising shareholder value.  The 
new Act replaced this with a duty of 'enlightened shareholder value,' which now requires 
directors to have regard to the longer term and to various factors including the interests of 
employees, suppliers, consumers and the environment. 


Yet Directors will remain liable to the company and therefore its shareholders for any 
breach of this duty where the company can demonstrate that it has suffered loss as a result 
of the breach.  In effect, it can be argued that the new responsibility has changed little 
because it involves such a ‘grey area’ of judgement, and that directors are open to legal 
action from shareholders who might not agree with the strategy adopted. In practice the 
new Act does not protect Directors from, for example, multiple law suits seeking damages if 
a – often any - possible takeover offer is not actively solicited and recommended to 
shareholders. 


The issue is therefore not the intent of the 2006 change, but rather its lack of specificity; it is 
not clear enough and does not create the intended safe harbour for Directors acting 
properly.   
 
Board responsibilities to promote a long term view and to be less obligated to act in 
accordance with short term pressures must be more clearly set out in law.  Directors who 
act prudently and thoughtfully and seek advice to supplement their own experience should 
do so free of external legal pressures which may cause them to place excessive weighting on 
short term fiduciary criteria. The proper exercise of business judgement must provide a 
robust safe harbour. This would provide a protection to directors who are seeking to fully 
exercise this role, and also clarity for investors whose behaviour will be modified to the 
extent that, for example, attempting to pressurise boards with legal action during a bid is no 
longer a tactic that will be as easily rewarded. 
 
The behaviour of investors 
 
There has been a fundamental decline in long term UK investors owning a large proportion 
of UK companies and accordingly having a vested interest in their long term success.  
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In 1990 foreign individuals and financial institutions such as hedge funds held just 12.5 per 
cent of all British shares; by 2006, they owned 49.6 per cent.  Over the same period the 
proportion of shares held over the long-term by British insurance companies, unit and 
investment trusts and pension funds fell from 58.8 per cent to 30.5 percent - a rough proxy 
for the decline of long-term share ownership. 
 
The growing hedge fund class of investor is significant here, by seeking to exploit short-term 
market trends in order to generate returns. As such funds have been growing in importance, 
their role in markets has become increasingly noticeable. 
 
Shares in large listed companies are traded many times over, with few investors considering 
a long term interests to last longer than a year or two. The number of investors committed 
to long-term share ownership consistently fell as the number of short-term funds 
consistently rose.   
 
Investors are now more often criticised as exhibiting short-term attitudes and a superficial 
understanding of companies in which they hold shares.   
 
This has created a widening gap between the investment horizons of Companies - often 
rightly measured over five years or longer and those who invest in them who want returns 
in months or sooner.  
 
Conflicting external pressures are experienced particularly when a company is ‘in play;’ 
(whilst the subject of a potential takeover or merger).  A large proportion of  a Company’s 
shares are likely to be acquired by investors who have a very short term view of return and 
will be aggressively insistent that its Board acts only in accordance with their particular 
interest. 
 
As a proportion of UK share owners, pension funds, insurance companies and unit trusts 
have decreased in recent years but in some notable cases have increased their activism in 
company governance.  The role played by such funds seeks to align a more long term view 
of the interests of the beneficial owners over short term pressures of the market. 
 
The corporate governance influence of many investors is lacking. They are not equipped to 
assess Companies, their Boards and their stewardship. They can buy and sell shares and 
press for a takeover to be accepted or not but cannot provide further direction.  
 
This increases the extent to which the UK system relies on takeovers to effect corporate 
change when more long term return to the UK would be created through more active 
exercise of ownership in the selection of Boards and subsequent monitoring of their 
performance. 
 


The distortion of agency 
 
The City of London is transactionally orientated. Accountants, law firms and investment 
banks all heavily rely on the income generated from advising on transactions and have an 
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interest in promoting them. We are not arguing that their advice is wrong, but that it is 
given within a framework that focuses on transactions and hence is distorted in their favour.  
 
The best firms do invest in advice on long term strategies, and some consultants specialise 
in supporting this approach.  Listed companies at the least should have a retained advisory 
team that provides the board with required advice on the Company’s plans to defend its 
strategy should it be bid for. It is too late to make much beneficial change once a bid has 
been made and it is hard for a Company to negotiate advisory fees other than in advance.  
 


2. Does the legal framework sufficiently allow the boards of listed companies to access full 
and up-to-date information on the beneficial ownership of company shares?  


 
Constant changes in shareholdings, particularly at critical moments make it difficult for 
Boards to keep abreast of current ownership. 
 
Otherwise, the legal framework is sufficient to identify beneficial ownership except where 
institutional shareholders act on behalf of the beneficial owners of their funds.  It is not 
possible to get a view from the share ownership register who the ultimate beneficial owners 
are. 
 
We believe that the legal framework could be strengthened to ensure easier identification 
of share holders. Further, it should be a requirement of listed and quoted companies to 
have similar shareholder identification measures enshrined in their articles if they are 
domiciled other than in the UK.  
 
Shareholders and their role in equity markets  
 


3. What are the implications of the changing nature of UK share ownership for corporate 
governance and equity markets?  


 
Foreign ownership has increased considerably 
 
At the end of 2008 the UK Stock Market was valued at around £1,158 billion.  Of all the 
shares issued 58.5% were owned by UK investors and 41.5% by non-UK investors, an all time 
high from a level of just 7% in 1964.   
 
During the 1980s and 1990s, the proportion of shares owned by rest of the world investors 
increased substantially from 3.6% in 1981 to around 13% during the period 1989-92 and 
rose again to 16.3% in 1993 and 1994. By 2000 holdings had increased to 35.7%. 
 
The past decade has continued to see increases, with holdings in 2006 at 40.0% and the 
2008 figure higher again at 41.5%. The large increase since 1994 partly reflects the growth in 
international mergers and acquisitions, as well as refinements to the classification of 
holdings, including the incorporation of securities dealers’ data. 
 
The Commission view is that the nationality of a shareholder does not alone determine its 
quality.  While it is widely understood that the UK’s openness to foreign capital and 
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investment is one of the strengths of the British economy this applies chiefly to new 
investment: new asset formation and the creation of new employment. Foreign ownership 
of existing assets confers no automatic benefit for the investee country. Alone however, 
amongst leading economies, the UK acts as if the control of foreign ownership of Companies 
is best uncontrolled and that a more protectionist stance would damage prospects for 
growth and prosperity. 
 
In an era when UK long term investors were more key in influencing markets, the UK’s lack 
of power to assert a legitimate public interest in relation to public companies conceivably 
mattered less than it would have otherwise. A number of high profile cases of foreign 
takeovers have highlighted the importance of understanding the relative difference 
between the openness to foreign ownership of the UK and its competitors. 
 
There are more examples from around the world where there are restrictions on foreign 
ownership than where there are not. 
The Committee on Foreign Investment in the United States (CFIUS) is an interagency 
committee that serves the President in overseeing the national security implications of 
foreign investment in the economy.    
  
Australia and Canada both have Foreign Investment Review Boards.  The Boards examine 
proposals by foreign interests to undertake direct investments make recommendations to 
their Governments’ foreign investments policy. 
 
When PepsiCo was thought to be interested in buying Danone, the French government 
came up with 11 strategic commercial sectors that should be protected from foreign 
takeovers.    


 
Russian legislators have limited foreign investment in 42 strategic sectors, including energy, 
mass media and aerospace by giving a Russian commission of economic and security 
officials a veto over any deal in which a foreign company wants to buy control — more than 
50 per cent — of Russian companies in the named sectors. 
 
There is a legitimate public interest in ownership structures. In addition to the general 
interest of having open vibrant markets a country properly considers the interests of 
consumers, employees and tax payers.  In the UK the operation of open and vibrant markets 
which create monopolies or market concentrations is considered against the public interest 
and is controlled by The Competition Commission. With the exception of defence the UK 
does not currently recognise any other public interest in the ownership of companies.  
 
The focus of the Commission is making ownership more effective for beneficial owners. To 
the extent that the government considers that there is or could be a national interest in 
resisting takeovers, it cannot expect this judgement to be made by shareholders. Only the 
government can take the powers required to exercise judgements of this nature. If it does, 
that would be largely in line with international practice. If it does not, it cannot rely on 
others to assert its interests on its behalf.  
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Implications: 
 


 There are no restrictions on foreign ownership of UK firms, in contrast to other 
leading competitor countries 


 Key national interest industries (such as utilities and finance, for example) do not 
receive particular protection 


 UK corporates are therefore more open to foreign takeover than those in other 
countries 


 
Individual share holding is falling 
 
Just 10.2% of the value of shares traded on the UK stock market were held by individuals at 
the end of 2008, down from 12.8 % two years previously. This fall equates to a decline of 
£120 billion.  
 
The proportion of shares held by individuals has been on a downward trend since 1964 
when individuals owned 54% of quoted shares. Although the trend was flat at around 20% 
between 1989 and 1994, by 2004 holdings had decreased to 14.1%. Included in individual 
ownership are shares owned by company directors and those in privatised and 
demutualised companies which are still owned by individuals. The figures for individuals’ 
shareholdings do not give a complete picture of their equity investments, as individuals’ 
shareholdings in unit trusts are not shown separately in the ONS survey figures. 
 
The data highlights how the 1980s government inspired revolution in private share 
ownership failed to create a lasting impression on the stock market.  More recent events to 
affect the market, such as the dotcom bubble bursting and the financial crisis of 2008 have 
led to individual consumers owning ever smaller share portfolios.  
 
The financial crisis of 2008 led to unprecedented government intervention in the UK 
financial industry.  The initial recapitalisation of The Royal Bank of Scotland Group plc (RBS) 
in November 2008 included an injection of £15 billion as the Government acquired around 
58% of the ordinary share equity in the company, increasing the public sector’s ownership 
of shares tenfold.  However, the overall intervention represents little more than 1% of the 
total ownership of UK shares. 
 
Implications: 
 


 UK Individuals are less likely to own shares now than at any time in the past and the 
trajectory for this proportion remains downward 


 A growing proportion of shares are now held by short term specialist funds such as 
hedge funds 


 The behaviour of these funds can influence UK Boards by affecting share prices 


If there were a favourable tax treatment for dividends and capital gains based on length of 
holding, this could help rebalance short term thinking. This is the one simple approach the 
Government could quickly take and should not cost the Government money - it just needs 
to adjust levels of tax to secure the same overall take, incentivising longer term holdings. 
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Institutions own about half of all shares 
 
Taken together, the proportion of shares held by institutions on behalf of individuals makes 
up half of the UK based shareholdings. Of these, insurance companies, pension funds, unit 
trusts and investment trusts account for more than half of the investment value. The 
institutions act as an agent on behalf of their policy holders and individual investors who are 
the ultimate owners of the assets. 
 
Since the high point of 1992, when pension funds held almost a third of all shares, the 
proportion of shares held by pension funds has fallen.  With the increasing number of 
alternative investment opportunities throughout the 1990s, fund managers looked to 
broaden their portfolios to seek higher returns and to spread risk. Holdings were at 12.8% at 
the end of 2008, the lowest figures since the 1960s. 
 
One further issue is that fund managers appointed by the long-term owners and retail 
investors are frequently rewarded and remunerated by short-term measures, frequently of 
no more than a year’s duration.  
 
Often, success fees are as a result of short-term increases in asset values, which further 
encourage trading rather than long-term investment. The cost of trading is borne by the 
beneficial owners through taxation and transaction charges. 
 
Implications: 
 


 The proportion of shares held by institutions is growing and therefore the 
importance of institutional shareholders is increasing 


 Institutions act on behalf of beneficial owners: the interests of the ultimate owners 
need to be safeguarded 


 


4. What are the most effective forms of engagement?  


 
Engagement is a cost to investors as it requires professional resources to complete properly 
and will be seen as an unnecessary expense by those with only short term investment 
interests. 
 
UK corporate law assumes that primary power should be vested in shareholders and that 
directors should have little entrenched power. There have been examples of UK public 
companies that were consistently poorly managed that were only changed by a takeover. 
The takeover is a blunt and relatively inefficient way of changing corporate governance. 
Boards with more authority to act in the interest of all shareholders would help bridge the 
growing gap between Companies and the horizons by which they must be managed on one 
hand and some investors and how they would like then to be managed on the other. 
 
The quality of Boards has to be high particularly if Boards are to be made less susceptible to 
short term pressure from investors. The evolution of Boards more weighted to external 
directors and less full time employees, is positive. The development of Chairmen who are 
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more fully engaged is positive.   The current rules and codes work well if implemented 
correctly on skills and experience. 
 
The main opportunity for shareholders of all kinds to communicate with the directors in UK 
companies is at the annual general meeting.  To the outside observer, the AGM is often a 
non-event. They are usually poorly attended with few penetrating questions put. 
Institutional shareholders prefer to engage privately rather than give an appearance of 
public confrontation. Private shareholders who speak are more likely to be concerned with 
their own experience as customers or issues of particular interest to them. Few 
shareholders bother to complete their proxy cards. 
 
The professional investment community seek to compensate for potential remoteness by 
allocating time to management meetings, employing analysts to study business 
performance and governance specialists to monitor corporate behaviour.   
 
Recognising the problem, the company addresses the risk of detachment from investors by 
providing increasing amounts of information in conformity with statutes or codes and 
supplementing the data with market updates, results presentations and face to face 
investor meetings.  This constitutes a considerable investment of management time and 
cost, sometimes at the expense of operational involvement, but necessary when owners are 
remote and disparate. 
 
The Stewardship Code aligned to the Combined Code should work – no further codes are 
required, but investors must engage actively in the companies’ processes. 
 
 


5. Is there sufficient dialogue within investment firms between managers with different 
functions (i.e. corporate governance and investment teams)?  


 
Institutional investors are no more homogenous as a class than individuals. They vary 
greatly in size and purpose: pension funds, insurance companies, unit and investment trust 
managers, have different obligations, and are under different pressures. They can discharge 
their obligations in various ways, by managing funds in-house, or employing external 
managers. What they all have in common is that the managers are investing someone else's 
money. 
 
Yet they will have different objectives – dividend versus capital growth and the growth of 
ethical funds.  Directors must be able to acknowledge these differences. 
 
We have separately notes the problem of agency where the short-term outlook of much of 
the fund management industry is not aligned with the interests of long term beneficial 
owners. 
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6. How important is voting as a form of engagement? What are the benefits and costs of 
institutional shareholders and fund managers disclosing publically how they have voted?  


 
We do not believe that the costs of voting disclosure should be an argument against 
transparency. Yet from mere voting disclosure, it is not possible to understand the thought 
processes behind the voting nor the care taken or the contact that has taken place between 
the company and the voter.  
 
We do argue that votes should be used but also recognise that voting in line with a proxy 
agency or in line with the board’s recommendation is meaningful engagement.  
 
The Commission believes that it may be worthwhile to reconsider the form of the AGM to 
make it a more significant occasion and to improve the accountability of the firm’s executive 
management. The reality is that for many small shareholders it is uneconomical to inform 
themselves on how to vote and there may be a case for providing them with an expert 
service through intermediaries. 
 
Private Shareholders’ only ever see the company’s management at the AGM itself but few 
of them attend, much less speak at AGMs.  Individuals have the report and accounts and 
newspaper comments and they may have their broker’s advice, but unlike professionals 
they lack the knowledge to hold the board to account.   
 
If investors lose confidence in the company they either sell their shares or hold on to wait 
for an improvement. Such shareholders have nowhere to turn for help if they feel that what 
is wrong is on the board; they can vote against the directors but unless they are supported 
by others, this will have little effect.  This sometimes leads individuals to air their concerns 
through the media, but our view is that this in itself would constitute evidence of a failure of 
engagement. 


Despite their importance to the future prosperity of so many of us, there is little 
engagement between pension owners, the managers of the funds and the firms they invest 
in.   


As has been noted above, institutional investors account for a growing proportion of UK 
shareholdings.  Institutional investment vehicles have considerable power over companies, 
and could be harnessed to serve the broader social and political interests of those whose 
money they are responsible for. The Commission would like to see the democratic potential 
of stock markets exploited more fully. 
 
To this end: 
 


 Major institutions should attend the AGMs 


 If there is a company/management problem, they could be a rallying point 


 Professional investors can publicly take management to task in public at the AGM 
 
 







 
 


10 
 


7. Is short-termism in equity markets a problem and, if so, how should it be addressed?  


 
Short termism is an issue to the extent that Companies have investment horizons 
necessarily longer than that of their investors. It becomes a critical issue with the rise of 
asset classes such as high frequency trading in which investors can have no role in the 
stewardship of the Companies in which they invest.  Shareholders who hold shares for short 
periods rely on other owners to exercise stewardship in ways they cannot; the appointment 
of directors being the most fundamental.  
 
The more shareholders who hold shares for the short term, the more they are reliant on 
others. Yet those others who are not investing just for the short term obtain no advantage 
and cross subsidise the remainder. Shares in large listed companies are traded many times 
over, with many investors considering a long term interests to last only a year or two. The 
number of investors committed to long-term share ownership consistently fell as the 
number of short-term funds consistently rose.   
 
Investors are often criticised as exhibiting short-term attitudes and a superficial 
understanding of companies in which they hold shares.   
 
In 1990 foreigners and financial institutions like hedge funds held just 12.5 per cent of all 
British shares; by 2006, they owned 49.6 per cent.  Over the same period the proportion of 
shares held over the long-term by British insurance companies, unit and investment trusts 
and pension funds fell from 58.8 per cent to 30.5 percent - a rough proxy for the decline of 
long-term share ownership. 
 
The growing hedge fund class of investor is significant here, by seeking to exploit short-term 
market trends in order to generate returns. As such funds have been growing in importance, 
their role in markets has become increasingly noticeable. 
 
One aspect of hedge fund behaviour that has attracted particular concern is the practice of 
short-selling, which can cause great volatility for companies. This behaviour could lead listed 
firms to react to the short-term concerns of the City, with Boards distracted from building long-term 
value.  The best Boards will focus on delivering consistent shareholder value growth over the 
medium term and let the market take care of itself. 


 
Additional external pressures are experienced when a company is ‘in play’ huge changes are 
experienced in the shareholdings as large investors take positions on the likely outcome for 
the companies concerned. 
 
Shareholders do in fact have the power to influence management and to encourage 
management to take a longer term view, but for the range of reasons above, do not tend to 
exercise it for a longer term view. 
 
As a proportion of UK share owners, pension funds, insurance companies and unit trusts 
have decreased in recent years but in some notable cases have increased their activism in 
company governance.  The role played by such funds seeks to align a more long term view 
of the interests of the beneficial owners over short term pressures of the market. 
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In short shareholder value and true stakeholder involvement are by no means mutually 
exclusive; they can be two sides of the same coin.  The Commission is interested in practical 
answers to the difficulties caused by an over-reliance on one yardstick for the apparent 
success or failure of a firm.   
 


8. What action, if any, should be taken to encourage a long-term focus in UK equity 
investment decisions? What are the benefits and costs of possible actions to encourage 
longer holding periods?  


 
No response. 
 


9. Are there agency problems in the investment chain and, if so, how should they be 
addressed?  


 
The agency problem is created when ownership is separated from management. Managers 
are agents of Boards, who are agents of the shareholders and there is a further agency 
relationship between the institutions that hold shares and the beneficial owners – individual 
fund investors and pension holders etc.  The result is a lack of alignment between the 
interests of the groups as agents have to rely on assumptions as to the interests beneficial 
owners want to see pursued and will have incentives that misalign their interests with those 
of their beneficiaries. 
 


Codes of governance seek to remedy the agency problem between executives and 
shareholders by introducing measures that create incentives or impose sanctions that seek 
to align executive self interest with the interests of shareholders, or will monitor executive 
conduct in order to constrain their potential opportunism.  
 
The principal is vulnerable to the self-interest of their agents either in the form of a lack of 
attention to principals’ interests or through incentives that damagingly misalign their own.  
 
It is difficult or expensive for beneficial owners, often large fragmented groups of investors, 
to verify what their agent is actually doing.  
 
As these assumptions have informed the reform of corporate governance in recent decades, 
they have resulted in what are now an almost universal set of techniques and practices 
designed to control the conduct of executives both within the corporation and externally. 


The agency role of fund managers is of interest to the Commission.  For example, pension 


funds own large amounts of the listed companies that we rely on for so much employment 


and wealth creation.  The success of these companies matters to us both directly through 


their payments to the exchequer, their contributions to employment, and also indirectly 


through the value of the investments that our pension funds hold in them. 


Despite their importance to the future prosperity of so many of us, there is little 


engagement between pension owners, the managers of the funds and the firms they invest 


in.   
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Institutional investment vehicles have considerable power over companies, and should be 
harnessed to serve the most informed view of the interests of those whose money they are 
responsible for. The Commission would like to see the democratic potential of stock markets 
exploited more fully. 
 


10. What would be the benefits and costs of more transparency in the role of fund 
managers, their mandates and their pay?  


 
The Commission does not believe that the costs of greater disclosure either by the fund 
managers or by their clients would be significant.  
 
We do see significant benefits in greater disclosure:  


 Trustees and other agents of the beneficial owners would have a greater sense of 
different approaches in the market and could more readily assess what was available 
and what most readily fitted their longer term requirements;  


 Underlying beneficiaries would be able to challenge the trustees if they felt 
mandates were awarded that were not properly aligned 


 


11. What are the main reasons for the increase in directors’ remuneration? Are these 
appropriate?  


 
Managers, in common with all market participants are likely to be governed by self-interest. 
There is a natural tendency as executive tenures shorten that most will try to make the best 
of their opportunity as senior business leaders by making it as rewarding as possible.   
 
Additionally, Shorter tenure may have implications overall for short-termism ‘I’ll be 
gone/you’ll be gone.’ 
 
Boards retain advisors to consider the market for executive pay, and will typically consider 
what competitors are paying as a benchmark.  This practice is likely to have a ratcheting 
effect on the overall market as companies seek to align their remuneration policies with 
others, rather than their own criteria. Remuneration committees must explain better how 
they ensure that consultants they employ are independent. 
 
Many schemes for rewarding executives have been linked to share prices, and this may 
encourage executives to engage in strategies that will temporarily boost the share price and 
thus the size of the reward linked to it. Most such schemes are designed to work in the 
short-term and could end up destroying long-term shareholder value.  
 
Indeed, short and medium term fluctuations in the share market may have nothing to do 
with the performance of the individual firm, as their share value is merely moving in parity 
with a falling or growing market. 
 
It is therefore important that Boards seek to align directors’ remuneration with the actual 
performance of the business, relative to the market it operates in, and not just to the 
absolute share price. 
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12. What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration?  


 
Remuneration Committees and Boards need to be publicly held to account by engaged 
investors. 
 
 


13. Are shareholders effective in holding companies to account over pay? Are there 
further areas of pay, e.g. golden parachutes, it would be beneficial to subject to 
shareholder approval?  


 
Shareholders have the right to vote on remuneration at the Company’s AGM.  However, this 
is not always exercised.  Yet, remcos will have considerable power from major institutional 
shareholders.  
 
Legislation and regulation cannot replace active and responsive investors, who should 
attend AGMs and follow the FRC’s Stewardship Code. 
 


14. What would be the impact of greater transparency of directors’ pay in respect of:  


 


 linkage between pay and meeting corporate objectives  


 performance criteria for annual bonus schemes  


 relationship between directors ‘pay and employees’ pay?  
 
On pay, there is already considerable transparency.  But there is less transparency on 
pensions in the UK in comparison to other countries e.g. Australia. 
 


15. Do boards understand the long-term implications of takeovers, and communicate the 
long-term implications of bids effectively?  


 
The Commission believes that decision making in companies should seek to both represent 
and serve the owners; structures governing ownership, including takeover rules, should 
seek to represent the genuine stakeholders.  
 
In principle, this points to measures that increase both the transparency of decision making 
and the disclosure of relevant information that will affect outcomes for all stakeholders 
including the ultimate owners. 
 
In practical terms this means that the Commission is interested in steps that increase 
communication and the understanding of decisions as well as the decision making process 
itself.   
 
There is widespread and we believe warranted concern that the interests of owners are not 
as well served as they should be by the current takeover system. There should be more 
disclosure made in a more substantive way so that owners can be made more aware of all 
of the relevant circumstances and in particular offeree boards can be equipped to discharge 
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their responsibilities to shareholders and the company with more information than at 
present they have or can obtain. 
 
Major shareholders in a public company cannot have compelling reasons in the public 
interest for insisting on privacy as to their decisions in relation to them. The rationale for 
this disclosure must be the public interest in transparency and has been established within 
the Code since disclosure of significant interests and dealings was first put in place.  
Disclosure of whether or not key shareholders have accepted an offer follows this Code 
precedent.   
 
Most institutional shareholders act as agents for their underlying principals.  How they act in 
an offer period is relevant to their principals and should be publically disclosed.  Some 
leading institutions disclose their actions in pursuit of a high standard of corporate 
stewardship and we believe that all public investors should be required to do so. It is hard to 
see how beneficial owners in particular can be informed and able to form a view as to 
whether their agents are acting as they would wish without this disclosure. 
 
We would support the additional transparency afforded by introducing disclosure of 
acceptance and scheme of arrangement voting decisions for all holders of more than a 
critical percentage of shares.  
 
In takeovers under the 2006 Companies Act, Directors have a responsibility to take decisions 
which are based on fiduciary duty ‘with regard to’ other issues – employees, environment 
etc.  Equally there is no specific time-line on value assessment – short, medium or long. 
 
If the Companies Act required Directors to give equal weighting to ‘other’ issues and write 
down their conclusions as well as define their value time horizons – 1,3,5 10 years - when 
making a recommendation, it would balance the short term financial focus and provide 
directors and shareholders with greater visible rationale for their decisions. 
 


16. Should the shareholders of an acquiring company in all cases be invited to vote on 
takeover bids, and what would be the benefits and costs of this?  


 
The Commission does not believe that it is helpful for acquiring companies to put all 
takeovers to a vote. This would put publicly quoted companies at a disadvantage to private 
equity companies and would put UK companies at a disadvantage to foreign owned firms, as 
such votes would be very difficult to enforce across national boundaries. 
 
 
Other  
 


17. Do you have any further comments on issues related to this consultation?  


 
None. 
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The Board of Directors  
 
Question 1 : Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
There is some research evidence to suggest that boards often feel under 
pressure from their investors to prioritise short-term performance over the 
long-term. For instance, in a 2004 US study, 78% of financial executives 
interviewed said that they would give up long-term economic value to maintain 
smooth earnings flows to their investors in the short-term. 55% said that they 
would avoid initiating a very positive Net Present Value project if it meant 
falling short of their earnings targets for the current quarter.1 Andrew Haldane, 
the Bank of England’s Executive Director for Financial Stability, has suggested 
that the increasing availability of company information – for instance, the shift 
from annual to quarterly reporting cycles – has exacerbated tendencies 
towards short-termist behaviour in the financial markets, which inevitably has 
an impact on board decision-making.2 And in a recent article in the Sunday 
Times, Terry Leahy, departing CEO of TESCO, criticised investors for their 
reluctance to act as long-term owners.3  
 
The consultation document notes (section 3.5) the directors' duty, under 
section 172 of the Companies Act, to take an enlightened approach to the 
long-term success of the company. But there is little authoritative guidance as 
to what section 172 means for directors. The government could seek to rectify 
this as part of this review. As we suggested in our response to the Walker 
Review, this section could also be amended to make clear that the board's 
overriding duty is to promote the long-term success of the company, rather 
than, as at present, merely requiring them to have regard to the likely long-
term consequences of any decision. As we also suggested, the existing 
requirement that directors have regard to “the impact of the company's 
operations on the community and the environment” could be expanded to 
include specifically the impact on the integrity of the financial system and on 
the economy as a whole.  
 
Although the concept behind section 172 was that of 'enlightened shareholder 
value', there is also a mismatch between this provision and the law governing 
shareholders themselves.  
 
Firstly, notwithstanding the references in the consultation document to 
“ownership responsibilities”4 and to the government’s belief that “shareholders 
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have responsibilities to engage as stewards in constructive dialogue with 
companies in which they invest”, 5 shareholders in general are not subject to 
legal duties parallel to those of directors. 
 
Secondly, many fiduciary investors – particularly asset owners such as 
pension funds – appear to believe that their legal obligations to their 
beneficiaries actually preclude them from acting in an enlightened way which 
takes account of wider considerations than short-term profit maximisation. 
This widespread view is currently acting as a brake upon company directors 
who wish to take a more enlightened, long-term perspective of their own 
duties. As academics such as Keith Johnson6 of the University of Wisconsin 
and Claire Woods of Oxford University7 have suggested, prevailing 
interpretations of fiduciary obligation militate against long-termist investor 
behaviour (see our response to question 8). It is perhaps unsurprising that 
short-termism persists at corporate board level when the foundations of the 
pursuit of 'enlightened shareholder value' – namely, enlightened shareholders 
– seem to be missing.  
 
This misalignment may make the Stewardship Code will be less likely to fulfil 
its intention to complement the Corporate Governance Code and “underpin 
good governance”.8 
 
Another well-established factor is the persistence of short-term incentives in 
the remuneration both of directors themselves, and of investment managers, 
whose mandates from asset owners often see them judged on short-term 
performance against industry benchmarks. The self-interest of key market 
participants therefore militates against a long-term focus. A shift in this 
underlying incentive structure will be essential to the effectiveness of any 
measures to encourage long-termism, whether voluntary or regulatory. 
 
 
Question 2:  Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
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We make no comment on this specific question, which we assume to be 
directed at boards. However, we do believe there is a case for wider 
transparency about the ownership of publicly listed companies. Currently 
some information is available in principle if someone makes an appointment 
with the company secretary’s office to view the share register. In addition 
information about major shareholders is disclosed in the Annual Report. 
However, it is generally impossible to identify the beneficial owners, as 
opposed to nominees. This means that ultimate owners lack visibility on the 
equity holdings of their pension funds. We find ourselves dealing with 
enquiries from fund members as to whether their pension fund is invested in a 
particular company, something they cannot find out either from their fund or 
from the share register. As the government appears to be considering greater 
openness and transparency in equity markets as part of this review, this might 
also be an area worth examining. 
 
 
Shareholders and their role in equity markets 
 
Question 3:  What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
Distinctions between UK and overseas investors should not obscure the 
potentially more significant differences between types of institutional 
shareholder within the UK. With the decline in the proportion of UK equities 
held by domestic long-term investors such as pension funds and insurance 
companies (section 4.2), investors with short-term perspectives will continue 
to hold a significant – and perhaps increasing - percentage of shares in UK 
companies. Such investors may well not engage at all. Where they do 
engage, it will likely be to exert pressure in favour of corporate policies 
calculated to maximize profit in the short-term. (This latter tendency may be 
encouraged by the limited liability which they enjoy, as where highly leveraged 
policies offer potential “upsides” that exceed any “downside” risk.) 
 
By contrast, much of the rise in overseas ownership is accounted for by 
pension funds and sovereign wealth funds which, in theory, have the same 
long-term interests as UK pension funds, insurers and endowment funds. 
These overseas investors are increasingly engaging with UK companies, often 
in collaboration with UK investors. We welcome this trend and believe the 
government and regulators should find practical ways to encourage it.  
 
In this context, however, it is important to recognise that investors who are 
long-term (in the narrow sense of tending to hold shares for a long time) but 
who do not exercise a stewardship role are also a problem. For instance, 
many funds with passive investment policies are also passive in respect of 







engagement – although we do not believe this necessarily needs to be the 
case (see our response to Question 5). As the consultation document points 
out, because passive management is concentrated in the equities market, the 
proportion of equities managed in this way is substantially higher than the 
average 20% of all assets managed by IMA members.9  
 
As the consultation document notes, the rise of institutional (as opposed to 
individual) shareholders also has significant implications for corporate 
governance because of the increasing length and complexity of investment 
chains – this is discussed in our response to question 9. 
 
It is important that the UK corporate governance framework responds to the 
increasing internationalisation of ownership, and does not assume that UK 
norms are sufficient to protect UK businesses.  As well as pursuing domestic 
initiatives such as the Stewardship Code, the UK must engage constructively 
with debates in Europe and elsewhere to promote a coherent international 
framework for corporate governance. Conversely, if the Stewardship Code 
aims to protect long-term returns for beneficiaries – as we believe it should – it 
is vital that it applies beyond investments in UK companies. We therefore 
welcome the FRC's statement that “UK institutions that apply the Code should 
use their best efforts to apply its principles to overseas holdings.”10 
 
 
Question 4 : What are the most effective forms of engagement? 
 
Comments 
 
Engagement is still a relatively young discipline and it is important that 
investors are encouraged to experiment with different ways of reducing risk 
and enhancing long-term value, depending on the company and issue in 
question. In this context there are three particular points we would make: 


• The distinction between information seeking and engagement that 
seeks to influence is an important one. Engagement which aims to 
inform analysts' valuations, although worthwhile, is clearly a different 
enterprise from engagement aimed at improving a company's risk 
management or instigating dialogue on strategic issues. In this regard 
we would also reiterate a point made in our response to The future of 
narrative reporting consultation: at present, much engagement effort is 
directed towards obtaining information which should be made available 
by companies as a matter of course, rather than towards influencing 
companies’ management of substantive issues (with last year’s 
resolutions on oil sands being a good example). Better quality 
reporting, not least narrative reporting, might therefore be expected to 
enhance the quality and effectiveness of investor engagement. 
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• The hugely diversified shareholder base of many UK-listed companies 
makes effective engagement more difficult, even for large institutional 
shareholders. Facilitating collaborative engagement is therefore vital. 
More consideration could also be given to the potential of portfolio 
models that are based upon a smaller number of larger holdings, so as 
to promote an ownership culture and maximize the long-term financial 
advantages to be obtained from engagement. 


• We would caution against complacency about the superiority of UK 
corporate governance in this respect. Despite the greater emphasis 
placed on shareholder oversight (as opposed to regulation or 
stakeholder involvement) in the UK framework, it has not been our 
experience that UK shareholders are more ready to engage with their 
investee companies, or more effective in their engagements, than 
overseas investors. If anything the reverse may be true, particularly in 
relation to shareholder resolutions: we find that US investors are much 
more willing both to file and to support shareholder resolutions than 
their UK counterparts, who tend to regard this as a 'nuclear option'. 
This cultural difference is exacerbated by the difficulty and cost of filing 
shareholder resolutions. We would therefore welcome measures to 
clarify and simplify this process (as detailed in previous submissions to 
BIS). 


 
  
Question 5 :  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
 
It is vital that engagement – including on environmental, social and corporate 
governance (ESG) issues – is seen as a core part of investment firms' 
strategy of value creation, rather than an optional extra or an activity that can 
be sidelined into the corporate governance or responsible investment team. 
Anecdotally it appears that engagement activities are not always well aligned 
with buy/sell decisions and that some corporate governance teams have 
minimal influence on decisions in other parts of the firm. 
 
Having said this, we would also note that, as long as engagement takes place 
consistently and effectively and is not directly undermined by decisions 
elsewhere in the firm, it has value regardless of buy/sell decisions. It is 
important to overcome the perception that the two are intrinsically linked and 
that engagement is therefore irrelevant for firms or funds with passive 
investment strategies. If anything, engagement is all the more important for 
passive managers, since they do not have the option of exit, making this their 
only means of safeguarding or adding value.  
 
The Stewardship Code already states that it applies equally to active and 







passive investors, and we think that the FRC (and trade bodies within the 
investment management industry) should take every opportunity to emphasise 
this point 
 
   
Question 6 : How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publicly how they have voted? 
 
Comments 
 
As indicated in our response to question 4, we believe voting is an important 
form of engagement and have ourselves helped to co-ordinate shareholder 
resolutions at the AGMs of UK companies. We believe that shareholder 
resolutions and voting on management resolutions are an undervalued form of 
engagement in the UK, in contrast for example to the US, where they are a 
more routine part of engagement activities.  
 
We also believe there are clear benefits to public disclosure of institutional 
investors' voting records (as opposed to only disclosing to clients). Indeed, 
this has been recognised by the FRC's Stewardship Code and by the 
government, both of which have confirmed that public disclosure is expected. 
 
- Firstly, public disclosure fosters competition amongst fund managers and 
enables the market to function more efficiently, allowing prospective clients as 
well as existing clients to scrutinise and compare managers' records. 
  
- Secondly, mandatory disclosure would help replace a culture of secrecy with 
a culture of accountability to ultimate asset owners, such as pension fund 
members.  At present, individual pension fund members are often unable to 
access information about voting decisions even when they specifically request 
it. This was the experience of many people who contacted their pension 
providers about last year's oil sands resolutions at BP and Royal Dutch Shell. 
Given the length of investment chains and the large numbers of ultimate 
beneficiaries, public disclosure is the simplest and lowest-cost way of enacting 
these individuals’ right to information. 
 
- Thirdly, mandatory public disclosure might encourage investors to make 
more considered use of their voting rights. In the US, voting disclosure is said 
to have counteracted the tendency created by compulsory voting (which we 
do not support) for shareholders to blindly follow the advice of proxy voting 
agencies. 
 
- Finally, in the wake of the financial crisis, few would dispute that there is a 
clear public interest in the voting decisions of major institutional investors. As 
Sir David Walker noted in his review, “while shareholders enjoy limited liability 
in respect of their investee companies, in the case of major banks the 







taxpayer has been obliged to assume effectively unlimited liability.”11 Greater 
transparency and accountability must be key parts of a new, more responsible 
and sustainable financial system. 
 
In our view, the arguments put forward that mandatory disclosure of voting 
records would incur significant or disproportionate costs are unconvincing. 
The main arguments thus far have been: 


• Disclosure would compromise commercial confidentiality.  This 
argument has been comprehensively discredited by the increasing 
number of firms who do disclose: in our most recent survey, 82% of 
leading asset managers disclosed at least some voting information.12 
The fact that F&C, which provides the most comprehensive 
disclosures, is also a market leader in engagement further 
demonstrates that disclosure does not entail commercial disadvantage. 


• Disclosure would be overly burdensome. Again, this argument has 
been largely discredited. Since most asset managers already collect 
this data, the only burden of disclosure should be the bare cost of 
publication – which, in the internet age, is minimal. In the first year one 
might expect some transitional costs, but reports should quickly 
become very easy and cheap to produce automatically. 


• Disclosure is an unnecessary cost because nobody will use the 
information. This is simply incorrect. Thousands of people asked about 
their fund's voting intentions on last year's tar sands resolutions. It is 
reasonable to assume they would also have made use of retrospective 
information if it were available. We also believe that the act of 
disclosure itself would add momentum to the growing number of people 
taking an interest in the investment of their pension savings. At present, 
many people receive inadequate responses or none to their enquiries 
and are discouraged from engaging with their pension provider in the 
future. Finally, although it might be expected that relatively few people 
would access the information in its raw form, disclosure makes possible 
the compilation of reports and rankings by third party organisations, 
such as ourselves, in a format that is genuinely useful to a large 
number of consumers – enabling them to entrust their savings to firms 
that they can see to have adopted high standards of stewardship or 
that accord with their values. 


 
We would also note that mandatory voting disclosure would bring two key 
benefits over and above voluntary disclosure: 


• Comparability. One of the key findings of FairPensions’ most recent 
survey of fund manager disclosure13 was that the quality of information 
disclosed by asset managers varies enormously, from bare summary 
statistics to detailed information on individual voting decisions. If 
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disclosure is to deliver the benefits outlined above, comparable, 
substantive information is essential.  


• Coverage. Although the Stewardship Code has catalysed welcome 
progress, voluntary initiatives risk leaving existing laggards behind, and 
are unlikely to deliver universal disclosure. Mandatory voting disclosure 
would impose no additional burdens on those already following best 
practice, but would ensure a level playing field between firms. 


 
We therefore remain of the view, expressed in previous consultation 
responses on this issue, that regulations should be made under section 1277 
of the Companies Act 2006 requiring full disclosure of voting records. Our 
recent report also recommended that the FRC publish a standard template to 
clarify what is expected and promote comparable and meaningful disclosures. 
 
Finally, we would note that voting disclosure must be translated down the 
investment chain if it is to be effective. If asset managers are required to 
disclose their voting records, pension funds must signpost this information to 
their members, who might otherwise find it impossible to trace the information 
relevant to their savings. This is discussed further in our response to question 
9. 
 
 
 
Question 7 : Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
 
Short-termism in equity markets has long been recognised as a problem. As 
the consultation document notes, Lord Myners identified many of the issues 
we are now debating in his review ten years ago. The diagnosis is well-
established; the cure is much more elusive. 
 
Short-termism is a problem not just because, as the consultation document 
suggests, it may result in inefficient capital allocation due to missed 
opportunities (section 4.20). It also creates the danger that long-term risks, 
including systemic risks, will be underpriced and neglected. Climate change is 
an obvious example: in our research, one reason given by asset managers for 
the industry's slow progress at integrating climate risk into their decisions is 
the “imbalance between the relatively short term horizons of mainstream 
investment analysis and the relatively long term nature of the material 
business impacts of climate change.”14 This finding was replicated in a study 
by Mercer and Trucost for WWF carried out in the same year.15 We very much 
hope that this review will address itself not only to the last crisis caused by 
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economic short-termism, and the particular governance failings it exposed, but 
to others which may take place in the future.  
 
In particular, we hope that the review will be alert to the intimate connection 
between the aim of encouraging long-termism and the sustainability agenda 
which the coalition has pledged to prioritise across government. We were 
encouraged by Vince Cable’s recent article which highlighted these 
connections and expressed the hope that this review would “help us build a 
new framework founded on long term economic and environmental logic” .16 
We therefore trust that DECC will be fully involved in this review and that 
government will explore ways to maximise its contribution to the UK’s climate 
objectives. 
 
How might short-termism be addressed? We do not pretend to have all the 
answers to an endemic and intractable problem; however, constructive 
approaches might include: 
 
Tackling fund managers' incentive structures. Long-term asset owners, such 
as pension funds, should change the terms of the mandates they award – for 
instance, to employ longer-term assessment periods. Again, this 
recommendation is nothing new: the paradox of long-term investors driving 
short-termist behaviour through their mandates is well rehearsed. It is 
therefore the obstacles to this shift taking place which must be addressed: 


• Many occupational pension schemes are under immense pressure to 
fill deficits, meet short-term liabilities and perform well in triennial 
valuations based on mark-to-market accounting. 


• As Oxford academic Claire Woods observes17, institutional inertia is 
enhanced in this case by current interpretations of fiduciary obligation, 
which create an intense fear of deviation from the status quo. Here the 
government may have a role both in clarifying or amending the legal 
position (see response to Q8), and in providing an impetus to overcome 
inertia and collective action problems. 


 
Improved transparency and accountability to ultimate asset owners. The 
interests of ultimate asset owners such as pension savers are inherently long-
term. As Vince Cable notes in his foreword to this consultation, the status quo 
is characterised by returns being “captured by a small number of 
intermediaries at the expense of the many who provide the capital.” Restoring 
the balance of power between intermediaries and ultimate owners is a 
necessary condition for fairer and more sustainable financial markets. 
Transparency, although not a panacea, is essential in this context. 
Encouraging alternative ownership models in financial services, such as 
mutuals, may also be an interesting avenue to explore. 
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Question 8 : What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
 
As Andrew Haldane noted in his recent paper, Patience in Finance, evidence 
suggests that 'hyperbolic discounting' of future outcomes – placing less value 
on distant future gains than immediate opportunities – is a deep-rooted part of 
human psychology. This may explain why the market left to its own devices 
has so far consistently failed to overcome the problem of short-termism. There 
is clearly a role for government in encouraging long-termism by asset owners 
and managers, whether by altering incentives or by proscribing certain 
behaviours, or both. 
 
One possible area for government action is clarification of the fiduciary 
obligations of institutional investors. In theory, the fiduciary duty of prudence 
should encourage pension fund trustees to adopt a long-term strategy aimed 
at preserving beneficiaries' capital and sustainable value creation. However, in 
practice, the opposite appears to be true: the duty of prudence is interpreted 
as a duty to herd around conventional investment strategies, which has led to 
a focus on short-term returns, often at the expense of long-term value or risk 
management. The law on fiduciary obligation is ambiguous and in many areas 
outdated, creating an urgent need for government guidance or statutory 
clarification. 
 
A renewed concept of fiduciary obligation could have benefits beyond the 
shrinking sphere of trust-based pension funds. Investment managers of all 
kinds routinely describe themselves as 'fiduciaries', yet what this means in 
practice is unclear, and there is much confusion over the legal position. This 
creates an arbitrary distinction between the protection afforded – at least in 
theory – to members of trust-based occupational pension schemes and to 
clients of retail pension providers. Clarity over the fiduciary obligations owed 
by insurance companies and other providers – including the duty to act in 
beneficiaries' long-term best interests rather than the short-term interests of 
the intermediaries – could help to catalyse positive change. We therefore 
recommend a fundamental review of fiduciary obligation in the investment 
sphere, based on a re-examination of underlying principles and their 
applicability in the contemporary pensions market. 
 
This issue will be explored further in our upcoming report, Protecting our Best 
Interests: Exploring the Future of Fiduciary Duty.  
 
As indicated in our response to question 1 we also believe there would be 
value in considering how the principles of section 172 of the Companies Act 
could be applied to fiduciary shareholders themselves, to ensure that the 







duties and interests of directors and investors are aligned and constitute a 
coherent whole. We are currently developing draft provisions on fiduciary 
shareholders’ duties, modelled on section 172, which will form part of the 
recommendations of our upcoming report. We look forward to discussing 
these in due course. 
 
In order to encourage longer holding periods, actions that have been 
suggested include: 


• Incentivisation through conditions on tax relief applied to pension 
savings, as proposed by Paul Woolley of the LSE.18 This would have 
the benefit of concretely altering the incentives of key actors. It would 
need to be carefully designed in order to avoid the charge of penalising 
pension savers rather than those making investment decisions. 
However, as the consultation document notes (section 4.25), reducing 
levels of churn in pension portfolios is clearly in the interests of pension 
savers, as well as of wider financial stability. 


• Preferential voting rights for long-term investors, as proposed by Lord 
Myners. Since voting rights are already under-used in the UK (see our 
response to questions 5 & 6), it is unclear how much impact such a 
move would have. We are aware that concerns have also been 
expressed over the principle of creating a 'two-tier' system of 
shareholder rights. Nonetheless the question of whether the corporate 
governance framework could be amended, not just to incentivise long-
term holdings but also to reflect some shareholders' greater interest in 
and contribution to the long-term success of companies, deserves 
further consideration. Any review of this question should take into 
account the point made in the Walker Review that “Shareholders who 
do not exercise...governance oversight are effectively free-riding on the 
governance efforts of those that do”. 19 


• It would also be possible to use future revisions of the Stewardship 
Code to explicitly endorse longer holding periods. This would be in 
keeping with the Code's aims of encouraging the effective exercise of 
ownership responsibilities. However, it clearly has limitations: as a 
voluntary initiative its coverage is restricted to those who choose to 
apply it, and firms with the most short-termist business models are 
already explicitly excluded from its scope. Of course, excessively short 
holding periods are clearly a problem among investors with theoretically 
long-term horizons, such as pension funds. But the Codes' 'one size fits 
all' approach has so far produced limited guidance for these large asset 
owners. We would therefore see any action through the Stewardship 
Code as part of a package of measures rather than a solution in itself. 


 
Question 9 : Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
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Comments 
 
Agency problems are at the heart of many of the issues facing modern capital 
markets. As Paul Woolley noted in a recent paper for the LSE, “delegation 
creates an incentive problem insofar as the agents have more and better 
information than their principals and because the interests of the two are 
rarely aligned.”20 This means that “agents are in a position to capture for 
themselves the bulk of the returns from financial innovations.”21 This analysis 
accords with the recent experience of pension investments: from 2000-2009, 
returns collapsed to 1.1% per year, with high year-on-year volatility22 - in 
sharp contrast to the fortunes of investment intermediaries. A 2008 report by 
Watson Wyatt estimated that pension funds’ payments to these intermediaries 
rose by more than 50% between 2002-2007, with most of this attributable to 
higher investment management fees and transaction costs reflecting the rise 
in exposure to alternative asset classes.23 
 
In our experience this also creates confusion among participants in the 
investment chain about their respective responsibilities. For instance, when 
asked to explain the relatively low mainstream attention to long-term risks 
such as climate change, asset managers say that their mandates from 
pension funds do not ask them to monitor such issues,24 while pension 
trustees say that they assume their asset managers will factor in material ESG 
risks as they would any other material issue.25 This confusion contributes to 
industry inertia. 
 
Solutions to agency problems which rely on one link in the investment chain to 
take control of the situation – eg. asset owners through their mandates – can 
therefore be only part of the solution. Government and regulators have a key 
role to play as actors outside the investment chain who are able to address 
the problem as a whole, and to clarify the role and responsibilities of the 
various actors in the chain. We therefore believe government action is 
essential to tackling agency problems.  
 
As indicated in our response to Q8, we believe a review of fiduciary obligation 
would be one useful model for such action. One of the key features of a 
fiduciary relationship is the beneficiary’s vulnerability to unaccountable risk to 
their property created by the agent, in part because of information imbalances. 
Fiduciary obligation attempts to deal with this by imposing strict standards of 
care on agents, including a requirement to uphold the interests of beneficiaries 
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rather than their own interests. This directly addresses the key problems with 
the principal/agent relationship identified by Woolley, and provides a 
framework for addressing the key problem of conflicts or misalignments of 
interest. 
 
A re-examination of fiduciary obligation must go hand in hand with a renewed 
focus on chains of transparency and accountability to ultimate beneficiaries, 
which we believe is essential to tackling agency problems. There is a 
tendency to view pension funds as the 'principals' and to ignore the end 
beneficiaries - the scheme members. We have found that the length and 
complexity of investment chains considerably reduces accountability for these 
ultimate owners. For instance, at least one person who contacted their 
pension fund over last year's oil sands resolutions was told that the trustees 
did not know how their fund manager had voted, and had no intention of 
finding out. Others were told that the pension fund could not pass the 
member's concerns on to the fund manager since interfering with a manager’s 
decision would be a breach of the trustees' fiduciary obligation. As Steve 
Webb noted in a recent adjournment debate, “There is occasionally a need to 
remind those who manage our money that it is our money.”26 
 
 
 
Question 10 : What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
 
Please see our response to questions 6 and 9. We believe that transparency 
is essential in order to: 


• promote competition and a well-functioning marketplace 
• refocus minds on the individual providers of capital to whom investment 


agents should ultimately be accountable 
• empower ultimate owners to take an interest in how their money is 


managed 
• facilitate public scrutiny in light of the clear public interest in fund 


managers' behaviour 
 
It might be argued, as it has been in relation to bankers' pay, that 
transparency on pay would produce a 'race to the top' resulting in higher 
salaries as firms competed with their rivals. This seems somewhat 
implausible, not least because it implies firstly that financial services 
professionals are currently underpaid relative to their market value, and 
secondly that firms at present have no way of finding out what salaries their 
competitors are offering. Ultimately, the cost of all the remuneration received, 
in whatever form, by all the professionals in and around the investment 
                                                                                                                                  
26 Hansard, 14 Dec 2009 







 chain is borne by the ultimate owners, including taxpayers, pension scheme 
beneficiaries and policyholders. As those who bear the cost and the risk, it 
ought to be possible for them to see what they are paying for services 
provided. Given that remuneration is one of the largest and most variable 
costs involved in managing money, it seems unavoidable that greater 
transparency on remuneration must become the norm if accountability to end 
users is to be achieved. It is a matter of public interest whether these earnings 
are subject to the discipline either of a true market or of effective regulation or 
whether, on either of those measures, they are excessive.  
 
As indicated in our response to question 6, we do not accept the argument 
that disclosure of such information is commercially impossible or overly 
burdensome. More to the point, it is information which ultimate owners have a 
right to access, since it has an enormous impact on their financial security. 
 
Clearly, transparency is not a panacea. It is necessary to tackle the underlying 
imbalances of power between principals and agents, and information is only 
one of these imbalances. Given the increasing complexity of financial 
innovations, it would also not be realistic to assume that greater transparency 
alone will empower principals to prevent investment behaviours which are 
irresponsible, self-serving or destructive of long-term value. In short we 
believe that transparency is a necessary but not sufficient condition for 
responsible capital markets. 
 
 
 
Directors’ Remuneration 
 
Question 11 : What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 
 
We shall not attempt to give a comprehensive answer to this question but 
would like to comment on three specific points mentioned in the consultation 
document, which we have raised in previous responses to the FRC’s 
consultations on the Corporate Governance Code and the Walker Review: 
 
Firstly, we agree with suggestions that the non-executive directors who 
comprise remuneration committees may not be “sufficiently independent and 
able to align effectively the remuneration of directors to the longer term 
interests of the company and its shareholders” (section 5.11). In our 
submission of May 2009 to the FRC’s first consultation on the then Combined 
Code,27 we suggested various amendments to the Code’s provisions relating 
to the independence of non-executive directors (now contained in section B1.1 


                                            
27 The submission is on the FRC website (see page 7) 







of the Corporate Governance Code). For instance, that executive directors 
should not participate in board decisions as to which NEDs are to be 
considered independent, and that there should be an absolute prohibition on 
any NED being regarded as independent if any co-director of the company is 
also a co-director of the NED in another company and has any role in 
determining the NED’s remuneration in that other company. We continue to 
believe that such changes would be valuable. 
 
Secondly, we agree that remuneration committees are not “sufficiently 
sensitive to wider factors which may be relevant to the long-term interests of 
the company and its shareholders – in particular to pay and conditions 
elsewhere in the group” (Section 5.11). As we argued in our submission of 
March 2010 to the FRC’s final consultation on the revised Code,28 there is 
compelling evidence that the Corporate Governance Code’s requirement to 
consider pay and conditions elsewhere in the group is largely a dead letter. 
We suggested that, as a minimum measure, the Code should require 
remuneration committees to report on precisely how they had taken this into 
account and to publish comparative figures. (This appears to be similar to the 
proposal mentioned in section 5.14 of the consultation document.) We still 
consider this to be a necessary, if perhaps not sufficient, requirement. 
 
Thirdly, the consultation document refers to the lack of transparency 
surrounding the significant influence of the remuneration consultants who 
advise the remuneration committee (section 5.12). In our submission of 
September 2009 to the Walker Review29 we suggested various ways in which 
the new code of practice for remuneration consultants should be 
strengthened. 
 
Question 12 : What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
 
No comment. 
 
 
 
 
 
Question 13 : Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 


                                                                                                                                  
28 The submission is on the FRC website (see pages 7 and 8) 
29 The submission is on the FRC website (see page 25). 







 
Shareholder interest in pay does appear to have increased in the wake of the 
financial crisis, with management resolutions on remuneration being among 
the most controversial votes of the most recent AGM season. However, as the 
consultation document notes, directors’ pay continues to grow out of all 
proportion to average salary increases or to any increases in share values. 
This very fact suggests that shareholders’ activity in this area has not been 
highly effective.  
 
We would suggest that this is another instance of agency problems in the 
investment chain. This is a clear example of the alignment that often exists 
between the public interest and the long-term interest of enlightened 
shareholders. Yet the outrage of ultimate asset owners about excessive 
boardroom pay has not been matched by the robustness of shareholder 
engagement on this issue.  
 
In addition to enhancing shareholders’ rights to approve pay packages, 
government must examine the reasons why existing shareholder rights are not 
being used to better effect. This, of course, feeds into many of the other 
questions posed by this review. 
 
None the less, we do also favour increases in shareholder powers in this 
respect. In particular, as we have argued in the FRC’s previous consultations 
on what is now the Corporate Governance Code, we believe that the 
Companies Act 2006 should be amended to make the present advisory vote 
on the Directors’ Remuneration Report under section 439 mandatory, and that 
pending such amendment the Code should recommend that the advisory vote 
be treated as mandatory.  
 
We also agree with the specific suggestion in paragraph 5.18 of the 
consultation document that shareholder approval should be required for 
payments to directors for loss of office, whether or not such payments are due 
under existing contractual arrangements. As we have said previously in 
relation to mandatory approval for remuneration generally, we think that 
contractual arrangements should in future be expressed to be subject to 
shareholder approval.   
 
 
 
Question 14 : What would be the impact of greater transparency of 
directors’ pay on the: 
 


• linkage between pay and meeting corporate objectives 
• performance criteria for annual bonus schemes 
• relationship between directors’ pay and employees’ pay? 


 
Comment 







 
Please see our comments in questions 6, 9 and 10 regarding the value of 
transparency in general, and in question 11 regarding transparency on pay 
ratios in particular. 


 
Takeovers 
 
Question 15 : Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 
 
No comment. 
 
 
 
 
Question 16 : Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
 
No comment. 
 
 
 
 
 
 
 
Question 17:  Do you have any further comments on issues related to this 
consultation? 
 
Comments 
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Dear Adam, 
 
The Chartered Financial Analyst Society of the UK (CFA UK)  welcomes the opportunity to 
respond to the  Long-Term Focus Consultation.  
 
The society represents CFA Institute members in the UK, most of whom work as front 
office investment professionals (managing portfolios, researching securities and advising 
on asset management).  This response has been prepared by the CFA UK’s Market 
Practices and Professional Standard Committee, in consultation with the CFA Institute, on 
behalf of the CFA UK membership.  The society has not surveyed members in relation to 
Department’s paper, however, we make observations and cite evidence that we believe 
to be important and that we hope will be useful in informing the Department when it 
comes to achieving its policy objectives 
 
 
 
 
About CFA UK and CFA Institute 
 
The CFA Society of the UK (CFA UK) represents the interests of more than 9,000 leading 
members of the UK investment profession. The society, which was founded in 1955, is 
one of the largest member societies of CFA Institute and is committed to leading the 
development of the investment profession through the promotion of the highest ethical 
standards and through the provision of continuing education, advocacy, information and 
career support on behalf of its members. Most CFA UK members have earned the 
chartered financial analyst (CFA) designation, or are candidates registered in CFA 
Institute’s CFA Program. Both members and candidates attest to adhere to CFA 
Institute’s Code of Ethics and Standards of Professional Conduct. 
 
CFA Institute is the global association for investment professionals. It administers the 
CFA and CIPM curriculum and exam programs worldwide; publishes research; conducts 
professional development programs; and sets voluntary, ethics-based professional and 
performance-reporting standards for the investment industry. CFA Institute has more 
than 100,000 members in 140 countries, of whom more than 90,000 hold the Chartered 
Financial Analyst® (CFA®) designation. 
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A Long-Term Focus for Corporate Britain: a call for evidence 
 
 
Introduction  
 
UK publicly listed companies, like any business entity, are allocatively efficient when they  
generate economic profits. Too often, companies and investors focus on accounting 
profits – the published net profit figure which is then used to derive earnings per share. 
Companies and investors should value companies by determining the net present value 
of future free cash flows to the firm1 (FCFF) discounted by its weighted cost of capital2 
(WACC – the rate of return required by investors for investing capital in the company. 
This consultation would not be required if boards placed more focus on economic profits 
and investors focused more on value creation and less on accounting profits.  
 
Meeting the cost of capital involves assessing information from both the balance sheet 
and the income statement and cannot be assessed merely by the change in a company’s 
earnings or its share price. Evidence and financial market history demonstrate that 
earnings and share prices are imperfect measures of value generation and allocative 
efficiency. In spite of this evidence, companies and analysts often continue to use 
earnings and short term movements in share prices to assess value.  As Ben Graham, an 
esteemed investor and the first proponent of the need for a professional qualification for 
financial analysts, said: ‘In the short run, the market is a voting machine. In the long 
run, it's a weighing machine.’ We support DBIS in its efforts to encourage the market to 
operate more as a ‘weighing machine’. 
 
Focusing on economic profit should allow boards to make informed judgements about the 
company’s ability to generate economic profits while investors can assess the risks to 
their capital and price it appropriately. Where necessary, boards may want to engage 
with investors to ensure that the company’s management is being effectively exposed to 
market discipline. For boards to do this effectively, they need to understand the nature of 
the current and potential shareholder base. 
 
The UK market enjoys a diversity of equity market investors and they should not be 
discriminated against on the basis of their holding periods. The diversity of investment 
approaches available to the end investor base (whose members may themselves have 
different time horizons) is valuable as it promotes liquidity and market efficiency. 
Investors with different strategies and, therefore, different holding periods should be 
allowed to express their views in a manner that suits their investment approach. Each 
group has the same aim – to maximize risk-adjusted returns – but may use different 
approaches in expressing their views. They should not be discriminated against on the 
basis of their holding periods  
 
Director remuneration should be more closely aligned with the generation of economic 
profit and the achievement of investors’ required rates of return. Directors’ remuneration 
is still dominated by earnings-related metrics and total shareholder return, even though 
these metrics have significant limitations.  
 
In conclusion, allocative efficiency is achieved when the board of a publicly listed 
company focuses on economic profit as defined above; placing less emphasis on metrics 
related to earnings or the share price to assess the performance of their company and 
senior management. This focus would enhance the alignment with investors that are 
concerned with achieving the required rate of return on their capital.  To ensure market 
                                                        
1 Free cashflow to the firm (FCFF) = Net income to shareholders + noncash charges + Interest Expense (tax 
adj.) – investment in fixed and working capital.  
 
2 WACC – weighted average cost of a company’s debt, preferred equity and equity. The cost of capital will 
include a risk premium required by investors for providing this capital to companies. 







discipline is exerted effectively, boards need to understand the diverse nature of the 
investor base. Different groups of investors should not be discriminated against based on 
their investment horizons. Each has its own approach in generating the required rate of 
return on capital.  
 
Consultation Questions  
 
 
The Board of Directors  
 
1. Do UK boards have a long-term focus – if not, why not?  


It may be appropriate to make a distinction between the boards of public and private 
companies with respect to their long-term focus.  The boards of public companies may 
have a greater incentive to move their focus from long-term success to share price 
maximization and, whilst in an efficient market the highest possible share price is 
synonymous with long-term success of a business, markets are not efficient all of the 
time.  However, there is also evidence of failing in the allocative efficiency of private 
equity firms as illustrated by Tim Jenkinson in his paper “Understanding the Private 
Equity Phenomenon.” 


A public quote facilitates the ability to raise further capital (both equity and debt) and 
provides a currency for executive compensation.  However, we are concerned that 
benchmarking executive compensation to the size of a business creates a motive to 
acquire businesses for the sake of increasing the status and earnings of board directors, 
not for increasing the value or long-term success of the business.  We do not believe that 
the much-publicised acquisitions in the banking sector described by some commentators 
as value destroying3, was a unique example of this phenomenon.     


The relatively short term of executive tenure also concerns us. According to Director 
Magazine4 the average duration for UK chief executives is four years.  Four years is an 
inadequate period of time to plan investment, make that investment and reap its 
rewards.  If executive compensation targets metrics such as earnings and stock price, in 
the short-term both can be managed to enhance compensation, but at a cost to a 
business long-term viability.  For example, constraining investment, selling assets and 
writing-off previous investment increases earnings and improves return on equity and 
other capital ratios, but does not necessarily benefit the long-term viability of the 
business. 


“Discounted cash flow is the standard for valuing financial assets in well-functioning 
capital markets” (Rapapport).The focus of UK boards should be on ensuring that the 
company earns the required rate of return on capital (ROIC) or “economic profit” rather 
than an accounting profit.  
 
The value of a company should be the present value of its future cash flows discounted 
by the weighted average cost of capital (WACC); earnings are “irrelevant for valuation” 
(Rapapport). For a company to be a viable entity it needs to cover at least its cost of 
capital consistently over a time period that is appropriate for its industry or sector. In 
addition, UK boards should also understand how ROIC is related to earnings growth.   
 
ROIC or metrics that reflect the economic return of a company are not widely used in 
assessing senior executive performance and compensation. Metrics such as earnings per 


                                                        
3 http://business.timesonline.co.uk/tol/business/markets/article2763290.ece 
4 Lesson of Leahy’s legacy 
http://www.director.co.uk/magazine/2010/7_July_August/jane_simms_comment_63_11.html  







share (EPS) and total shareholder return (TSR) predominate.  Both EPS and TSR have 
flaws as measures and the material ones can be identified are as follows – 
 


1) Earnings management – there is significant evidence that earnings management 
does take place which in some cases can distort the economic viability of a 
company.  


  
2) Public equity markets have bull and bear cycles and sentiment can have a greater 


impact on the value of a company than fundamentals indicate. The best example 
of these swings can be demonstrated by the inflation and bursting of the dotcom 
bubble. This indicates that the share price is not a robust enough metric when 
assessing the value generated by a listed company. 


 
Given the importance of discounted cash flow analysis it is crucial to use the appropriate 
definition of cash flow. Free cash flow available to the company/firm (FCFF) is more 
useful as it incorporates information from both the balance sheet and the income 
statement. Earnings uses information only from the income statement. As Michael 
Mauboussin, a senior investment practitioner, states, ‘In reality, EPS (earnings per share) 
tells very little about value because EPS does not explicitly take into account capital 
intensity. In other words, two businesses can have the same EPS growth rates but 
different returns on capital; therefore, they will have, quite understandably, different 
valuations.’ Sloan adds that ‘the balance sheet can be used to help judge the quality of 
the asset side, where most of the earnings quality problems arise.’ 
 
Figure 1 (Mauboussin) demonstrates that FCFF is calculated by using items from the 
balance sheet and income statements.  
 


 
 
The distinction between earnings and FCFF is crucial one to understand. It indicates that 
a company can grow earnings as much and as fast as it likes, but if it does not cover the 
cost of capital it is destroying value just as fast as it grows earnings.  This is further 
demonstrated by Mauboussin in Table 1, which demonstrates how to understand the 
direction of the relationship between ROIC and earnings.  
 
 







Table 1 (Mauboussin) demonstrates the importance of the link between the return on 
invested capital and the price earnings multiple. The information is based on an all equity 
financed company to make the analysis more accessible.  
 
 


 
 
 
Table 1 presents three essential observations about valuation as a multiple of a 
company’s earnings - 
 


I. The P/E multiple will be maintained as long as the company covers its cost of 
capital regardless of the growth rate of earnings. 


 
II. The P/E multiple will decline if a company does not cover its cost of capital. 


 
III. The P/E multiple will increase if the company earns a return greater than its cost 


of capital.  
 
However, this does not imply that high P/E multiples necessarily indicate that companies 
are generating returns in excess of the cost of capital. As equity markets have 
demonstrated on a regular basis, sentiment can diverge dramatically from fundamentals. 
Rising P/E multiples should be supported by returns in excess of the cost of capital. 
 
In conclusion, short-termism, where it exists, appears to be driven by attention to 
inappropriate performance metrics rather than myopia per se and the investment horizon 
of each company board, whether private or public, should be focused on the generation 
of economic profit.  The appropriate time horizon will be determined by the specific 
investment opportunities available to them and where there is a dearth of opportunities 
to generate an adequate return for investors, excess capital should be returned for 
investors for reallocation.   
 
 
2. Does the legal framework sufficiently allow the boards of listed companies to 
access full and up-to-date information on the beneficial ownership of company 
shares?  
 
The current legal framework is cumbersome; the custodian record keeping system often 
obscures the identity of the ultimate investor behind several layers of holding accounts.  
Therefore, a Section 7935 inquiry essentially amounts to a ‘speculative request’.  Given 
the public desire for companies to build a dialogue with their shareholders (Section E of 
the Code) we think the framework could be improved.  However, it would be 
administratively very costly to manage a near real time list of all shareholders, due to 
trading activity, particularly in the larger and very active securities.  Hence, we believe 


                                                        
5 Section 793 of the Companies Act 2006 







that balance compromise would be achieved by reducing the 3% threshold of public 
disclosure. 
 
Shareholders and their role in equity markets  
 
3. What are the implications of the changing nature of UK share ownership for 
corporate governance and equity markets?  


As the consultation notes (paragraph 4.2), there has been a decline in the proportion of 
total equity capital owned by U.K. institutions that corresponds with a rise in non-U.K. 
ownership, such as overseas pension funds and sovereign wealth funds.  


The shift to foreign ownership of UK securities probably reflects global changes such as 
the relaxation of capital controls, technological improvements and the increasingly global 
nature of investment analysis and investment (in search of diverse, attractive returns), 
which has made all markets more accessible to overseas owners and increased the 
attraction of international investment. The ability to tap global capital markets potentially 
reduces the cost of funds by having access to a bigger pool of capital.   


The location of the beneficial owner (the investor) is not particularly relevant or 
worrisome. All investors, wherever they are based, ought to have the same interests and 
objectives and to operate in broadly the same manner. They should seek to channel 
funds to the most promising investment prospects as identified through discounted cash 
flow (DCF) analysis6. Alfred Rappaport’s paper “The Economics of Short-Term 
Performance Obsession7” is highly critical of non-DCF approaches to investment analysis. 


Where investors are undertaking rigorous analysis - and preferably applying sensible ESG 
(environmental, social and governance) filters, capital should be allocated efficiently. 
Therefore, it is not changes in the nature of UK share ownership that should concern 
DBIS, but flaws in the approach to value creation and investment. 


 
4. What are the most effective forms of engagement?  
 
Companies need to convey their vision and strategy to the markets, and they should 
frequently report their progress against strategic goals, without delay.  Within the 
constrictions of the market abuse regulations, the boards of public companies need to be 
frank and open with their investors. The most effective forms of engagement are those 
that are pragmatic and open and that alert management and boards to investor 
concerns. 
 
From the investor perspective, there is no one size fits all solution.  Each type of 
participant will engage in a manner that is consistent with their approach to investment 
and generating returns for their portfolios. Some may express their views purely by 
buying or selling the shares, even shorting the shares; others may be more actively 
involved and might provide valuable feedback to management and Boards on ways to 
enhance economic profits.  
 
There should be no impediments to investors expressing their views about the relative 
allocative efficiency of publicly listed companies.  
 


                                                        
6 http://www.cfapubs.org/doi/pdf/10.2469/faj.v61.n3.2729  
7 Ibid 







5. Is there sufficient dialogue within investment firms between managers with 
different functions (i.e. corporate governance and investment teams)?  
 
Investors are concerned with generating returns and the governance of a company will 
be one of the factors to take into account alongside other quantitative, macroeconomic 
and microeconomic factors.  
 
Many investment firms employ ESG teams and dialogue will exist between the ESG team 
and investment teams.  While analysts and portfolio managers may focus on financial 
analysis, ESG factors may necessarily be more subjective and less suited to quantified 
approaches, but with informed dialogue an investment teams should be able to adjust 
the required rate of return to reflect risks introduced by adverse ESG behaviours in an 
investee company.  However some firms may not necessarily integrate these function, 
instead simply using their ESG teams to inform voting and engagement decisions rather 
than to inform buy and sell decisions, or screen the universe based on ESG and then 
apply financial criteria to the reduced universe that do not necessarily take account of 
the ESG team’s output.  
 
 
The number of managers and institutional investors who have signed up the FRC’s 
Stewardship Code (in excess of 100 as of December 2010) is encouraging. 
 
6. How important is voting as a form of engagement? What are the benefits and 
costs of institutional shareholders and fund managers disclosing publically how 
they have voted?  
 
Technically the shareholder vote is a very important form of engagement, but may not 
be as effective as perceived.  Voting is the second of three levels of engagement, the 
first being dialogue, and the last being the decision to buy or sell.If the investor decides 
to vote against a corporate resolution, and if the vote does not go according to the 
investor’s wishes then a review of the holding in the portfolio must surely follow.  
However, with the rise in popularity of index funds and closet index funds, the fund 
manager may be compelled to hold the stock, even though in principle he disagrees with 
the company’s policy.  Such a situation undermines the authority of the vote as an 
autocratic board may choose to ignore the will of the shareholders, knowing that they 
cannot sell. 
 
We strongly believe that as agents of the ultimate investors, the investment 
management firm should offer a report to its customers on how and why it voted on their 
behalf.  This report (ideally an engagement report covering: dialogue, voting and trading 
activity) should be integrated as part of the performance reports presented to customers.  
Through an engagement report, the ultimate investors can assess and comment upon 
the fund manager’s stewardship of their assets.  However, some institutional clients, 
providing they have the support of their beneficiaries, may choose not to concern 
themselves with governance matters.  Therefore, it should be their choice as to whether 
they demand from their fund manager the production of an engagement report. 
 
We do not believe that the voting decisions of institutional investors should be made 
public. Secret ballots protect against coercion.  Where voting concerns corporate 
resolutions, investment managers face potential coercion from the issuers, either directly 
through withdrawal of business, or by exclusion.  The conflicts of interest are particularly 
strong at an integrated investment firm, where the business of the issuer is the product 
of several relationships.  The investment banking division could be pitching for the 
issuer’s corporate finance and advisory business, the brokerage operation could be 
researching the issuer’s securities, and the investment management division could be 
managing the issuer’s pension fund assets.  Hence, the freedom to act in the best 







interest of the ‘client’ investor will be constrained by the public disclosure of voting 
behaviour. However, many institutional fund managers do choose to disclose their votes, 
typically 3 months in arrears. 
 
 
In the post Lehman world investors will become more vocal and use a variety of means 
to engage with company management. As Sule states, the listed companies’  
“management teams will have to get used to dealing with an increasingly more 
demanding and less tolerant group of investors.”  
 
7. Is short-termism in equity markets a problem and, if so, how should it be 
addressed?  
 
The fixation with the length of holding periods for equities is not the key issue. There is 
no optimal holding period for an investment and there is little evidence that supports the 
view that short holding periods are detrimental to allocative efficiency, indeed research 
carried out by Jonathan Brogaard published in his paper “High Frequency Trading and its 
Impact on Market Quality” finds that high frequency trading has contributed to market 
quality.  
 
There is evidence that senior executives preoccupied with meeting short-term based 
metrics like earnings will be more inclined to undertake activity that undermines the 
ability of the company to cover its cost of capital (Schilit; Sloan; Jansen et al). Directors 
should focus less on the changes in the share price and meeting earnings expectations of 
their companies and more attention should be devoted to delivering the required return 
on invested capital.   
 
To some extent, shorter holder periods ought to be welcomed as a means to improve 
market liquidity and, thereby, to promote improved price discovery and the efficient 
allocation of capital. However, for prices to return to fundamentals, arbitrage has to be 
effective.  Practitioners that try to address these inefficiencies may not be able to do so 
because of impediments or the continuation of irrational pricing. Several academics 
(Shleifer, Thaler, De Jong) have demonstrated the impact of the limits to arbitrage and 
how prices can deviate significantly from fundamentals even in the most straightforward 
of cases such as dual listed shares and when companies float their subsidiaries.  For 
example, restrictions on selling short will ensure that prices that should otherwise be 
lower will continue to deviate from fundamentals. 


The consultation notes (paragraphs 4.19 and 4.22) that there is evidence in recent years 
of increased trading activity, heightened share-price volatility and shorter holding 
periods.  CFA Institute has conducted research reviewing the variance of holdings by the 
top 100 institutional investors in the 19 largest companies of the FTSE100 index, 
monthly over the last eight years.  We are grateful to CFA Institute and to FactSet 
Research Systems Inc. for providing the data and analysis. 







 


The chart above illustrates that (bar a few spikes) the level of trading activity has 
remained steady and is on a slight declining trend over the last eight years.   


This research was unable to capture data prior to 2002. However, anecdotal evidence 
from market veterans indicates that significant changes occurred in the management of 
portfolios from the mid 1980s.  The most significant catalysts for these changes were the 
introduction of affordable desktop computing and the development of platforms for 
delivering real-time securities data and news.  The increased availability of information 
and the means to act on that information (combined with reductions over time in the 
costs of trading) have supported increased trading levels and a decline in holding 
periods. 
 
8. What action, if any, should be taken to encourage a long-term focus in UK 
equity investment decisions? What are the benefits and costs of possible actions 
to encourage longer holding periods?  
 
No action should be taken on prescribing holding periods; instead, boards, senior 
executives and investors should be focused on ensuring that publicly listed companies at 
least cover their cost of capital over the period appropriate for that company.  
 
 
9. Are there agency problems in the investment chain and, if so, how should they 
be addressed?  
 
Investment is about postponing consumption today to have higher purchasing power in 
the future. An investor’s aim should be to generate real returns, net of costs, in line with 
their risk requirements and these should be made clear in any delegated investment 
mandate. Investors should hold diversified portfolios that include equity and non-equity 
assets. When investing in most asset classes, the investor has the choice of passive 
management (tracking an index or benchmark), active management (where a manager 
takes active decisions to generate returns that are ahead of the benchmark after fees), 
or a combination of the two approaches.  
 







Active asset managers will turnover their portfolios although they should be sensitive to 
costs of this activity which will cause a drag on performance; the prospect of short-term 
underperformance may place active fund managers under pressure to demonstrate the 
value of their active strategies. Evidence shows that very few active managers deliver 
benchmark beating returns net of fees on a consistent basis.  This is not lost on investors 
and is demonstrated by the move towards passive strategies as these vehicles have 
become available to investors. As passive mandates become more popular turnover is 
likely to lessen over time.   
 
Investors always have the right to terminate their mandate.  However investors that 
have delegated the management of their assets to third party managers do have a 
tendency to terminate their managers when they have underperformed. Montier points 
out that the top performing managers do underperform over short periods and that this 
is a by-product of a sensible asset allocation. Despite this, it is short-term 
underperformance that often results in a manager losing their mandate. In another study 
cited by Montier it appears that pension funds have an uncanny knack of firing their 
managers at the wrong time, given their propensity to focus on short term performance. 
In the study, managers who had underperformed and fired went onto generate better 
performance than those that did well in the recent past and were hired. Investors often 
fail to resist chasing the top performers of the recent past.  
 
 
10. What would be the benefits and costs of more transparency in the role of fund 
managers, their mandates and their pay?  
 
Equity fund managers usually supply sufficient information regarding their process, 
portfolio positioning and performance such that their investors can ensure that their 
mandate meets their requirements. However, the investor should be aware of any 
conflicts of interest and how they are managed. How the fund manager is remunerated 
may be a factor if, for example, the manager is incentivised by the amount of assets 
under management rather than performance generated for investors. If the manager is 
remunerated by assets under management this could misalign interests and 
consequently sow the seeds of the manager’s underperformance.  
 
Directors’ Remuneration  
 
11. What are the main reasons for the increase in directors‟ remuneration? Are 
these appropriate?  
 
Sir Paul Judge’s article “How we lost grip of top pay” in the Sunday Times (14th Nov 
2010) succinctly outlines the reasons behind the acceleration of executive compensation.  
Sir Paul believes that the unintended consequences of the Greenbury report were to 
change the basis of calculation of executive remuneration from the circumstances of the 
individual firm to where the firm lay in the league table of all executive remuneration.  
Sir Paul’s observation is that remuneration committees have a bias to rating their 
executives as above average and remunerate accordingly.  This means that average 
remuneration steadily accelerates, as the league table is only populated by the 
compensation of above average executives. Another ratchet is applied based on the 
opinion that we operate in a global market, and hence Britain can only attract the best 
talent if it is prepared to match the global league tables of pay.   
 
In reference to the second part of the question, are these increases appropriate?  The 
increases would have to be measured by the economic profits generated by these 
executives and whether or not these executives delivered the required rate of return on 
capital. Relative share price performance is not a suitable metric. 
 







Analysis of CEO and employee remuneration relative to dividends (admittedly a 
somewhat blunt comparator) suggests that the increase in CEO remuneration has 
advanced at a rate greater than justified by the value delivered to shareholders. 
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As can be clearly seen the increase in employee compensation has been of the same 
order as the increase in dividend payments, there is no similar relationship with the 
increase in CEO remuneration. 
 
The widening gap between the average worker and the CEO also has to be measured in 
terms of labour productivity metrics such as output per worker.  Senior executives may 
be the driving force in managing these resources better and if they genuinely deliver 
value then they and the shareholders should benefit more from the any rise in economic 
profit.  
 
12. What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration?  


We do not believe that widening the membership of the remuneration committee will 
have much impact on remuneration.  We support Sir Paul Judge’s approach, which calls 
for a return to the established process pre-Greenbury, where executive remuneration is 
considered in the context of the firm, its prospects and how it relates to management 
and those working on the shop floor. 


13. Are shareholders effective in holding companies to account over pay? Are 
there further areas of pay, e.g. golden parachutes, it would be beneficial to subject 
to shareholder approval?  


The influence of investors is a consideration. Shareholders in all EU states have at least a 
non-binding vote on remuneration (Italy is an exception where the vote is binding).  In 
the main, from an investor perspective, executive compensation has not reached a level 







where it impinges on economic profit.  Therefore, of the fund managers who read 
remuneration reports, many may not be concerned by substantial increases in 
remuneration because they have a negligible impact on earnings per share. However, the 
structure of compensation and the incentives that structure creates should be of concern 
to investors and there is evidence that this is the case.    When it comes to ‘Golden 
Parachutes’ and other guarantees, shareholders tend to be vocal in opposing these 
benefits.  Such benefits go against the established practice of aligning the interests of 
executives with those of the shareholders.   


 
14. What would be the impact of greater transparency of directors‟ pay in respect 
of:  
 


• linkage between pay and meeting corporate objectives  
• performance criteria for annual bonus schemes  
• relationship between directors‟ pay and employees‟ pay?  


In general, greater transparency over director’s pay would enable shareholders to make 
more informed decisions when exercising their advisory vote over remuneration 
packages. Moreover, greater clarity in remuneration disclosures and over corporate 
governance practices in general may encourage investors to take a more active role with 
respect to exercising their rights. The current opacity in disclosures – largely a function 
of complexity and use of boilerplate – deters investors from seeking to exercise their 
rights. 


Setting the right targets for performance measurement is the fundamental challenge 
behind incentive schemes.  As stated in our response to the first question above, 
targeting earnings promotes short-term behaviour and earnings can be manipulated.  
The share price is not an effective measure of performance as there is no link to personal 
performance in a rising market. 
 
There is too little focus on economic profit or meeting the cost of capital when assessing 
senior executive remuneration. The table below highlights the dominance of total 
shareholder return (TSR) and earnings per share (EPS) as metrics for assessing 
performance of Chief Executive Officers of FTSE 100 companies for their deferred 
bonuses, share option schemes and long term incentive plans (LTIPs).  
 







 
 
 
For FTSE 250 CEOs the metrics are little different. Other measures remain a minority 
among the metrics used. 
 
 


 
 
 
To some extent the PwC report identifies growing frustration with the use of TSR and ESP 
and there have been more use of other measures. However, it appears that there may be 
challenges with calibrating these other measures with performance and so companies 
use relative TSR.   
 







Takeovers  
 
15. Do boards understand the long-term implications of takeovers, and 
communicate the long-term implications of bids effectively?  
 
The key issue in response to this question is how management’s assessment of a 
takeover opportunity or a bid is made.  AOL/Time Warner, Vodafone/Mannesmann, 
Daimler/Chrysler and Royal Bank of Scotland/ ABN Amro are prominent and headline 
grabbing examples of where the market for corporate control may have been driven 
more by hubris and overconfidence than by business development strategies to enhance 
the return on capital. These examples, in hindsight, indicate that capital was being 
allocated inappropriately yet these transactions still took place. 
 
The evidence on the effectiveness of the market for corporate control suggests that large 
buyouts are value destroying. Bayazitova et al’s (2010) analysis of mergers involving 
publicly listed companies in the US between 1980-2007 found that 43% of all activity by 
value was associated with megamergers (acquirers with market capitalization of more 
than $4.7B) but accounted for only 2% of the number of transactions. On average the 
mega-merger was value destroying compared to non-mega mergers which were value 
creating. In another study by Netter et al (2010) the analysis covered a shorter period 
(1992-2009) and included private transactions. The results were similar to Bayazitova et 
al. However, in most of these studies the analysis uses share price movements as the 
metric for whether or not value is destroyed. There is little stated about whether or not 
the acquirers’ actions enhance their ability to cover or even earn returns in excess the 
cost of capital.  In addition, on the basis that investors hold diversified portfolios, gains 
by holding the target may be offset by losses by holding shares in the acquirer; this may 
mean that the gains and losses may be overstated. Despite these key issues regarding 
metrics many of the large takeovers in recent years has seen the acquirers subject to 
writedowns of shareholder equity due to the premiums paid for their acquisitions. 
 
 
16. Should the shareholders of an acquiring company in all cases be invited to 
vote on takeover bids and what would be the benefits and costs of this?  
 
All shareholders on the register should vote on takeover or merger as long as it is of a 
material nature.  Where a proposed transaction could be considered material, the boards 
of both the target and the acquirer companies should distribute information to 
shareholders that sets out whether or not the proposed takeover or merger will result in 
an improvement in the allocative efficiency of the companies’ resources. 
 
Other  
 
17. Do you have any further comments on issues related to this consultation?  
 
Events from corporate and financial market history have demonstrated that the way that 
public equity markets work in practice differs significantly from the theory of how they 
are supposed to work. Corporate managers are supposed to work in the interests of the 
owners and are kept honest by market discipline either through the price mechanism of 
the equity market, or from the market for corporate control. 
 
The market value of the equity of a firm should reflect all relevant information. Any 
changes to this valuation should be based on a consistent and dispassionate reappraisal 
of information related to the quality of a company’s earnings, earning power and 
prospects. Despite its intuitive appeal, financial market history has regularly 
demonstrated that the share price is not a useful metric for determining allocative 







efficiency; something that has not gone unnoticed by prominent commentators and 
practitioners8 and in Greenspan’s case even shocked him.  
 
"I made a mistake in presuming that the self-interests of organizations, specifically banks 
and others, were such as that they were best capable of protecting their own 
shareholders and their equity in the firms………….. you know, that's precisely the reason I 
was shocked, because I have been going for 40 years or more with very considerable 
evidence that it (free market theory) was working exceptionally well." Alan Greenspan. 
 
If the world was populated by perfectly-informed, rational economic agents that 
participated in frictionless, efficient markets then the share price would be a more 
valuable metric. 
 
According to one study by Graham et al (2006) “real earnings management” such as 
deferring value enhancing projects and investment to meet earnings expectations to 
minimise the cost of equity capital has destroyed more value than that destroyed by 
those companies involved in high profile fraud cases. These events highlight the 
undesirable consequences of “running a company with the sole aim of raising the share 
price” in the short-term. 
 
Scope 
 
The UK is a major global financial centre that prices and allocates equity and non-equity 
capital. The focus of the consultation document on public equity markets is too narrow. 
There are over 4 million businesses in the UK of which 2.6 million are companies; only a 
small proportion (9,950)9 of these companies are publicly listed. Productivity depends on 
all of these businesses using their capital efficiently and having capital allocated to them 
appropriately.  
 
An effective regulatory environment can contribute to the appropriate pricing of capital 
and resource allocation.  
 
La Porta et al suggest “laws and the quality of their enforcement by regulators and 
courts, are essential elements of corporate governance and finance… in contrast, when 
the legal system does not protect outside investors, corporate governance and external 
finance do not work well.” On occasion, it may be more beneficial to enforce existing laws 
and regulations than devise new policies or as La Porta et al state “the strategy for 
reform is not to create an ideal set of rules and then see how well they can be enforced, 
but rather to enact the rules that can be enforced within the existing structure.” 
 
The interaction of frameworks and regulatory requirements can also help reduce the cost 
of equity capital. Hail & Leuz (2005) and Leuz (2006) attempt to understand and analyse 
the complexity of the influences of legal institutions, securities regulation and the level of 
integration of a nation’s capital markets. Emphasising the inherent caveats, they find 
some empirical support for the claim that firms from countries with more extensive 
disclosure requirements, stronger securities regulation and stricter enforcement 
mechanisms (as enabled by a high quality legal infrastructure) have significantly lower 
cost of equity capital than those that do not rate as highly on these parameters . The 
table10 below lists the ten nations with the lowest cost of equity capital derived from the 
sample cited by Hail & Leuz and how they score with respect to the quality of legal 
infrastructure (LAW), disclosure (DISREQ) and securities regulation (SECREG). 


                                                        
8 Some such as Greenspan, Michael Jensen, and Gilson et al have revised their views. 
9Companies House November 2010 
http://www.companieshouse.gov.uk/about/busRegArchive/businessRegisterStatisticsNov2010.pdf 
 
10 Department for Business, Innovation and Skills (BIS) Economics Paper No1- BERR’s (BIS) role in raising 
productivity: new evidence ch. 2  http://www.bis.gov.uk/files/file44504.pdf 







 


 







We hope that the CFA UK’s response is helpful to the Department and would be open to 
further discussions with the Department about any of the points we have raised. 
 
 
Yours, 
 
 
       
 
Natalie WinterFrost, CFA FIA     Will Goodhart 
Chair        Chief Executive 
Professional Standards & Market Practices Committee CFA Society of the UK 
 


 


 
 


Charles Cronin, CFA 
Head, Standards and Financial Market Integrity – EMEA 
CFA Institute
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Owners and managers: disconnecting managerial
capitalism? Understanding the private-equity
business model


�� Ian Clark
University of Birmingham


ABSTRACT


The ‘disconnected capitalism’ thesis constructs an argument that structural
tendencies within capital markets disrupt established patterns of relations between
employers and labour. This article develops this argument by conceptualizing how
the ‘private-equity business model’ (PEBM) further diffuses these connections and
trends. This diffusion is so extensive that the interests of owners are now paramount
in all types of business system to the relative exclusion of other stakeholders. The
article defines and explains the term ‘PEBM’ and identifies the theoretical impor-
tance of management in managerial capitalism. The article then goes on to outline
how the PEBM disconnects the evaluation of institutional capability and managerial
discretion at firm level from the economics of information and direct ownership
interests at business system level.


KEY WORDS


disconnected capitalism / financialization / employment relations / private-equity
business model


Introduction


‘Disconnected capitalism’ is a thesis developed by Thompson in this journal
(2003), to argue that structural tendencies within capital markets dis-
rupt established patterns of relations between employers and labour in


the American and British business system. Financial de-regulation together
with a globalization of markets has combined with the apparent dominance of a
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business model centred on delivering shareholder value in capital markets. It
is the connections between these trends – the short-term imperative to generate
revenue, new models of competitiveness that emphasize investor returns and a
disdain for the interests of the customer, the employee and the exchequer – that
have the effect of disconnecting more established circuits of capital which are
embedded in national business systems. At this theoretical level Thompson
(2003: 363–7) concluded that much leading edge theory and associated best
practice, in particular literature sets (for example, strategic HRM and high per-
formance work systems) are likely to be rendered unsustainable as employers
become unable to maintain their side of the bargain.


This article develops the argument by theorizing how the ‘private-equity
business model’ (PEBM) further diffuses the connections within this trend to
assert that investor-owner interests are of growing prominence to the relative
exclusion of other stakeholders. Thus, the article seeks to open out underdevel-
oped dimensions of the disconnected capitalism thesis by focusing on particular
dynamics within the circuits of capital in an increasingly financialized economy
and their potential impacts on employment relations within national business
systems. The first half of the article details a theoretical outline of the PEBM and
its impact on the relative theoretical importance of managers and owners. The
second half of the article outlines the actual and potential consequences of the
PEBM for employment relations at system level and at firm level by identifying
three disconnects, which to paraphrase Thompson (2003: 366) – ‘make it more
difficult for employers to keep their side of the bargain’, even if they want to.


The private-equity business model


Private equity is a pool of capital raised and managed for the specific purpose
of investing directly in companies. A private-equity fund is actively managed by
a plc fund management company or a limited partnership which may control
numerous funds. Limited partnerships are the favoured vehicle for the PEBM
for two reasons. Firstly, they have no legal personality yet individual partners
operate collectively and secondly, fund managers (managing partners) and
investors (limited partners) are taxed as individuals, therefore the partnership
itself has no tax liability. The sector is broad in scope and includes venture cap-
ital funds which are a form of private-equity capital typically provided by pro-
fessional institutionally backed outside investors who support the growth of
new businesses. In addition to venture capital and mid-market private-equity
funds, larger, multinational private-equity funds, acquire plc firms or divisions
of plc firms by buying a controlling percentage of the shares which are listed on
a public stock market. Once a fund has control of all the shares in a portfolio
company the fund becomes the single shareholder and the firm is no longer a
publicly traded plc company. This is what is referred to as the private-equity
business model. So venture capital, mid-market buyout specialists and private
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equity are different fractions of capital, but what they do have in common is
the manner in which funds have been raised – on private rather than public
markets. The logic behind private equity and the broader umbrella model of
shareholder capitalism is a contractual approach to business which sees a firm
as a bundle of assets that can be managed on a contractual and transactional
basis. The ultimate purpose is to generate cash flow and profits over short-term
time horizons by financial and organizational manipulation. So while private-
equity funds (as a fraction of capital), may be long-term investors, portfolio
firms are viewed largely as short-term investments from which significant
value can be extracted.


Theoretically, the diffusion of private equity as a driver of investor and
shareholder value lies within corporate finance as an academic discipline and the
associated theory of efficient capital markets (Jensen, 2007; Jensen and Murphy,
2009). The theory contains an efficient-contracting orientation to the firm, that
is (capital) markets allocate resources to investments that secure the highest
returns. Jensen and Murphy (2009) argue that in plc firms the performance of
chief executive officers is often unrelated to their remuneration because CEOs
are an indirect form of governance who represent owners poorly, often failing
to influence employment contracts and management incentives or the monitoring
mechanisms in respect of both of these. In contrast to this Jensen and Murphy
assert the owner-investor advantages of private equity. For example, in private
equity governed firms owner-managers have direct oversight over managers,
their compensation and its link to performance.


Private equity and investor value


Acquisition by private equity, whether a buy-in to an existing private business
or if a plc business is taken private, aims to unlock value for investors and the
fund managers themselves. The PEMB is principally financed through debt,
which is leveraged against company assets such as freehold property and pen-
sion schemes. The debt model secures up to 90 percent of a buyout by bor-
rowing from institutional investors (limited partners) who support a particular
private-equity fund. In contrast, fund managers (managing partners) put in only
a small percentage themselves. To support a portfolio company and secure its
debt, private-equity funds often disintegrate a business into an operating firm
and a property company with the operating company leasing back the property
on a contractual basis with the funds raised from property sales used to pay
back debt funding. In addition to this, private-equity owners sometimes raise
additional debt to finance dividend payments. A dividend recapitalization
occurs where a portfolio company borrows money to make a cash payment to
the private-equity fund which owns it. These payments are itemized on the bal-
ance sheet of the portfolio company as debt, that is, additional debt which pays
a dividend to owners and fund managers. This is unusual to say the least as
dividends are normally paid out of profits.
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How does the model create value?


The PEBM creates value for investors in four ways. One, a portfolio company –
a bundle of assets – can be disintegrated, separated, sold and ‘spun off’. Two,
the weight of debt leverage directs management to focus only on short-term
profits by unlocking valuable assets through sophisticated financial engineering
to generate a ‘free cash flow’. This drives management re-structuring and
unbundling prior to an ‘exit strategy’ that aims to realize an investment after
perhaps only five years. Three, private-equity funds often resent being referred
to as an employer, preferring to describe themselves as ‘active owners’ or an
‘asset class’. In the UK current legislation on the transfer of undertakings pro-
tection of employment (TUPE) regulations and the EU acquired rights directive
uphold this position, as private-equity buyouts are not classed as a change of
ownership that affects industrial relations. Active owners cannot unilaterally
change terms and conditions of employment without employee consent.
However, it is the choice of governance mechanisms favoured by the PEBM,
offering, for example, union free communication and consultation that exhibits
an orientation towards the management of employees that is substantively dif-
ferent to more traditional employers. This preference, and the absence of TUPE
protection with respect to employee consultation on a collective basis, sustains
a speed of action that gives private-equity owners first mover advantage.
Therein employee consent to changes in the contract of employment is implied
by dint of the fact that employees continue to work in and remain employed at
a portfolio firm. Four, private equity enjoys significant tax breaks that are
unavailable to plc firms which reinforce the value creating potential of private-
equity vehicles for investors behind the funds and the fund managers themselves.
Therefore, corporation tax from plc firms and income tax from employees in
effect subsidize private sector profits.


The current crisis, financialization and private equity


The PEBM needs to be located within a broader context of financialization.
This describes the dominance of the financial sector and how volatility therein
has the potential to disconnect and disrupt the business system. Under the influ-
ence of neo-liberal ideology, financial de-regulation, particularly in the USA and
UK, stimulated innovations in banking and lending models that transformed
the acquisition of firms and the operation of financial markets, but is now in
crisis. For example, private equity provides a model for governing portfolio
firms and manages loan models for acquisition of such firms from ‘shadow
banking’, which has emerged since the early 2000s. Based on low interest rates,
high leverage and rising asset values a securitized loan model enabled banks to
parcel up loans secured against property and sell them to raise ‘new capital’.
However, financial markets went into reverse in 2007 and the distributional dis-
connects of the PEBM became starkly evident as the value of many portfolio
firms became lower than the loans that supported them, pushing some firms into
liquidation and others into severe downsizing mode. Severe as this current
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crisis is, it should not lead to neglect of the longer term disconnects raised in the
original Thompson article and extended here.


Manager and owner objectives: disconnects 
in historical perspective


Before we return to the current period, this section groups together and briefly
outlines historically significant studies on the nature of firm governance and the
connections between stakeholders. First, those studies that outline the condi-
tions that gave managers a quasi-independence from owners. Second, how
this in turn enabled management to become a quasi-independent stakeholder.
Third, how some studies consider the disconnection between owners and man-
agers can be ‘solved’ via more profit oriented governance mechanisms such as
shareholder capitalism and the PEBM.


Management as an institutionalized business class: Disconnecting owners


Berle and Means (1932) identified the importance of the separation between
ownership by entrepreneurs and investors and control by management and the
implications of this for industrial capitalism. Coase (1937) observed that the
emergence of the telephone and telegraph reduced the cost of organizing within
the firm, but tended to increase the size of the firm. Operating more historically,
Chandler (1962, 1977, 1990) developed three empirically informed, institution-
ally sequential arguments. First, managerial organization develops in response
to business strategy, in particular the development of vertical integration.
Second, the emergence of capital-intensive, machine-based mass production in
a second industrial revolution in the late 19th century further increased the
scale, size and scope of the firm, standardizing production and the regulation of
jobs. Third, these arguments come together in the managerial capitalism thesis,
which suggests that administrative structures and managerial coordination
replace the invisible hand of market forces as the core developmental and struc-
tural impetus behind modern business. Chandler’s argument is similar in scope
to the more polemic arguments developed by Galbraith (1952, 1967). Galbraith
argued that in most Western business systems firms are oligopolistic and there-
fore compete for market share not profit maximization. Within this management
had wrestled organizational power away from owners through institutional
developments such as vertical integration in production and pluralism in work-
place relations, and the associated bureaucratization of management func-
tions within the firm (Tsuk, 2005).


The objectives of the firm: Disconnecting profit maximization


By the late 1950s theories of the firm began to observe behaviour that was
obvious: shareholders and owners, who fund a business, played virtually no part
in running a firm, but instead preferred to secure a reasonable or satisfactory
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level of dividend income, leaving managers to actually control discretionary
decision making. Under conditions of oligopoly or monopoly capitalism these
behavioural or institutional theories modified the objective of profit maximization
by hypothesizing that management discretion is more likely to further the interests
of senior managers subject to a dividend constraint. Thus, March and Simon
(1958) and Cyert and March (1964) argued that management behaviour was
rational but only to a point, that is rationality is bounded and in practice manage-
ment often opt for satisfactory solutions – satisficing rather than maximizing.
Baumol (1959) argued that firms measure success through sales revenue maxi-
mization where management seek to increase business size (now termed growing
market share) rather than profit maximization, and increase output beyond the
maximizing level in order to outperform the market (increase market share)
subject to a dividend constraint. This argument was further independently
refined by Marris (1964) and Williamson (1964). Marris argued that the long-
term growth of the firm is the main aim of management and that this may move
a firm beyond profit maximization in terms of prices and outputs. In contrast
to this, Williamson developed a thesis of ‘managerial discretion’ suggesting that
management could decide how to allocate earned profits, retaining some profit to
grow the size of departments, innovate new products and distribute remaining
profit to shareholders. However, over the past 30 years a new stream of theory
has emerged which firmly places the interests of business owners, investors and
shareholders at the forefront of analysis.


‘New economic theory and ownership’: Re-connecting owners 
and disconnecting the management class


Drawing on micro economics, new theorizations describe the firm as a nexus of
private contractual relationships subject to regulation by capital markets. The
broadly defined new economics contains several bodies of analysis which ratio-
nalize the emergence of owner interests such as shareholder capitalism and one of
its central features – the PEBM. As early as 1962 corporate managers were theo-
rized as ‘shareholder agents’ compelled to manage a firm in ways that maximize
the profits of their principals, to the exclusion of all other interests in the firm and
the community at large (Friedman, 1962: 132–7). By contrast, agency theory, like
behavioural and managerial theory, conceptualizes the firm as an organization
made up of groups who hold diverse and conflicting interests (Jensen, 2007;
Jensen and Meckling, 1976). Owners, investors and shareholders (the principals)
seek profit maximization whereas managers (their agents) are likely to have
different priorities, for example, reputational success, job security, industry
profile and other perks. Agency theory predicts that firms will operate in the
interests of owners, and deliver investor and shareholder value, if owners and
investors can impose their priorities on management to develop a contractual
approach to management and investment returns. In effect this takes the form of
a partnership agreement between fund managers and professional institutional
investors. Instead of accepting the presence of residual loss, owners and investors
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such as private-equity fund managers can limit both managerial opportunism
(formerly satisficing and management discretion) and the countervailing interests
of non-shareholder stakeholders (formerly more inclusive distribution) through a
combination of incentives and monitoring mechanisms.


The private-equity business model and employment relations?


What disconnection?


The theoretical argument developed herein suggests that business strategies and
approaches to corporate governance are, within contemporary capitalism, dom-
inated by investor and shareholder interests. In addition to this, accumulation
strategies associated with these interest groups, such as the PEBM, disconnect
evaluation of employment relations as a practitioner concern and a broadly
defined academic discipline. This is the case because the PEBM is not readily
evaluated theoretically or empirically beyond its alleged efficiency bearing char-
acteristics, which are measured more or less exclusively in terms of investment
returns. Indeed, at firm level the ways in which business strategy and corporate
governance is informed and shaped by the PEBM, and how in turn this informs
and shapes approaches to employment relations, is unclear. Other than refer-
ences to the institutional configuration of the American and British business
system and the short-termism that this encourages, the broadly defined com-
munity of employment relations scholars appear to have ceded critical evalua-
tion of the distributional impact of the PEBM on the basis of first mover
advantage to those who articulate its efficiency credentials.


Corporate governance and employment relations under private equity


Theoretically and empirically businesses governed or potentially governed by
the PEBM are presented as exemplars of competitive success. This is the case
because the theory of efficient capital markets and the logic of private-equity
acquisition stimulate efficiency either in management action at the level of the
firm or in the market for corporate control. The attraction of private-equity
funds for investment practitioners and institutional investors is the compara-
tively high rates of return which (prior to the recent credit crunch) averaged
between 15 percent and 20 percent compared to average returns of 6 percent for
the FTSE all share index (BVCA, 2008). These returns lead academic supporters
and practitioners to argue that businesses governed by private equity secure
higher returns for investors and shareholders, deliver higher productivity and
create more jobs than equivalent plc firms (Bacon et al., 2004; BVCA, 2008;
Gilligan and Wright, 2008). In many cases the business model does secure the
benefits identified in these claims and the studies that support them. As
Thompson (2003: 359) points out, those who ply their trade by purveying
ideas – academics, policy entrepreneurs and consultants – have a vested inter-
est in proclaiming the new and representatives of each of the three purveyor
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groups argue that workers have nothing to fear from private-equity ownership.
Gilligan and Wright’s (2008: 39) survey studies of how private equity impacts
on HRM conclude that the picture is mixed but not negative. Similarly, CIM-
BOR (2008) for the European Venture Capital Association (EVCA) argue that
across Europe private equity has little impact on employee relations but on aver-
age increases employee earnings. The Walker Report (2007) on disclosure and
transparency in private equity proposed a continuation of voluntary regulation
and was therefore largely silent on employment relations. However, below the
survey method that the majority of these studies employ, there is no theoretical
evaluation of private equity or the PEBM at business system level, firm level or
workplace level other than references to stock terms such as active ownership,
rapid organizational change and powerful management incentives. Indeed, an
EU sponsored study found that the financial success of private equity is the only
focus of most studies. Therein returns to internal stakeholders (investors and own-
ers), is paramount, with a focus on employees or change in workplace employ-
ment relations beyond the rubric of these studies (Gottschalg, 2007). This first
mover advantage makes it much harder to argue that not everyone is a winner
in these situations – so paraphrasing Thompson (2003); how might employers
find it more difficult to keep the employment relations side of the bargain?


First, at system level, what remains academically unstated is that the diffu-
sion of the PEBM and the growth of the private-equity sector is a competitive
driver behind the move to shareholder value as a key measure of corporate per-
formance. Theoretically this driver is the missing competitive and institutional
innovation identified as the limiting factor in the diffusion of shareholder
capitalism and its operational sustainability. O’Sullivan’s (2000: 2) historically
informed evaluation of contemporary developments in business strategy
demonstrates that, in order to sustain investor and owner interests in share-
holder capitalism, managerial practice must be exclusively re-aligned towards
owner-investor interests. But more significantly, it is necessary to legitimize this
for workers, employers and society. The PEBM creates and sustains investor
value but requires a ‘downsize and distribute’ approach to business strategy,
corporate governance and the management of employment relations. Agency
theory provides the economic justification for this, citing the ‘slack’ and waste-
ful spending under managerial discretion. This rationale legitimizes the extrac-
tion of value from a wide group of stakeholders, re-distributing it across a
narrower group of key private-equity fund managers and investors.


Across business systems the contentious efficiency claims of the PEBM are
perceived by some actors and institutions as socially inappropriate and there-
fore less legitimate. As Thompson (2003: 368) suggested, comparatively not all
developments are generalizable across different types of business systems but
trends in product and capital markets do make the world smaller and diminish
institutional distinctiveness. The global presence of private-equity funds is one
such trend that is currently testing forms of capital, patterns of corporate gov-
ernance and employment relations more patient than American and British
variants. Empirically, it is clear that private equity and the PEBM operate across
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the EU (see Watt, 2008: 550–53) but, empirically, many American and German
firms and the majority of those in other business systems remained wedded to
national variants of managerial capitalism on the Chandlerian model. So, while
some ‘capitalisms’ might be more disconnected than others, the movement
towards investor and shareholder capitalism at system level dictates that private
equity and its associated business model become significant actors across
different types of business systems.


However, diversification in ownership or governance regimes at firm level
and movement towards a market-focused investor-driven model of employment
relations will be mediated by the embeddedness of established practices.
Stakeholder business systems such as Germany and Japan do encounter foreign
and domestic diffusion of private-equity investment, but this engagement with
the PEBM must evolve incrementally from a defined and systematically embed-
ded starting point. Empirically, this engagement may result in hybrids that con-
tinue some emphasis on stakeholder approaches at firm level. However, at
system level measures of convergence, such as the financialization of change,
manifested primarily in the growing prominence of credit and private equity,
co-exist with national divergence in the impact of financialization at firm level.
Analytically this reinforces established arguments in the ‘converging divergencies’
thesis (Katz and Darbishire, 2000).


A second disconnect for employment relations centres on the efficiency-
based discourse of private equity. Key (self-) attributes associated with private
equity at firm level – active management, rapid organizational change and pow-
erful management incentives – appear to be sufficiently attractive to both prac-
titioners and academic supporters to induce a state of amnesia with respect
to the potential impacts on workers at the receiving end of these attributes.
Theoretically these attributes can deliver value for fund managers and investors,
but the actual and potential employment relations outcomes of each attribute
may have distributional as well as efficiency consequences for workers. In com-
parison to plc firms, those governed by the PEBM (around 8% of American and
British private-sector employment) have higher leverage, a shorter-term focus
and requirement to service debt before any exit, and are more likely to sell and
downsize assets (including business units and pension schemes) by around 10
percent (WEF, 2008). So while some survey sources praise the efficiency creden-
tials of private equity backed firms, the discipline of financialization at system
level conflicts with a longer term organizational focus on HRM at firm level.


The potential of a third disconnect requires critically informed empirical
evaluation. Firms governed by the PEBM re-connect investors and owners and
disconnect managerial discretion within its institutionalized business class where
managers built overstaffed empires, paid themselves too much for not very
much, and avoided conflict with workers, customers, suppliers and taxation
authorities. The hegemony of agency theory is unable to countenance the possi-
bility that owner-investor interests may generate inefficiency. A reliance on share
options and the promotion of share price growth may generate a bigger share of
value-added remuneration, but what is empirically less clear is that this may not
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be the same as an increase in value added activities. Similarly, re-directing returns
to managers, owners and investors and aligning the interests of employees
with these groups may validate agency approaches, yet the revenues now
accruing to these groups would have been reinvested or distributed to a wider
group of stakeholders. It may be the case empirically, and it is the case theoreti-
cally, that corporate governance on the basis of the PEBM has a significant
influence on the reciprocity of commitments between employer and employees
which in turn will have an impact on the effectiveness of HRM regimes. Thus, in
agency theory, re-connecting finance and corporate capital can disconnect
corporate strategy and HR policy in the manner captured in Thompson’s
argument that employers find it more difficult (even if they aim to) to keep their
side of the bargain as a result of developments in the financial circuit of capital.


Conclusions and theoretical reflections


This article does not question the attraction of the PEBM for investment prac-
titioners. What it does seek to highlight is the disconnection between the finan-
cial performance of private equity backed firms and the performance of the
business system as a series of integrated embedded institutions. This is the way
in which I develop the term disconnected capitalism from the position laid out
by Thompson (2003). My usage of the term highlights a disconnect between
employer objectives at the level of the firm and the shift to the imperative of
investor and shareholder value as a business system driver. This does not mean
that HR commentators who highlight the central significance of resource-
based approaches to the firm, or business partnership models for strategic
HRM, are wrong or in denial. However, the issue of financial performance,
now calibrated on the basis of investor and shareholder value at the level of
the business system rather than strategic choice in HRM at firm level, is not
integral to their analysis.


As with Thompson’s thesis, this article is not merely a critique. It seeks
to analyze a current development present in most business systems, not in the
form of a model building exercise but in terms of the disconnecting effects
that private equity and the PEBM have on established circuits of capital and
institutionally defined management and labour interests in national business
systems. For example, how much of the capital in the British business system
has to be owned by private equity before the variations in patterns of own-
ership, corporate governance and employment relations weaken the idea of a
British (based and owned) business system to the extent that the idea
becomes less workable as a methodology for research? Currently, less than
10 percent of British business is disconnected from the institutional routine
of the British business system. The argument presented here is incomplete – a
critically based systematic empirical evaluation of corporate governance and
employment relations under the PEBM is yet to be undertaken. Yet the fur-
ther disconnects highlighted here may expose key organizing concepts
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deployed by academics – the country of origin effect in international busi-
ness and comparative and international HRM. What nationality are these
firms; who actually owns them and within which corporate governance
regime are they registered and regulated?
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Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London SW1H 0ET 
 
 
Dear Adam 
 
A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
    
IMA represents the asset management industry operating in the UK.  Our members include 
independent fund managers, the investment arms of retail banks, life insurers and 
investment banks, and the managers of occupational pension schemes. They are 
responsible for the management of £3.4 trillion of assets, which are invested on behalf of 
clients globally. These include authorised investment funds, institutional funds (e.g. 
pensions and life funds), private client accounts and a wide range of pooled investment 
vehicles. In particular, the Annual IMA Asset Management Survey shows that in 2009 IMA 
members managed holdings amounting to 40 per cent of the domestic equity market. 
 
In managing assets for both retail and institutional investors, IMA members are major 
investors in companies whose securities are traded on regulated markets.  Therefore, we 
have an interest in the effective, efficient and transparent allocation of capital and the long 
term sustainability of UK companies.   We welcome the Department for Business Innovation 
& Skills issuing this call for evidence and giving us the opportunity to comment and set out 
in the attached our comments on the detailed questions and below our key points. 
 
In the Paper the Secretary of State asks whether more needs to be done to secure growth 
and whether the UK’s corporate governance framework promotes long term growth or 
undermines it.  It is widely accepted that the UK operates high standards of governance and 
that successive codes and the operation of the “comply or explain” regime have led to a 
steady improvement in the stewardship of UK companies.  As he acknowledges in the 
Foreword, “we are now building on our high standards of corporate governance with a new 
Stewardship Code” and also have a new Corporate Governance Code which is effective for 
financial years beginning on or after 29 June 2010.    
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The role of shareholders in markets (Chapter 4) 
 
We believe the case has not been made that there is a problem of excessively short term 
behaviour by investors.  The great majority of investors in UK equities continue to manage 
their clients’ money in ways that seek to build value over the long term, whether those 
clients are institutional investors like pension funds or investors in retail funds.  They do so 
because it is in their interests to keep their clients by delivering sound performance over the 
longer term.  We think it is a mistake to put excessive reliance on average portfolio turnover 
figures; these can be a misleading indicator of how long a manager holds particular stocks, 
and may be distorted by the inclusion of trading by hedge funds and other investors with 
explicitly short term strategies. 
 
We were troubled to read some serious misapprehensions in the section headed “Agency 
problems” (paragraphs 4.23-29); these are addressed in more detail in the attached 
answers to the questions.  But in summary, this section fails to recognise that the incentives 
created by the agency nature of investment management – under which client assets are 
held separately from the manager and remuneration is by an arm’s length fee – are 
fundamentally different from those of a proprietary trader or other entity trading its own 
assets.   
 
Thus, the suggestion that investment managers can generate income for themselves 
through fees from excessive portfolio changes is wholly mistaken.  Very similar 
misunderstandings run through the discussion of fund manager remuneration, which is in 
any event currently being addressed by the Financial Services Authority.   
 
Shareholder stewardship 
 
IMA supports the transparency afforded by the UK Stewardship Code and the related FSA 
requirement that investment managers disclose their commitment to the Code or explain 
their alternative business model.  We are working with the FRC in monitoring what this 
means in practice and plan to report in March 2011.  We consider that these new initiatives 
should be given time to take effect before changes to the UK’s corporate governance 
regime are considered.  Nor do we believe that changes to the regime would necessarily 
promote long term growth in that the most important factor is the underlying business 
environment: the availability of skills; the supporting infrastructure; and a tax system that 
encourages innovation and ensures the UK remains competitive.   Indeed with so many UK 
companies deriving revenues from overseas, it is vital that the UK’s market is open to 
international investment – as noted above, UK institutional investors only hold around 40 
per cent of the UK equity market. 
 
We think, however, that the Call for Evidence may not fully recognise the limitations in what 
shareholder engagement can achieve.  Investment managers do not run companies; they 
do not set strategy; and they are not insiders, having access only to information that is 
available to the market as a whole.  Managers compensate for such information 
asymmetries by diversifying their portfolio construction.  Also UK investment managers 
typically have relatively small holdings, particularly in larger companies.  This can at times 
make it difficult for them to be effective on their own and yet there are concerns that 
should they come together and act collectively, issues of insider trading, changes of control, 
and industry collusion and “the concert party” rules could be triggered. The FSA has issued 
guidance and the Takeover Panel a Practice Statement to help allay these concerns and 
facilitate collective engagement.   However, it is questionable whether these go far enough 
in that a number of our members still have concerns and the guidance and Practice 
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Statement will not necessarily change behaviour in that uncertainty still remains.  
 
The Paper recognises the issues around the changing nature of UK share ownership and an 
area the Government could address is the fact the UK tax system acts as a disincentive to 
investment in equities.   Thus with an investment in equities there is stamp duty on 
purchase, the dividend income is taxed and paid out of profits that have been subject to 
corporation tax, and there is tax on any gain on sale, whilst bonds and cash are only subject 
to income tax.  In particular, stamp duty on the purchase of shares increases the costs of 
capital and reduces returns to investors, and we would welcome its abolition. 
 
Please contact me if you would like clarification on any of the points in this letter or the 
attached, or if you would like to discuss any issues further. 
 
Yours sincerely  


Liz Murrall 
Director, Corporate Governance and Reporting 
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ANNEX 
IMA’s ANSWERS TO THE DETAILED QUESTIONS RAISED 


IMA’s answers to the detailed questions raised are set out below. 


THE BOARDS OF DIRECTORS 
 
1: Do UK boards have a long-term focus – if not, why not? 
 
We believe that in general UK boards have a long term focus and do not base their strategic 
decisions on short term movements in the share price.  We know of no evidence that Board 
policies are driven by short term share price movements – in any case effecting change to a 
company’s commercial strategy takes time, and can only be done within a long term 
framework.  In order to benefit their company’s shareholders, employees and other 
stakeholders, it is important that boards plan for the long term as is now recognised in 
Section 172 of the Companies Act 2006, which introduced a statutory duty for a company’s 
directors to act to promote the long term success of the company. 
 
2: Does the legal framework sufficiently allow the boards of listed companies to 
access full and up-to-date information on the beneficial ownership of company 
shares? 
 
It is a Companies Act requirement that shareholdings in any UK listed company of three per 
cent and over have to be disclosed.   For shareholdings of less than three per cent, Section 
793 of the Companies Act 2006 allows a public company to require a person it knows, or 
has reasonable cause to believe, has an interest in its shares to disclose the fact.   
 
We consider these provisions strike the right balance in that we would have serious doubts 
about the practicability of requiring all investors to provide such information.  Nevertheless, 
due to way shares are held under nominee names such that shareholders are not readily 
identifiable, companies may not know when it may be appropriate to make such an enquiry.  
Thus it would be helpful if institutional investors ensured that, where they have holdings in 
nominee names, they alert companies to their identity and reveal in which name they hold 
their shares.  
 
Even when a company has identified the investment manager concerned, it may not be 
obvious which part of the group – which geographic office, or which subsidiary, for example 
– is the investor.   To address this, consideration should be given as to whether registrars, 
custodians, investment managers and issuers could provide a more comprehensive service 
than is available today.   
 
SHAREHOLDERS AND THEIR ROLE IN EQUITY MARKETS 
 
3: What are the implications of the changing nature of UK share ownership for 
corporate governance and equity markets? 
 
Around twenty years ago UK insurance funds and pension schemes were typically the major 
long term owners of UK equities with exposures approaching 60 per cent of the UK equity 
market.  As the chart at paragraph 4.2 of the Paper indicates, since the mid-1990s the 
proportion of UK equities owned by UK institutional shareholders has declined from 60 per 
cent to 40 per cent.  There are several reasons for this.   
 
First, there has been a trend worldwide towards investing in international equities and not 
just domestic shares.  Secondly, the equity allocations of UK pension funds and life insurers 
have declined, reflecting the changing nature of liabilities and the impact of accounting and 
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solvency based regulation. The UK tax system can also be a disincentive to invest in equities 
– see question 8.  At the same time while there has been strong growth in UK mutual fund 
holdings of UK equities, this has not been sufficient to counteract these other trends.  
 
As noted in the Paper “the consequences of the international investment market have been 
overwhelmingly positive for the UK1”.  However, it can be more difficult for overseas 
shareholders to engage with UK companies which, given their increasing presence on UK 
share registers, can further limit what engagement can achieve – see covering letter. 
 
4: What are the most effective forms of engagement? 
 
There is no clear agreement on what is meant by the terms “engagement” or “stewardship”.  
The preface to the Stewardship Code states: “engagement includes pursuing purposeful 
dialogue on strategy, performance and the management of risk, as well as issues that are 
the immediate subject of votes at general meetings”. 
 
However, engagement includes any procedures by which institutional investors seek to 
improve long term value, and can involve more than just dialogue for example, in extremis 
it can include tabling a resolution or convening an Extraordinary General Meeting.  It is now 
an FSA requirement that investment managers disclose on their websites their commitment 
to the UK Stewardship Code or their alternative business model.  The Code sets out good 
practice for engagement and in summary, expects institutional investors to: 
 


 disclose publicly their policy on how they will discharge their stewardship 
responsibilities (so that there is transparency on their approach, if any, to 
engagement); 


 monitor their investee companies (essentially so they can determine when it is 
necessary to enter into an active dialogue with investee company boards); 


 be clear when and how they will escalate their activities;  
 have a clear policy on voting and disclosure of voting activity; and 
 report back to clients. 


 
The Code, which is to be applied on a comply or explain basis, allows investors to take a 
range of approaches – for example, some may be more proactive and meet with companies 
regardless of whether there are issues, others may be reactive and only enter into a 
dialogue when there are concerns, whereas others may restrict their activities to voting.   
How a manager engages and what is the most effective means of doing so depends very 
much on the circumstances concerned and the expectations of its clients. 
 
5:  Is there sufficient dialogue within investment firms between managers with 
different functions (i.e. corporate governance and investment teams)? 
 
The interaction referred to in question 4 may take place at any level within the respective 
organisations involved – investment managers may involve individual fund managers, 
analysts and corporate governance staff, and the corporates may include both executive 
and non-executive directors, and other management and personnel.   Most meetings with 
managers will be on issues about company strategy/performance and in the main are 
attended by fund managers and research analysts.  But investment managers often employ 
governance experts, with voting and other agencies to assist, which may have different 
lines of communication with companies, for example, via the Company Secretary or NEDs.   


 
1 Paragraph 4.3. 
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Investment managers seek to ensure that different messages do not pass along these 
different channels of communication. IMA benchmarked the industry’s engagement and 
adherence to the Statement of Principles2 drawn up by the Institutional Shareholders’ 
Committee (ISC3), and on which the Stewardship Code is based through regular surveys.  
The last survey to 30 June 20084 covered 32 investment managers representing 68 per cent 
of UK equities under management, and described how they seek to ensure that 
engagement is integrated into the investment process.  Thus 30 managers reported that the 
engagement policy is approved at a senior level in the organisation.  Similarly, for 18 
managers the final voting decision on a controversial issue is taken at a senior level and a 
further 13 firms actively involve the individual fund managers; in only one is the decision 
reserved for the engagement specialists. 
 
More recently, the Guidance to Principle 1 of the Stewardship Code expects managers to 
disclose their internal arrangements on how stewardship is integrated into the wider 
investment process5.   We are working closely with the FRC in monitoring adherence to the 
Code for 2010.   We plan to publish the final report on this monitoring exercise in March 
2011 and are specifically looking at this issue. 
 
6: How important is voting as a form of engagement?  What are the benefits and 
costs of institutional shareholders and fund managers disclosing publicly how 
they have voted? 


Voting is important as a means for shareholders to express a view but, as noted under 
question 4, stewardship/engagement is more than just voting in that it is an ongoing and 
regular process.   A focus on voting undermines this in that, whilst institutional investors will 
vote their shares, they will often seek to influence management in advance of the vote and 
may only vote against company management when that engagement has failed.    


IMA supports transparency and the UK Stewardship Code expects institutional investors to 
disclose their voting polices publicly and to report to their clients on how they have 
exercised their responsibilities.  It also states that they should disclose publicly how they 
have voted and where they do not explain their reasons – a “comply or explain” approach.   
However, we are strongly against fund managers being required to disclose how they have 
voted to the public for the reasons set out below. 


 The voluntary approach is working and an increasing number of managers are making 
their voting records public.  The industry is committed to ensuring that the voluntary 
approach delivers. IMA’s regular surveys on its members’ engagement activities 
confirmed that managers increasingly put details of their voting on their websites and 
make them public.  According to the last survey, as at 30 June 2008, 24 managers put 
details on how they had voted on their website, compared to 15 as at 30 June 2006; 10 
in 2005; and seven in 2004.  One disclosed its policy on disclosure.  As noted, we are 
currently monitoring adherence to the Stewardship Code and plan to report on this in 
March this year.  However, our preliminary findings indicate that as at 30 September 
2010, 26 asset managers and six pension funds made details on how they have voted 
public with two asset managers committing to do so in the future.  Of the 13 asset 


 
2 http://www.investmentuk.org/press-centre/2002/20021021 
3 The members of the ISC are: the Association of British Insurers; the Association of Investment Companies; the National 
Association of Pension Funds; and the Investment Management Association. 
4 http://www.investmentuk.org/press-centre/2009/20090520-01 
5 The Stewardship Code is now the responsibility of the FRC which is listing those managers that 
commit to the Code on its web site with a link to the manager’s policy statement.    
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managers that did not publicly disclose, in all cases they made this information available 
to their clients (some on request) and some stated that they do not publish publicly for 
reasons of confidentiality. 


 The voting process could be undermined.  Public disclosure could undermine and 
generally “dumb down” the voting process due to the sensitivity of the issues and the 
confidentiality necessary.  Public knowledge of a disagreement with investee company 
management may also have an adverse effect on value without solving the 
disagreement and could result in institutional investors, their employees or clients, 
facing the risk of inappropriate pressure by special interest groups. 


 A “one-size-fits-all” requirement would undermine progress.  As well as looking at the 
number of managers that disclose, the IMA survey analysed voting details published on 
web-sites.  This showed a wide variation in the matters reported, indicating the 
complexity of this matter and the difficulty of introducing regulations that would require 
uniform disclosure.  In effect, imposing a “one-size-fits-all” requirement would 
undermine progress.  


 Disclosure would be costly.  For those that do not disclose, there would be costs in 
disclosure of: setting up systems; vetting the information; and analysing the 
information.  These costs are likely to be significant with no real benefit as the majority 
of retail investors take little or no interest in how votes are cast – they invest in funds in 
order to secure a return. 


 Mechanistic, meaningless reporting would result.  Requiring disclosure would result in 
pages of statistics and tables, which could be meaningless without further analysis.  
Furthermore, as investment managers act for different clients, they can vote a particular 
block of shares different ways.  For example, some beneficial owners give managers 
discretion to vote, some give specific instructions and some ask that the 
recommendations of a particular voting service are followed.  It would not be 
appropriate for the number of shares voted to be disclosed and thus managers will end 
up disclosing "some shares were voted against, some were voted for and some were 
consciously with held".  


In conclusion, we consider that the framework for disclosure under the Stewardship Code 
for those investment managers that commit to it is working well. 
 
7: Is short-termism in equity markets a problem and, if so, how should it be 
addressed? 
 
Very often the term “investor” is used to describe a range of players in the equity markets: 
the buy side firms and the investment managers that manage pension funds, insurance 
funds and collectives; the sell side firms that provide specialist research to the buy side and 
execute proprietary and client orders; and proprietary firms that trade their own capital.  
These participants each have a role in the market place but are highly diverse and operate a 
range of strategies and approaches. 
 
To consider investment managers specifically, there is a similarly wide spread of 
approaches.  Many managers of retail funds and of institutional money continue to pursue 
classic “buy and hold” strategies.   Indeed this is the essence of “active” fund management 
– the manager seeks to identify stocks which are under priced by the market and buys them 
in the expectation that over time the return will be greater than that of the market as a 
whole.  This remains one of the most important techniques that fund managers seek to 


7 







ANNEX 
IMA’s ANSWERS TO THE DETAILED QUESTIONS RAISED 
 
deploy.  In more recent years, there has been a growth of alternative investment strategies, 
for example, hedge funds and other investors pursuing “quantitative” strategies which may 
involve turning over portfolios more rapidly.  The emergence of such strategies would 
shorten average holding periods across the market even if the behaviour of most managers 
is unchanged. 
 
We note the reference to holding periods having fallen from 5 years in the 1960s to 8 
months today6, and have looked again at the Bank of England source which is cited.  The 
paper in question provides no analysis in support of this conclusion, save a chart which 
suggests that the steepest declines in holding periods occurred in the late 1960s and early 
1980s:  it is far from clear what the implications of this are for policymaking in 2010.  In any 
case, turnover figures in themselves can be misleading:  turnover can be the result of 
changes in the composition of indices; investor funds flowing into or out of open-ended 
funds; or mandate changes by institutional clients.  None of these has anything to do with 
short-termism.   We are seeking to gather more material on portfolio turnover rates and will 
write to you again in due course. 
 
It is vital that there are both long and short term participants to ensure market liquidity and 
reduce the cost of capital.    Within the investment management industry itself there are a 
range of approaches and strategies.  In particular: 
 
 Of the £1.6 trillion of equities that IMA members manage, we estimate that around 30 


per cent is run passively.  Of the actively managed component, there are likely to be 
considerable holdings that could not be characterised as short-term:  beating 
benchmarks still requires you to have quite a proportion of a given market, although 
approaches and turnover levels obviously vary.  There will always be changes in 
holdings at the periphery as investors buy or sell as clients change or align holdings 
according to changes in an index for an index fund.   These changes tend to be small 
but can distort turnover figures.  


 
 Institutional mandates are generally awarded by clients who look at performance over 


five years.  While performance will naturally be monitored regularly – typically quarterly 
– it would be very rare for mandates to be terminated on the basis of short term 
underperformance.   Also whilst the actual investment entity may be awarded fees 
based on quarterly performance, individual portfolio managers’ performance is assessed 
on a medium to long-term basis (we understand one, three and five year timeframes 
are used) and other factors are taken into account. 


 
 In 2004, we sponsored a survey jointly with the NAPF on the length of manager 


mandates - http://www.investmentuk.org/assets/files/press/2004/20040913-01.pdf.  
This followed a focus on short-termism in the Myners' Report of 2001 and subsequently 
by the Treasury.  While it showed that investment managers were under some pressure 
from pension funds to deliver performance in the short term, they typically retained 
mandates for five years or more, so that there was little sign of poor short term 
performance leading to the mandate being lost. 


 
 It is usually assumed that there is good governance unless something suggests 


otherwise and governance does not tend to detract from an investment decision in 
itself.  Bad governance could deter a fund manager from buying shares but is more 
likely to contribute to a decision to sell, especially if the fund manager has been unable 


                                        
6 Paragraph 4.19 
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to address issues through other means.   This is more difficult the less liquid a security 
is and in the interests of protecting an investment's value, can force fund managers to 
look at removing and replacing directors if they can and it is not too costly.  


 
8: What action, if any, should be taken to encourage a long-term focus in UK 
equity investment decisions? What are the benefits and costs of possible actions 
to encourage longer holding periods? 
 
As noted under question 7, participants in the market are diverse and it is important that 
there are both long- and short- term investors for market liquidity.  Thus we do not consider 
that any action is needed to encourage longer holding periods for UK equities.  Indeed to do 
so could adversely impact market liquidity and increase the cost of capital.   
 
Some have suggested that longer holding periods could be encouraged by giving 
preferential rights to those that hold shares for the longer term.  However, there are 
significant practical issues in differentiating shares. For example, some investors (for 
example, index funds) are by definition long term but on their initial investment would be 
treated as short term. Nor is it clear why an active investor when it first makes a considered 
decision – which could be the outcome of prolonged analysis and research – to take a 
position in a company should be disadvantaged; this would almost certainly create market 
distortion. It is also unclear how an increase (or reduction) in an existing holding would be 
treated; if an existing long term holder was able to get the same treatment for new 
purchases, it would be very easy for any investor to secure better rights by taking very 
small holdings in many companies. 
 
Whilst we do not consider there need to be incentives to hold equities long term, steps 
could be taken to encourage more investment in equities in that the UK tax regime acts as a 
disincentive.  Thus with equities there is stamp duty on purchase, the dividend income is 
taxed and paid out of profits that have been subject to corporation tax as is any gain on 
sale, whilst bonds and cash are only subject to income tax.  In particular, stamp duty on the 
purchase of shares increases the costs of capital and reduces returns to investors and we 
would welcome its abolition. 
 
9: Are there agency problems in the investment chain and, if so, how should they 
be addressed?   
 
Paragraphs 4.23 to 4.29, which refer to agency issues, state incorrectly that “fund 
managers can generate income for themselves through fees related to the number of 
portfolio changes (which could lead to excessive churn in the equity markets) yet these may 
not necessarily result in increased long term value for their clients7”.  
 
This comment reveals a fundamental misunderstanding about the nature of investment 
management business.  Investment managers are paid by agreed arms-length fees, 
normally a percentage of funds under management.  Client assets are held separately from 
the manager.  An investment management firm does not have an incentive to over-trade 
portfolios, because the associated costs would simply reduce investment performance (and 
hence a firm’s competitiveness in attracting clients) and its revenues, because of the ad 
valorem nature of fees.  Trading commissions accrue to market makers and brokers, not to 
investment managers, in whose interest it is to keep such costs to a minimum.  
 


 
7 Paragraph 4.25 
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It follows that the principal-agent problem posed in this section does not arise.     
 
10: What would be the benefits and costs of more transparency in the role of 
fund managers, their mandates and their pay? 
 
Investment managers owe their duty to their clients.  Those clients may be institutions 
which have given specific mandates which the manager must adhere to:  it is for the client 
to specify how it wishes the money to be managed and what reporting requirements to put 
in place.  Managers are fully transparent with their clients. As discussed in the response to 
question 7 above, there is little evidence that we are aware of that this is giving rise to 
excessive short-termism.   
 
For retail funds, there is not of course the same dialogue between manager and client.  But 
authorised retail funds are subject to strict regulatory rules requiring them to be transparent 
about charges, pricing, portfolio composition and other matters. 
 
As noted above under question 6, IMA supports transparency and it is now an FSA 
requirement that investment managers disclose on their websites their commitment to the 
UK Stewardship Code or their alternative business model.  This will ensure that those that 
appoint investment managers to manage their funds are aware of how a manager exercises 
its stewardship responsibilities, if any.   
 
The Code also expects those that commit to it to report to their clients on how they have 
exercised their responsibilities and also to have a public policy on voting disclosure.  We are 
working with the FRC in monitoring what this means in practice.  As part of this, we are 
evaluating the disclosures and the underlying activities that support those disclosures.  We 
plan to publish the final report in March 2011 and consider that this framework should be 
given time to take effect before other initiatives are considered. 
 
The question about pay seems to stem from the same misunderstanding that is behind 
Question 9.  See, for example, the comment in paragraph 4.28 “Investors suffer if the fund 
managers acting on their behalf take too much out of the system”.  While it is true that the 
level of fees has an impact on performance, this comment is made in the context of a 
paragraph about pay of individual fund managers.  Individuals are paid by the firm, not by 
the client, so that decisions about an individual’s remuneration do not affect the cost to 
clients. 
 
The remuneration of individual fund managers is currently being addressed through the 
FSA’s implementation of the Capital Requirements Directive, and we do not believe there is 
a case for further regulation.   
 
DIRECTORS’ REMUNERATION 
 
11: What are the main reasons for the increase in directors’ remuneration? Are 
these appropriate? 
 
IMA considers remuneration, including directors’ remuneration, is ultimately determined by 
market forces in a free economy. The largest and most successful companies have to 
compete globally for talent, and ensure they can recruit the best people.  
 
12: What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration? 
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IMA believes the membership of the remuneration committee should remain a committee of 
the board made up solely of board members.  Whilst the remuneration committee is free to 
take the views and advice of others, as it sees fit, remuneration is a board responsibility, 
and should remain so.  Institutional investors do not seek or want management 
responsibilities for remuneration. 
 
13: Are shareholders effective in holding companies to account over pay? Are 
there further areas of pay, e.g. golden parachutes, it would be beneficial to 
subject to shareholder approval? 
 
In accordance with UK company law, shareholders have an advisory vote on the board’s 
remuneration report at the AGM and have to approve all equity related share incentive 
schemes.  We consider that this regime is effective and do not see any need for change.  
Moreover, although shareholders have a vote on the remuneration report it is not 
necessarily something that is significant in terms of shareholder value.  For example, a 
recent report led by the IMA Chairman8 noted that on average the cost to shareholders of 
fees paid to investment banks for underwriting rights issues was more than ten times the 
annual remuneration of directors, yet attracted far less attention. 
 
The Paper refers to golden parachutes (payments made to directors to compensate them 
for loss of office) and the fact they are not subject to shareholder approval if made under 
an existing contractual entitlement.  IMA considers it would be impractical for such 
payments to be subject to shareholder approval as the payments need to be agreed with 
the director at the time of departure, and before it would be possible to convene a special 
meeting of shareholders.  Also a requirement to convene a special meeting solely for the 
purpose of approving such a payment would be expensive for companies. 
 
14: What would be the impact of greater transparency of directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
IMA supports transparency around directors’ remuneration, including the composition of pay 
and the link between pay and performance.  We consider that the requirements of the 
Companies Act and the Directors Remuneration Regulations already require disclosure of 
directors’ remuneration, and the Directors’ Remuneration Report is subject to an advisory 
vote at the AGM.  In addition, following the Companies Act 2006, new Regulations included 
a requirement for listed companies to make a statement in the board’s remuneration report 
as to how the workforce’s pay and employment conditions were taken into account when 
determining directors’ remuneration. 
 
In this context, at times the existing transparency has had the unintended effect of ramping 
up remuneration by the publicity given to league tables of remuneration and there needs to 
be some caution about increasing this.  Also there has been an over focus on remuneration 
policies in relation to the board in the UK following the Directors Remuneration regulations.  
What is more important is the incentives that drive the executive- these are not well 


 
8 Rights Issue Fees Inquiry, Institutional Investor Council, December 2010. 
http://www.investmentuk.org/assets/files/research/201013-rifireport.pdf 
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explored.  We would also caution against the UK setting remuneration or taxation 
requirements that would place it at a competitive disadvantage internationally. 
 
TAKEOVERS 
 
15: Do boards understand the long-term implications of takeovers, and 
communicate the long-term implications of bids effectively? 
 
To ensure that boards understand the long term implications of takeovers and communicate 
this effectively, we consider there would be merit in requiring disclosure in the offer 
document on how the directors believe the offer fulfils their duties under the Companies Act 
to promote the success of the company and to consider the long term effects on all 
stakeholders.  This should also be explained in the response by the offeree.  The offeree 
company’s board needs to consider whether the bid is better value than what the existing 
management expects to deliver and balance the value of taking cash now versus the 
uncertainty of equity. 
 
16: Should the shareholders of an acquiring company in all cases be invited to 
vote on takeover bids, and what would be the benefits and costs of this? 
 
We concur with the statement in the Paper that “there is broad consensus that takeover 
bids result in large share premiums for target firms.  However, the returns to shareholders 
of the acquiring firms are often zero or negative9”.  The existing Takeover Code has always 
existed to protect the interests of the target company’s shareholder and there are separate 
rules requiring the approval of the offeror company shareholders in respect of Class 1 
Transactions. 
 
Whilst we can see the attraction of this additional check and balance where the 
shareholders of an acquiring company should be invited to vote on takeover bids, we do not 
think it would be workable in the case of foreign acquisitions.  If offeror companies had to 
submit all their bids to their shareholders for approval, this could place UK bidders at a 
competitive disadvantage to any competing foreign bidder not subject to such a 
requirement.  Without a clear proposal for how this would be enforceable in overseas 
jurisdictions, we do not support this measure. 
 
OTHER 
 
17: Do you have any further comments on issues related to this consultation? 
 
IMA has no further comments to make on issues related to this consultation. 
 
 
 
 


 
9 Paragraph 6.3. 
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1. The Association of Financial Mutuals (AFM) was established on 1 January 2010, 


as a result of a merger between the Association of Mutual Insurers and the 
Association of Friendly Societies.  Financial Mutuals are member-owned 
organisations, and the nature of their ownership, and the consequently lower 
prices, higher returns or better service that typically result, make mutuals 
accessible and attractive to consumers.    


 
2. AFM currently has 57 members and represents mutual insurers and friendly 


societies in the UK.  Between them, these organisations manage the savings, 
protection and healthcare needs of 20 million people, and have total funds under 
management of over £80 billion. 


 
 
 
The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
UK business has for hundreds of years proved itself to be innovative, 
resourceful and successful.  Much of this is as a result of the business 
climate, which has nurtured capitalism and entrepreneurship.   
 
Most Boards recognise the tension that results from looking to serve the 
interests of owners and customers.  In the corporate world these 
interests seldom overlap; in financial services for example, customers 
interests’ are best served by a strong long-term performance for the 
company that enables it to offer a resilient capital position, make 
reasonable charges, provide good investment returns and high 
standards of service or pay claims when they emerge.  Shareholders 
interests are primarily in the value of their equity investment and/ or the 
dividend payment and as a result are more short term.   
 
The basis by which these two competing interests are managed will 
determine to what extent a board has an effective long-term focus.  Most 
corporate Boards find that the overarching priority to keep the financial 
analysts happy means that they are forced into developing a short term 
focus in order to bolster the share price. 
 
In comparison, mutual organisations do not have the two disparate 
audiences to satisfy, as the customers and owners are one and the 
same.  This means that mutuals can aim to deliver long-term value to 
their owners and in so doing meet the needs of their customers. 
 
 







Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
 
We do not have sufficient information to answer this question. 
 
 
 
 
 
 
 
 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
 
 
 
 
 
 
 
 







Question 4: What are the most effective forms of engagement? 
 
Comments 
 
Shareholder owned organisation will see the most significant aspects of 
engagement from institutional shareholders, who will provide the vast 
majority of voting at the AGM.  This tends to be the focus therefore of 
corporate efforts.  As mutual organisations we cannot comment on this, 
though our focus is on seeking engagement from policyholders, who 
generally have a very small holding in the organisation, even compared 
to the individual shareholders in corporates. 
 
Our experience of gaining engagement from members is that this is best 
affected by creating a broader sense of ownership in the company, to 
seek to share an understanding in the strategy, culture and priorities. 
 
  
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
 
 
 
 
 
 


   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
 
As mutual organisations, our experience is that many member-owners 
take their voting responsibilities seriously, and recognise the role they 
play in shaping future strategy within the business.  In general around 
4% of members vote at the AGM, though this fluctuates significantly 
across organisations: for example, many of our members operate a 
delegate system, where a small group of representatives attend the AGM 
on behalf of all others, and it is generally the case that voting is much 
higher if there is an issue of contention.  It is unclear how many of the 
very small shareholders in corporates vote. 
 







As member owned organisations that typically rely on one member one 
vote with no block holdings we have no experience of institutional 
shareholding.  Some of our members do however act as institutional 
shareholders in investing member funds, and there voting pattern and 
investment choices will be determined by their (investment) strategy 
which is presented each year to the AGM.  Where a company acts in 
accordance with a strategy appropriately presented to the AGM we do 
not see significant extra benefit in disclosing how they have voted, 
though we envisage for smaller firms in particular that the costs of 
regular disclosure would be significant. 
 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
Financial analysts and rating agencies impose severe sanctions on 
firms with short term problems, and this necessarily increases the 
pressure on management to take a short term view.  Rating agencies do 
not take proper account of the long-term value of a business: for 
example, in financial services, greater value should be achievable by 
managing the book of business for the long-term, but rating agencies 
tend to give undue attention to new business sales- which are 
themselves very often a drag on performance.  Analysts need to 
understand better the underlying strengths of a firm and the drivers to 
long-term success, and reflect this in their commentary. 
 
 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
In part companies will increase long-term focus if the incentives are 
there for them to do so.  Managers in particular focus on the short term 
due to the pressure to show success quickly, and because the length of 
tenure for CEOs in UK companies is quite short. 
 
Aligning interests of the Board and managers with the long term 
interests of the company may be better achieved through the reward 
structures, but getting analysts and rating agencies to better understand 
the drivers to long-term success, and to reflect this in their commentary 
is key. 
 
That said, we are not convinced that corporates will ever focus 
successfully on the long-term- mutual models have been shown to be 
far more effective at achieving this.  Modernising the legislation for 







mutuals, to encourage the creation of new mutuals and to enable them 
to compete on more equal terms with plc organisations will provide a 
better result overall. 
 


 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
Evidence from the UK insurance industry shows that plcs remain 
heavily focused on maintaining dividend growth and the share price to 
the exclusion of good investment performance and new business 
growth.  This means that the short term interests of shareholders are 
treated as paramount. 
 
AFM research shows that amongst the six largest UK plc insurers 
dividends paid in 2009 were around £2.5 billion, and have remained 
static over time.  This compares with a period where profit has come 
under pressure, where the premiums earned in the UK insurance market 
have fallen significantly, and where policyholder returns, particularly on 
the investment side, have eroded even more quickly. 
 
In a plc it is too often the case that the rewards of managers are short 
term and not focused on good outcomes for customers.  For example, 
so investment managers will pay themselves a performance bonus for 
positive returns in a single quarter, even where this was preceded by 
three quarters of negative growth, and/ or the positive growth is below 
the market average.   
 
Interests of customers ultimately suffer, and the UK regulator (FSA), 
because it is not an economic regulator, feels unable to intervene where 
the market is distorted by failures in price of performance. 
 
 
 
 
 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 







 
Fund managers have built up a false reputation for low charges, based 
on the incomplete disclosure rules they are subject to.  AFM research 
has compared the average charges on an ISA/ unit trust with the 
average charges on mutual with profits policies (the latter have similar 
investment profiles, but benefit from underlying guarantees of capital 
and life cover).  Charges are typical 12% lower for a mutual with profits 
policy. 
 
Fund managers argue you “get what you pay for”, but our evidence also 
shows that over the long term a mutual with profits policy outperforms a 
typical managed fund by 15%. 
 
Mutual with profits policies also enjoy better service performance and 
are subject to much greater transparency- we conclude that the benefits 
of greater transparency would be to intensify the focus of managers on 
lowering costs and improving performance. 
 
 
 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 
 
As we cite in response to Q.9, shareholder and director returns are not 
always directly linked to performance of the business.  The main drivers 
tend also to include: benchmarking against market trends and last 
year’s pay.  The high turnover of directors means there is a 
disproportionately greater inflation in earnings and use of special 
incentives that may distort the whole. 
 
AFM has recently issued its first report on remuneration in the mutual 
sector.  Our analysis of the larger AFM members shows the median 
figure of total CEO remuneration was £313,373 for 2009, with a range of 
between £100,000 and £1.22 million.  By comparison, The Daily 
Telegraph Executive Pay Report published in May 2010 showed that the 
average pay for FTSE 250 companies in 2009 was £1.22M.  Most of our 
members would not fall into the FTSE 250 were they to demutualise, but 
even those that do generally earn significantly less that CEOs of 
equivalent organisations. 
 
The average CEO bonus for AFM members in 2009 was 19% of base 







salary.  Recent research by Deloittes into FTSE 250 companies came up 
with a figure of 60%. 


 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
 
AFM members’ run remuneration committees as sub-committees of the 
main Board.  In most cases the Board of a mutual will include a number 
of individual policyholders, who therefore play an active role in 
remuneration.  In a plc this would be the equivalent of holding places on 
the Board or its committees specifically for small shareholders.  We 
conclude this will improve the transparency and accountability of pay. 
 
Most large AFM members will include an advisory vote on executive pay 
at their annual general meeting, which ensures a broad understanding 
of pay across members.  Full details of executive and non-executive pay 
are included in the annual report. 
 
Other forms of mutual organisation include employee-owned 
businesses.  In these typically, staff share the benefits of a profitable 
year, and examples from John Lewis and similar indicate that this 
provides a healthy focus throughout the business of ensuring directors’ 
remuneration is held in line with all staff. 
 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
 
We have no specific evidence, but we do not believe that on the whole 
shareholders are effective in this area. 
 
 
 
 


 







 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
As stated above, AFM members are transparency with the customers/ 
owners.  Advisory votes at the AGM generally result in very high levels 
of approval- and members expect the explanation of pay awards to 
describe how pay interacts with corporate performance, which 
encourages a clear dialogue at the AGM. 
 
 
 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
Comments 
 
As mutual organisations we have no evidence to offer on this. 
 
 
 
 
 
 
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
 
As mutual organisations we have no evidence to offer on this. 
 
 
 
 


 







Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
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 Lawyer or accountant 
 Other (e.g. consultant or private individual) 
 
 
The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
What is the long run? Differs considerably from sector to sector. 
Building battleships takes a lot longer than opening new supermarkets. 
Technology changes faster in some areas than others, too. 
 
UK boards – somewhat archaic category given the transnational nature 
of many of our biggest firms. No doubt there are variations between 
companies in how they focus, but most companies want to be here for 
the long term. 
 
Government policies don’t help – subsidies are introduced and then 
withdrawn. Franchises on the railways are too short to encourage 
sufficient investment. 
 
Our very active market for corporate control is held to deter longterm 
investment, but I don’t quite see this. America has similar environment. 
Unconvinced that a Japanese or German style corporate environment is 
really in the interest of shareholders. 
 
 
 
 
 
 
 
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 







 
I don’t think this is a real problem. 
 
 
 
 
 
 
 
 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
I am not aware of any research that suggests sovereign wealth funds are 
more or less active shareholders than other institutional investors. All 
are bound by corporate governance rules relating to the jurisdiction in 
which the company is registered. 
 
The interpenetration of equity markets reduces the possibility of 
excessive regulation in any one jurisdiction. 
 
Today’s markets show higher turnover of shareholding because of 
falling costs of transfer and rapid dissemination of information – both 
resulting from IT developments. This is not a bad thing. 
 
 
 
 
 
 
 







Question 4: What are the most effective forms of engagement? 
 
Comments 
 
I disagree with the analysis in the document. As a shareholder I want to 
be able to move investments around. I do not want to participate in 
running companies. Nor do pension funds etc really want to do this, 
though they may pay lip service to the notion as this is the conventional 
political wisdom. 
 
Well-run companies which explain their policies and investment plans to 
shareholders, the media and the wider public will attract sustained 
investment. They respond to public criticism which will affect 
shareholders, but I do not understand what engagement means in this 
context or what it would bring to the party. 
 
 
 
 
 
 
 
 
  
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
This surely varies from firm to firm and I can’t believe any outsider can 
generalise. However in my experience these groups draw from people 
with different backgrounds, training and mindsets. 
 
 
 
 
 
 
 
   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 







 
(They can’t spell “publicly”!) 
 
This is the old question of voice versus exit in another context and I’m 
not sure voice is always the best solution! 
 
 
 
 
 
 
 
 
 
 
 







 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
 
No. 
 
 
 
 
 
 
 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
 
The costs of requiring longer shareholding could be reduced rates of 
return to institutions and individuals.  
 
Investors in publicly quoted companies are seeking the best possible 
return for themselves. Some (a) choose to hold shares in favourite 
companies for long periods. Others (b) prefer to move in and out of 
shares, hoping to exploit new information and analysis to make capital 
gains (ie arbitraging differences in streams of subjectively projected 
earnings).  
 
Incumbent management would no doubt prefer (a) to (b) but it is not 
clear that this would be in the interest of promoting a dynamic economy.
 
Governments consistently seem to think that they know better what the 
long term holds than the collective wisdom of investors. I don’t. 
 
 
 
 
 
 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 







Comments 
 
Of course there are agency problems, but this is surely for firms 
themselves to seek the best possible solution – not governments. 
 
 
 
 
 
 
 
 
 
 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
 
It might be useful to see what their mandates are. I don’t know what 
details of their pay arrangements would add. 
 
 
 
 
 
 
 
 
 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 







 
There is a free market, increasingly worldwide, for top businesspeople.  
Although pay rates are very high, companies believe that improved 
decision-making by top talent can improve returns by more than enough 
to cover the cost. This belief may of course be mistaken. Why is Wayne 
Rooney paid an enormous amount? Manchester United believe that he 
will help them win the Champions League. They may be wrong too, but 
as a major club they can afford it. What is the alternative? 
 
 
 
 
 
 
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
 
If it is widened to include political activists, trade unions, quangos etc it 
would just lead to increased animosity and lose some good people to 
less troublesome jurisdictions. 
 
 
 
 
 
 
 
 
 
 
 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 







 
If you have to report and seek approval for directors’ remuneration, all 
aspects should be disclosed I guess. 
 
 
 
 
 
 
 
 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
 
It is very difficult to devise incentive pay schemes which do not produce 
some perverse results. I do not believe any outside “experts” can 
adjudicate on this. 
 
The relationship between directors’ and employee pay is a political 
issue. There is no economic basis for saying the ratio should be smaller 
than the market dictates. 
 
 
 
 
 
 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 







 
Sometimes they do, sometimes they don’t. 
 
The well-known fact that a high proportion of takeovers/mergers are 
unsuccessful proves nothing at all. Many, probably most, decisions in 
business are wrong. Investments fail. The market decides. Putting 
further restrictions on takeovers is difficult to justify. 
 
 
 
 
 
 
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
 
You could argue that, for reasons of symmetry, shareholders of 
acquiring firms should vote.  
 
 
 
 
 
 
 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
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The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
There can be no complete answer to this question because it is too 
generalised. Regardless of the new strictures on long-term focus which are 
contained in the Companies Act 2006, boards of major companies will always 
claim that they are mindful of the all the factors that need to be taken into 
account in directing their companies, including those factors which impact on 
long-term and sustainable shareholder value. They will also claim that they 
pay due regard to the effective management of risk. Whether they do these 
things effectively is another question.  
 
In considering the extent to which companies have a long term focus, it must 
also be borne in mind that companies are to an extent driven by the 
investment motives of their shareholders. Boards are required to pursue 
‘success’ for the benefit of their shareholders (as a whole). This inevitably 
means that companies must take into account what they perceive to be their 
shareholders’ conception of what the benefits of investment are. While it is not 
possible to generalise about the motives of all shareholders, it is clear that 
many significant shareholders, including pension funds, seek short-term 
returns which exceed market benchmarks, and if they do not achieve this they 
will sell their investments and move to stocks which offer a better prospect of 
doing so. Increasingly also, investors are buying and selling shares on the 
market within very short times with little interest in doing anything with those 
shares other than making a short term profit. If substantial numbers of 
investors are motivated to act thus, and if this tendency has a material effect 
on companies’ share price, it is inevitable that the behaviour of company 
boards will be influenced. Accordingly, the achievement of a generalised 
commitment to long termism on the part of companies will be in part 
dependent on how boards can be encouraged to effectively withstand short-
termist pressures imposed on them by their investors and the markets. 
 
The issue could be said ultimately to revolve around incentives, since these  
drive behaviour. Anyone wanting to consider why many investors and boards 
find it difficult to take a long term view should weigh the incentives for short 
termism against the incentives for long termism. Incentives for short termism 
are many and arise from regulation, culture, custom and practice and apply to 
both companies and investors. Executives and others receive remuneration 
and/or bonuses based on short term measures. This rewards short term focus 
on present share value. Competitor pressures generally encourage a short 
term focus. For example, a competitor who cuts costs or takes on gearing to 
boost short term profits at the possible expense of long term success will be 
rewarded with a higher share price and its executives will be rewarded 


 







accordingly. The company which does not do so may be better positioned for 
the longer term but risks a hostile bid and its executives will receive smaller 
remuneration. From the investment side, pension fund trustees will, as 
referred to above, appoint professional investment managers and assess their 
performance on the basis of quarterly movements in the value of the equity 
(and other) investments under their control.  
 
Separately, tax rules encourage high gearing as interest is tax deductible. 
High gearing means a company has more pressure to deliver in the short 
term. In financial institutions, high geared transactions are not assets people 
want to hold for investment - they are more typically traders assets. Tax rules 
also discourage the payment of dividends. 
 
A further factor to take into account in relation to the question posed is that 
our reporting system does not facilitate analysis of long term value-building 
activity. In fact reporting can be misleading as, for example, reducing 
expenditure on, say, training will mean an immediate profit but may reduce 
profit in the longer term. Companies and investors and boards and analysts 
would benefit from using more complete measures of value added.  
 
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
The law gives companies rights to request basic information from 
shareholders as to the beneficial owners. Often, such provisions will also be 
incorporated into companies’ constitutions. We suspect though that, given the 
substantial and likely long-term increase in real-time share trading, the value 
of this right to companies is small. 
 
 


 


 







 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
There are significant implications for both governance and the markets. As 
mentioned in our response to Q1, the strong move towards real-time buying 
and selling poses real challenges to governance – if large parts of a 
company’s capital are being bought and sold as commodities, with their 
owners showing no interest in owning or exercising ownership rights, this will 
have a bearing on how boards are expected to acknowledge those investors 
in the governance process: if there is no readily identifiable body of investors 
who are the ‘owners’ of the company and who act as such, how are boards to 
be expected to be guided and supervised within the process of governance? 
The growing involvement of non-UK investors also has the potential to 
present cultural challenges to companies and regulators. We are aware of 
cases where investors from certain parts of the world, having taken out large 
but not majority stakes in UK companies, have seemed to find it difficult to 
understand the parameters and limitations of their powers as minority 
shareholders. This latter experience suggests that boards, in engaging with 
their shareholders, may need to have to develop new skills to manage these 
expectations. 
 
 
 
 
Question 4: What are the most effective forms of engagement? 
 
Comments 
In our experience, investors are being much more active in their engagement 
activities. In particular they are being pro-active in calling for one-to-one 
meetings with company boards. We believe that such engagement practices 
are very positive and trust that all major investors will go down this route in the 
wake of the new stewardship code. We would like to believe that investors 
who take a keen interest in engagement will be less likely to sell their shares 
quickly, so engagement plays a part in countering short-termism. 
 
More generally, a tick box mentality continues to cloud the way institutional 
investors look at corporate governance. This often frustrates the spirit of the 
requirements. Repeated attempts by governance code reformers from Lord 
Hampel onwards have not succeeded in addressing this problem. Although 
the Companies Act 2006 and the 2010 UK Corporate Governance Code 
attempt to instil a longer term focus, there is no sign yet of a change. The UK 
Stewardship Code seems to reinforce an emphasis on the Code provisions at 


 







the expense of the principles.  


  
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
 
This question is best answered by those in the investment community.  


 
   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
Voting in itself is a very important indictor of engagement as is disclosure of 
voting behaviour. It is particularly important for the major investors to disclose 
their behaviour so as to ensure that any concerted behaviour is apparent. 
 
 


 
 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 


 







As with the first question, this is in our view too generic to produce a 
conclusive answer. It will always be the case that investors will own shares for 
a variety of reasons, some will look for a short-term profit while others will hold 
their shares for motives of capital appreciation or because they actually do 
want to exert a governance influence – venture capital firms, for example, will 
follow this latter path.  
 
Institutional investors make up the largest group of investors who naturally 
should think longer term. Institutional investors, however, are professional 
investors who invest other people’s money. Paul Myners noted this means 
that large listed companies are effectively ownerless. It also means that 
managerial capitalism has taken over from owner based capitalism. The focus 
on shareholder value since the 1980s, and attempts to align executive and 
shareholder interests through performance based remuneration, provided 
motive and opportunity for executives to make short term personal returns for 
achieving short term business objectives. This focus also encouraged 
executives to retain profits and buy back equity rather than pay dividends.  
 
There is nothing wrong with this diverse ownership profile. But short-termism 
in itself can be damaging if it results in irresistible pressure on boards to 
govern and incentivise their businesses to pursue short-term outcomes which 
are counter-productive to the goal of more sustainable corporate ‘success’. 
There are steps that can be taken to encourage investors to adopt a more 
long-term approach, and by doing so reduce the short-termist pressures on 
boards, but ultimately it is likely that boards will need to be encouraged or 
empowered to set the long-term as being the primary measurement time 
frame of corporate success. We would also like to see more emphasis place 
on the longer term picture in company reporting, especially in narrative 
reports.  
 
 
 
 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
Controlling short termism by regulation, such as a requirement to retain 
holdings for a given minimum term, would be unworkable and massively 
harmful to the attractiveness of the UK equity market as a home for 
investment. Any action which encourages longer term investment decisions at 
the expense of shorter term decisions will inevitably reduce the attractiveness 
of the UK investment market to those seeking a short term return. 
 
There a two main difficulties with imposing any such financial disincentive. 


 







The first is that if other markets offer the returns that investors have been 
seeking in the UK, the funds will simply divert to those markets. The second 
and more practical point is that framing a financial incentive to encourage long 
term holding of equities is difficult.  
 
The obvious route to consider is through the taxation of the gains arising on 
investments. Models such as the taper relief extended to non-business 
personal investors seek to encourage long term investment by linking tax 
rates to length of holding term. However, overseas investors may avoid UK 
taxation altogether. UK corporate investors are (under current rules) subject to 
a totally different regime to individuals. Neither regime encourages long term 
holding, and indeed the removal of indexation and taper relief for individuals 
positively mitigates against long term holding of any capital assets. Revising 
the system to reintroduce differential taxation of gains for individuals would 
involve a major policy shift. Taxation of corporate equity holdings can fall to be 
taxed as income, chargeable gain or even be exempt from corporation tax 
altogether. To overcome the fragmentation of taxation regimes for 
shareholdings, a financial incentive to long term holding would need to be 
linked to the shares, rather than the holders tax status.  
 
Ultimately however, even if the tax regime were to be revised to encourage 
long term holding of investments, there would most likely be a reticence on 
the part of investors to rely on the new rules. Despite repeated calls for 
stability in the taxation of long term investments, be they pensions or capital 
assets, successive governments have imposed ever greater and more rapid 
rates of change on the tax system in relation to these long term investments 
(and as noted above, these changes have mostly been to reduce the 
incentive for long term investment relative to short term). The new 
government has, by definition, not had a chance to demonstrate whether the 
changes it has made since acceding to power will be enduring or simply the 
first of many. However, it now faces a dilemma, whether to retain the existing 
system (which does little or nothing to incentivise long term investment over 
short term) or change the system to encourage long term investment, a 
course which would in itself indicate a return to short term shifts in tax policy. 
 
 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 


 







Investors who operate via professional fund managers will reward those who 
have recently beaten the market. This introduces two distortions. Firstly, the 
shares owned by successful managers will become more popular, and even 
the managers themselves will invest more in their favoured stocks as 
investors reward them with more funds forcing the market price still higher.  
Secondly, the requirement to persistently “beat the market” on a quarterly 
basis imposes on fund managers a need to change their investments 
regularly. From the fund managers’ point of view, the “long term” is simply 
made up of a number of successive “short terms”; their long term results will 
be better if they string together a series of short term investments that 
individually outperform the market.  
 
 
 
 
 
 
 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
We agree that investment and fund managers play an important part in the 
process, since their behaviour, in aggregate, results in significant pressures 
on companies. There should be more disclosure of investment managers’ 
remuneration and incentive packages, as well as their mandates. In this 
context it should not be forgotten that companies themselves have an interest 
in the short term performance of their occupational pension schemes since 
the current market valuation of their net assets will be reported on their 
balance sheets.   
 
 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 


 







 
The increase in Directors’ remuneration seems to be linked to the ability and 
willingness of boards to sanction the rises, and the failure of other 
stakeholders to prevent them. It is not clear whether the lack of restraints 
imposed by stakeholders results from a lack of desire to do so 
(acquiescence), a failure to take advantage of available mechanisms to 
restrict directors’ pay (apathy) or a structural inability to restrict pay 
(impotence).  
 
In the case of shareholders, mechanisms are ostensibly in place to allow 
owners to influence remuneration policies and packages. The concentration of 
voting power in the hands of institutional investors means, however, that a 
significant proportion of the vote will be influenced purely by considerations of 
the performance of the investment. Fund managers tend to regard their job as 
profit maximisation rather than shareholder activism. In absolute terms, the 
marginal difference to profit levels of halving or doubling executive pay will be 
minimal, and less (whether upwards or downwards) than the effect of 
replacing the existing board or changing investments. Provided directors 
continue to generate profits, fund managers will invest in their companies. If 
the directors fail to generate profits, fund managers are more likely to switch 
investments to companies which are performing than spend time trying to 
influence the internal governance of what by their standards is a failed 
investment. 
 
Other stakeholders currently have little influence over executive pay. 
Employees have no direct statutory method to affect remuneration of directors 
in their employer, and there is a concern that their judgement may be clouded 
by envy and resentment rather than taking into account the going rate for 
executive talent in an international market place. Suppliers to big business, 
and customers of big business, have no real influence over directors’  
remuneration. In the case of suppliers, many of whom are themselves small 
or micro businesses, they have no incentive to challenge their customers, as 
the contracts they hold may be essential to their own continued commercial 
survival. Customers can impose the ultimate sanction of boycotting a given 
business, but it seems that such actions are rare.  
 
As a result, the sole effective restricting factor on executive pay has been the 
ability of executives to command pay packages at “the market rate”. The 
market at this level of course includes international competitors and unlisted 
enterprises. While remuneration information may not be publicly available for 
unlisted businesses, it is available to recruitment agents. For many executives 
the unlisted route to personal enrichment may be preferable to the more 
onerous world of the publicly listed company, and to attract the best talent, 
listed companies must be able to compete. Statistical evidence indicates too 
that the gap between US and UK executive remuneration has narrowed in 
recent years, adding further weight to the argument that the efficiency of the 


 







market is increasing. 
 
While we encourage transparency as a driver of behaviour, it must be pointed 
out that numerous academic surveys around the world have found that, far 
from controlling executive remuneration levels, increased transparency of pay 
levels shows a strong correlation with wage inflation for directors. Whether 
this is as simple as directors “holding the boards to ransom” over highly 
publicised remuneration packages available from competitors is of course 
open to debate, but it seems clear that simply publishing details of executives’ 
remuneration packages, without any integral correlation with company 
performance, does not in itself act as a check on them. One conclusion which 
may follow from this is that more may need to be done to ensure that 
members of remuneration committees, when setting pay packages and 
incentives structures, are not influenced by indirect self-interest.  
 
 


 







 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
The current model of peer review is perceived in some quarters to be wanting. 
Expanding the scope of the remuneration committee to include employee or 
union representatives would almost inevitably result in downward pressure on 
remuneration levels. Regardless of the arguments over the relative efficacy of 
informed peer review or objective external scrutiny, revising the composition 
of the remuneration committee in one way or another could be interpreted as 
a conscious effort to influence the level of pay.  
 
 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
While there have been isolated instances of shareholder revolts, the statistics 
suggest that shareholders have not held companies to account over board 
level pay. Given the failure of current mechanisms to exert any noticeable 
restraint on UK executive pay it seems doubtful that increasing the 
administrative burden on companies would have any greater impact, as the 
issue rests not so much on the requirement for shareholders to approve pay 
as their willingness to do so – or, as the case appears to be, reluctance (for 
whatever reason) to engage in voting against the proposed packages. 
 
 
 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
Any further increase in transparency for UK listed companies would need to 
have the purpose and effect of ensuring that remuneration levels are 
commensurate with individual and corporate performance, as well as to 
satisfy investors and the markets that the packages paid are reasonable in the 
circumstances. Greater disclosure needs to be careful to avoid adding to the 
potential for wage inflation, mentioned earlier.   
 


 







More disclosure would most likely be opposed on grounds that, certainly in 
terms of the first two bullets above, the disclosure of details relating to 
corporate performance criteria would breach commercial confidentiality and 
give an unfair advantage to overseas or unlisted rivals. Any new requirements 
should therefore be careful not to impinge on legitimate commercial 
confidentiality.  
 
But ultimately disclosure requirements need to be accompanied by 
mechanisms which allow those who are concerned about directors’ and 
executives’ employees’ pay to respond to the information. If these are not 
available it seems unlikely that greater transparency would serve any 
concrete purpose.  
 
 
 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 
Again, it is difficult to give a simple response to this question since it is too 
generic.  
 
But we would make the point in this context that the Take Over Code is 
extremely extensive and detailed, we suspect excessively so. We understand 
that boards very often find it difficult to understand, which may have a bearing 
on whether they, as the question puts it, understand the full implications of 
take-over bids and communicate effectively with their shareholders. We 
suggest therefore that part of the solution is to review the wording of the code 
– we consider it would be preferable to re-present it on a principle basis which 
conveyed the intended outcomes of the process more clearly than the code 
does at present. 
 
 
 


 







 


 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
We agree there would be benefits in inviting shareholders in the acquiring 
company being asked to vote, though there would also be costs. The benefit 
would be that the shareholders would be involved in a decision which might 
have very material economic consequences for their investments. The 
experience of RBS and AMRO suggests, albeit with the benefit of hindsight, 
that that was a decision which should not reasonably have been left entirely to 
the directors to make.    


 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
 
Adam Smith divided incomes into profit, wage, and rent. In profit-seeking 
behaviour, entities create value in a competitive environment by engaging in 
mutually beneficial transactions. In this way an ‘invisible hand’ means that 
profit seeking generally benefits society. In rent-seeking, wealth is transferred 
from one party to another through the latter being able to benefit from special 
privileges conferred by favourable regulation. Such privilege might include 
benefits from monopoly or oligopoly, quota, licence, regulation and state 
support. Long term value is not created through rent seeking behaviour. 
  
These days, because legislation and regulation are entwined with business, it 
is not always possible to distinguish between the two types of income. The 
fact remains, though, that rent seeking is likely to feature wherever ‘profits’ are 
made that are higher than can be explained by competitive forces alone. This 
clearly applies to the profitability of the banking sector compared with other 
sectors. A shortcoming of our present reporting framework is that it does not 
distinguish profits which are earned from value creating behaviour in a 
competitive environment and transfers of wealth through rent seeking 
behaviour. Creating value is for the longer term whereas rent seeking confers 
immediate transfers of wealth.   
 
As a concluding point, we very much welcome the Government’s interest in 
inculcating a more long-term focus in business. The recent financial crisis has 
shown that any business which aspires to being successful over the longer 
term must consciously adopt strategies to bring this about and recognise that 
practices which appear attractive in the short-term must be made subservient 
to the goal of longer-term prosperity. To bring this about requires not only 
action by companies but supportive behaviour by investors and wider society. 



http://en.wikipedia.org/wiki/Adam_Smith

http://en.wikipedia.org/wiki/Profit_(economics)

http://en.wikipedia.org/wiki/Wage

http://en.wikipedia.org/wiki/Economic_rent





 


Unfortunately, our culture seems increasingly to be characterised by an 
expectation of immediate results. We prefer ‘jam today’ to ‘jam tomorrow’ and 
do not like waiting. People often discount the future. So naturally there are 
political pressures to sustain a level of economic growth in line with these 
tendencies. This explains why people do not save enough for pensions, why 
people buy houses in flood or earthquake zones and why not enough is being 
done about climate change. This is the reality which faces government in the 
(worthwhile) task of encouraging a more long-term focus in business.  
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Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation & Skills 
1 Victoria Street 
London SW1H 0ET 
 
By e-mail to:  clgconsultations@bis.gsi.gov.uk     14 January 2011 
 
Dear Mr. Gray 
 
A Long-Term Focus for Corporate Britain 
 
Thank you for the opportunity to respond to the BIS consultation on this topic. 
 
Founded in 1996, Forum for the Future is an independent, non-profit organisation with a 
mission to promote sustainable development. We work with business and the public sector 
to explore how society can generate lasting wealth for current and future generations within 
the natural limits of one planet. Our partner organisations are some of the best-known 
brands in the world and the leading companies in the UK, including PepsiCo, Vodafone, 
O2, AkzoNobel, Unilever, Sainsbury’s and Kingfisher . By working with us they commit to 
playing a leading role in achieving a sustainable future, to reengineering their operations, 
and to changing attitudes and behaviour among their customers, suppliers and staff.  


Our 70 staff help them future-proof their strategy, innovate low-carbon products and 
services, and equip their top people with the skills they need to ensure their organisation is 
fit for the future.  


In the finance sector, we work with specific financial institutions such as Aviva, Barclays 
and the Co-operative Group on innovative products and approaches and on cross-sector 
projects involving several organisations, such as our work on climate finance and on forest 
investment.  


Forum for the Future is a charitable organisation, and everything we do ultimately benefits 
the public. We help companies and public sector bodies understand sustainable 
development, and we share the results of our work widely so that organisations all over the 
world can develop products and services which are environmentally sound, socially just and 
economically viable.  


Our practical work with companies and investors over the last 15 years has provided us with 
a range of insights on how short-term thinking within corporate Britain often tends to prevent 
optimal outcomes for employees, shareholders and society as a whole.  Our work has also 
helped us to formulate ideas on what could help to “nudge” behaviour in the right direction. 


Below we outline our thoughts in response to the separate questions posed by the 
consultation.  These comments are based on our research, our practical experience of 
working with companies and the findings of a round table of senior representatives from 
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companies and financial institutions that we convened in collaboration with the Aldersgate 
Group and UK Sustainable Investment and Finance (UKSIF). 


In October 2010, Forum for the Future began a project looking at overcoming the barriers to 
long-term thinking. This was funded by Friends Provident Foundation, with a key focus on 
constructive solutions, particularly involving cultural or behaviour change. The project also 
aims to identify opportunities to pilot and scale up some of the solutions in the future. More 
detail on the project is available at: 
http://www.forumforthefuture.org/projects/overcoming_barriers_long-term_thinking 
 
While the project is ongoing, the initial research findings were particularly relevant to 
questions 1, 2, 7 and 8 of the consultation. Our main responses have therefore been 
focused around these questions, summarising: 


• some of the trends and barriers to long-term thinking. 
• actions that could address these barriers within the business or investor community. 
• areas of government policy or support that would be needed to address these 


barriers. 
 
We hope that our response is helpful to you, and we would be happy to talk further about 
any of the comments and recommendations.   
 


Best regards 


 


 
 
Alice Chapple 
Director, Sustainable Financial Markets 
Forum for the Future 
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We outline below Forum for the Future’s responses to the specific questions raised 
by the BIS consultation. 


The Board of Directors 


1)  Do UK boards have a long-term focus – if not, why not? 


1.1 In our experience, UK boards tend not to have a long-term focus, for a number of 
reasons.  These include:- 


• Company performance is almost invariably measured by reference to short-term 
indicators, particularly quarterly returns.  This means that boards of quoted 
companies feel pressure from the market to announce increasing short-term profits – 
for example, an increase in the Earnings Per Share (EPS) year on year.  Sometimes 
this is not compatible with a longer-term strategy towards research and development 
or a shift in business activities that may be better aligned to long-term trends and 
mitigating long-term risks. 


• These short-term indicators are also frequently used as a measurement of individual 
performance and reputation, and executive remuneration.  These remuneration 
practices can give a perverse incentive for risk-taking or short-term behaviour. 


• Boards are often composed of like-minded individuals whose views are not 
challenged and / or who may feel pressure from their peers to behave in certain 
ways.  Where the norm is to think short-term, this therefore continues. 


• Evidence shows that CEO tenure has become shorter1.  This means board members 
may not perceive their role as long-term, and they may not have a historical long-
term perspective of the business. 


• Long-term drivers of value (including social and environmental impacts and 
dependencies) are very difficult to predict with any accuracy and are therefore 
heavily discounted.  This problem is compounded by the fact that individual 
companies or investment managers do not see their peers seeking to quantify many 
of these long-term drivers of value and they take comfort from this herd effect. 


1.2 Some actions that could address these challenges within the business community 
include:- 


• Companies could present their sustainability performance in a way that is more 
relevant to mainstream investors and more closely integrated with financial reporting.  
One report recommends that “Leading companies can focus attention on the long 
term by embracing enhanced reporting that concentrates on cash flows and a broad 
range of operating metrics.  These companies can take the lead in “changing the 
conversation” to a focus on the long-term growth prospects that are ultimately more 
important to continued success than pennies per share in a quarterly earnings 
forecast.”2  More work is needed in this area, to reduce the disconnection between 
sustainable investment and mainstream investment, and to help quantify the 
business risks and opportunities of sustainability.  Recent work by Accounting for 


                                                 
1 Karlsson et al (2008) and Favaro et al (2010) quoted in Patience and Finance, speech by Andrew Haldane, 
Oxford China Business Forum, Beijing, 9 September 2010. 
2 Breaking the Short-Term Cycle, Discussion and Recommendations on How Corporate Leaders, Asset 
Managers, Investors, and Analysts Can Refocus on Long-Term Value, CFA Institute, 2006 
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Sustainability is a good example of this approach.  This may involve greater 
cooperation between companies, investors and other sectors to research and 
develop better ways of valuing natural and social capital, and better metrics to 
mention long-term business success. 


• Companies could report annually or less often, rather than quarterly, and 
communicate better with investors about their long-term strategy and how it 
addresses sustainability.  Our research showed support for companies increasing 
their level of communication with investors generally, providing proportionally less 
information on short-term measures and more communication and engagement on 
long-term strategy3.  Unilever have shown strong leadership in this area, and have 
spoken about their long-term aims and their aims to attract investors with a long-term 
perspective. 


• Companies could report to investors using “confidence accounting”, where a range of 
possible future values is provided to allow for the fact that there is considerable 
uncertainty over future events.  This approach would help companies relay to 
investors the uncertainties associated with the long term. 


• Companies can ensure that executives and managers at all levels of the business 
are incentivised to focus on creating long-term value.  This includes business 
objectives and the criteria used for remuneration decisions, and could involve linking 
performance criteria and executive pay to longer-term and more qualitative targets.  


• Introduce greater diversity into boards and ensure that Non-Executive Directors are 
better able to challenge perceived wisdom. 


• Companies need to have more resources for long-term thinking or have a platform to 
enable them to share future insights across markets so that there is more momentum 
around longer-term thinking.  


1.3 However our research found that businesses face a number of systemic barriers in 
taking these actions.  A comment in the Roundtable was that “the regulatory framework 
favours the laggards rather than the leaders”.  It is difficult for individual businesses to take 
the lead without peer action or demand from investors.  Reducing these barriers for long-
term thinking will therefore require government support, through actions such as:- 


• Developing policies designed to support, encourage or mandate boards to 
communicate better with investors on their long-term strategy and how it addresses 
social and environmental sustainability, and place less emphasis on short-term 
measures of performance.  Introducing mandatory carbon reporting would be a good 
example of this, helping to provide investors with clear and comparable information 
on corporate emissions, but it is also important for companies to undertake thorough 
analysis of their full exposure to future risks and opportunities.  This could require 
clearer guidelines for consistent communication and reporting on sustainability risks, 
and it could also include accounting approaches such as confidence accounting (as 
mentioned above).  These aspects should be considered in the context of the 
development of the requirements for corporate reporting and rethinking the Operating 
and Financial Review. 


• Supporting companies in their efforts to identify and value their dependencies and 
impacts on people and the environment.  Also ensuring that more effort is allocated 


                                                 
3 Investment horizons: Do managers do what they say?, Mercer, 2010 







 
 


5 
 


to developing robust data in these areas, so that company performance can be 
assessed and benchmarked against peers and in relation to scientific information.  
This includes supporting research to understand, assess and assign a more realistic 
value to the natural capital (water, fertile soil, stable climate etc), human capital (skills 
and experience of employees) and social capital (customer loyalty and trust, support 
of various suppliers and local communities) that their operations depend on.   This is 
not driven by woolly notions of corporate social responsibility.  It relates to the long-
term financial success of the business.  Making this happen may require support for 
cross-sector initiatives to develop new measures of success for companies and to 
support financial analysts in the construction of new models.  


• Encouraging collaboration between businesses, investors, and the insurance sector, 
to enhance understanding of long-term sustainability risks and opportunities.  For 
example, Government could play a role in providing support for a platform for sharing 
insights across markets, with specific targets to ensure that it is more than a talking 
shop.   


1.4 In addition to policy action, government communication could also influence the 
debate within the business and investor community, for example:- 


• Creating expectations that successful companies and boards must focus on long-
term issues.  This could include a clearer narrative on the relevance of long-term 
thinking to our wealth and well-being, and clear messages to emphasise that liquidity 
must not come at the expense of long-term stability. 


• This would be supported by clear long-term policy commitments that environmental 
and social externalities will be increasingly factored into costs.  Our project research 
showed that it is important to create market certainty around the benefits for 
sustainable businesses, and one comment from the Roundtable was “There’s a 
paradox in asking businesses to take a longer term view when the fundamental 
ground rules change so rapidly”.  The policy commitments needed will require a 
joined-up approach within government, and encouraging an international response to 
sustainability issues. 


• Raising awareness of the existing best practice within the business and investor 
community on long-term thinking, and encouraging communication between 
businesses and investors on the mutual benefits of long-term value creation. 


• Keeping long-term risks (such as climate change) at the forefront of the debate, and 
encouraging the development and application of research on future business risks 
and opportunities.  Also supporting education and training that helps businesses to 
develop the skills needed to tackle these issues. 


 


2) Does the legal framework sufficiently allow the boards of listed companies to 
access full and up-to-date information on the beneficial ownership of company 
shares? 


Out of scope of research 
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Shareholders and their role in equity markets 


3) What are the implications of the changing nature of UK share ownership for 
corporate governance and equity markets? 


3.1 In our view, the key elements of the changing nature of UK share ownership that tend 
to drive more short-term behaviour in equity markets are:- 


• A tendency towards shorter average holding periods4. This is made possible by lower 
transaction costs, largely as a result of information technology.  The increasing speed 
of media and online data access also contributes to this, providing real-time 
information which can encourage more frequent transactions. 


• Partly driven by technology advances, the increasingly international ownership of 
shares and the lengthening of the investment chain also adds to this separation 
between businesses and investors. 


• Institutional investors also manage an increasing amount of investment. One report 
showed that between 1975 and 2009, institutional investor ownership in the US rose 
from 35% to 70%5.  This raises the importance of how fiduciary duty is interpreted. 


• These trends have also been linked to a cultural change in the perception of share 
ownership.  For example, one paper6 describes this trend: “Fuelled by an array of 
ancillary forces such as executive stock options and real-time media reporting of 
minute-by-minute stock performance, the market’s speculative quality has led to a 
steady decline in the mentality of trusteeship, and steady upward trends in shifting 
and skimming wealth instead of creating it.”  Over time, this may have shifted the 
culture away from stewardship of shares to a more speculation-based approach.  
While guidance such as the UK Stewardship Code helps to address this, a wider 
change in culture may be difficult to achieve.  


• Finally, one comment in the Roundtable was that “there seems to have been a move 
away from incentives for longer-term holding through differing rates of Capital Gains 
Tax in the recent past”.  This perception may further influence the shift to shorter-
term share ownership. 


 
3.2 Our research noted that short-term investment has an important role to play in a well-
functioning market.  But the increasingly short-term nature of mainstream investment has the 
effect of driving out “patient capital” and has a number of negative implications.  We have 
summarised these implications, both for corporate governance and equity markets as a 
whole. 
 
3.3 For corporate governance, these changes have the consequences that:- 
• These shorter average holding periods have led to a reduced appetite / need for 


research into the long-term fundamental drivers affecting a company, and a greater 
focus on the short-term movements in market prices caused by more ad hoc 
information or events.  This leads to short-term pressure on boards to stabilise 
returns for investors. 


                                                 
4 Patience and Finance, speech by Andrew Haldane, Oxford China Business Forum, Beijing, 9 September 2010 
5 Why stewardship is proving elusive for institutional investors, Simon CY Wong, Butterworths Journal of 
International Banking and Financial Law, July 2010 
6 The Grasshoppers and the Ants: Why CSR Needs Patient Capital, Allen L. White, BSR, 2006 
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• Research has also shown that this short-term pressure may lead executives to 
sacrifice value creation in order to smooth earnings.  One report cited a survey of 
over 400 financial executives7.  ”The majority of respondents indicated that Earnings 
Per Share (EPS) reported on a quarterly basis was the metric of most interest to 
outsiders, including analysts and investors.  Equally important, over three-quarters of 
the executives indicated they would sacrifice activities with demonstrable economic 
value in order to smooth earnings and meet analysts’ expectations”. 


3.4 For equity markets, these changes have the consequences that:- 


• The changes have led to a system in which many investors increasingly take small 
stakes in a huge range of companies, therefore separating the investor from the 
activities of the underlying companies, and the asset manager from the investor.  In 
most cases, the asset manager aims for short-term profit maximisation by default 
rather than being able to take on board the preferences of investors.  


• Linked to this, the “increasing use of intermediaries – investment consultants, ‘funds 
of funds’, external asset managers, and others – in investment management has 
lengthened the ownership chain of companies” 8.  The average lengthening of the 
value chain means that performance metrics are typically employed at each link in 
the chain.  This can lead to misaligned time horizons and a trader mentality (this is 
discussed further in response to Q9). 


• These two factors have “lessened the sense of accountability between ultimate 
investor and investee company”.  As investor preferences for sustainability and long-
term approaches are not clearly transferred into drivers for individual businesses, this 
restricts their ability of business as a whole to tackle these long-term challenges. 


• There is also an increased risk of instability – more investors responding to short-
term information increases the ‘herding’ effect and means that crashes are more 
likely. 


 
4) What are the most effective forms of engagement? 


Out of scope of research 


5) Is there sufficient dialogue within investment firms between managers with 
different functions (ie corporate governance and investment teams)? 


Out of scope of research 


6) How important is voting as a form of engagement?  What are the benefits and 
costs of institutional shareholders and fund managers disclosing publicly how 
they have voted? 


Out of scope of research 


                                                 
7 John R. Graham, Campbell R. Harvey and Shiva Rajgopal, “The Economic Implications of Corporate Financial 
Reporting,” 
National Bureau of Economic Research Working Paper No. 10550, Jan. 11, 2005. (cited in The Grasshoppers 
and the Ants: Why CSR Needs Patient Capital, Allen L. White, BSR, 2006) 
8 Why stewardship is proving elusive for institutional investors, Simon CY Wong, Butterworths Journal of 
International Banking and Financial Law, July 2010 
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7) Is short-termism in equity markets a problem and, if so, how should it be 
addressed? 


7.1 From Forum for the Future’s perspective, we see two main sources of evidence for 
the hypothesis that short-termism in equity markets is a problem.  The first piece of evidence 
comes from the messages from the scientific community on the impacts of our current 
systems for allocation of capital on a global basis.  The second is from our hands-on 
experience of working with companies on their approach to sustainability initiatives. 


7.2 Taking a broad view of how capital is currently allocated to economic activities 
through the equity markets, it is hard to argue that short-termism in equity markets is not a 
problem.  As a global society, we are allocating capital to activities that are using up our 
natural assets at a rate that cannot be replaced9 and we are contributing to climate change 
which could reach a dangerous tipping point10. 


7.3 Short-termism in markets ensures that the risks associated with this behaviour are 
not factored in to the price of shares.  There are several reasons for this -:  


• Many of these issues have historically been labelled as “ethical” or “SRI” issues and 
as such are dismissed by many analysts as irrelevant to a hard-nosed vision of how 
value is created in companies.  The view tends to be that until regulation is put in 
place it is in an individual company’s best interest to exploit the ‘externalities’.  This 
may tend to underplay the fact that there are real financial risks and opportunities for 
companies in engaging more proactively with ‘ESG’ issues. 


• Future risks are discounted very heavily either because they are seen to be low 
probability or they are expected to occur far into the future.  They are also perceived 
as difficult to quantify and to report. 


• Investors may take the view that information emerging on long-term trends on the 
regulatory or physical risks that might affect the value of a company is often slow-
burn (and in any case is discounted heavily, as noted above), giving ample 
opportunity to sell shares before any significant price adjustment.  Sudden shocks 
such as the price collapse caused by the BP Deepwater Horizon explosion and oil 
leak are arguably evidence that this approach may not always be the correct one. 


7.4 The second source of evidence on the problems caused by short-termism in equity 
markets comes simply from the CEOs and senior managers of the companies we work with.   
Paul Polman at Unilever and Ian Cheshire at Kingfisher are just two of the leaders who have 
made high-profile statements about how the tyranny of the equity markets in its quest for 
short-term returns stifles innovation and longer-term strategic positioning. 


7.5 Our research suggests that an excessive focus on Earnings Per Share “leads to 
management decisions that engineer earnings and drain resources from profitable, longer-
term uses of the firm’s capital in order to artificially smooth and steadily increase 
performance”11.  Research has shown that 80% of Chief Financial Officers would sacrifice 
future economic value to satisfy short-term return expectations from investors12.  This is 


                                                 
9 There are many relevant sources here, including the Millennium ecosystem assessment and the TEEB project. 
10 There are many relevant sources here, including the Intergovernmental Panel on Climate Change 
assessments. 
11 The Grasshoppers and the Ants: Why CSR Needs Patient Capital, Allen L. White, BSR, 2006 
12 Research cited in Network for Sustainable Financial Markets paper  
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borne out by our daily conversations with individuals within companies, trying to position the 
company to respond to sustainability challenges and generate economic value into the 
future.      


7.6 Given this diagnosis, the following steps would help to address the problem (in 
addition to actions discussed in response to Q1) -: 


• Encouraging a cultural shift towards ‘stewardship’ rather than speculation. This would 
tackle the psychological problem in that investors feel they are expected to make 
deals and behave “as gamblers” and there is a cultural bias against longer-term 
strategies.  Our research will continue to explore possible solutions for this, which 
may include challenging the language that reinforces a culture of speculation, 
building a greater evidence base for the financial benefits of stewardship, or 
promoting greater understanding of the forces that promote short-termism.  It may 
also involve the restructuring of objectives or incentives, for example, linking a 
portion of an investment manager’s fees to the quality of their stewardship activities. 


• Reviewing mandates and performance appraisal to encourage long-term thinking.  A 
Roundtable comment was that it is difficult for asset managers to make investments 
in long-term propositions showing lower short term returns than the alternatives, 
because they are reporting to clients on a quarterly basis.  Moving towards less 
frequent reporting, based on longer-term metrics, could help to realign incentives for 
asset-managers. 


• Developing better metrics to measure sustainability performance, and the risks and 
opportunities associated with long-term action.  As discussed in response to Q1, this 
may involve cross-sector collaboration and research. 


7.7 Government interventions to support this could include -:  


• Giving more clarity about fiduciary duties.  One report proposes that “Policymakers 
should clarify to asset owners and asset managers that discharging fiduciary 
obligations requires thorough examination of both short and long-term 
considerations.  It is also important to stress that – when making investment and 
other important decisions – qualitative assessments could be as vital as quantitative 
data, especially when precise calculations cannot be made easily, such as regarding 
the value of a vote.”13 


• Incentivising longer holding periods through the taxation system.  Some form of tax 
levied on trade in financial products such as stocks, bonds, futures and options would 
add to the cost of these trades and could therefore shift the balance in favour of 
longer-term share ownership.  In principle, we think that this could be positive, since 
losses in liquidity and efficiency could be outweighed by the potential benefits from 
greater stability.  However, practical concerns were raised about this during the 
Roundtable.  These included the risk that a UK tax could lead to a flow of capital out 
of the market, and the technical challenges of tracking shareholders.  Another 
approach would be to incentivise loyalty and long-term shareholding.  While it was 
mentioned that companies have had legal problems when trying to introduce loyalty 
dividends, this would be possible to overcome with government support. 


                                                 
13 Why stewardship is proving elusive for institutional investors, Simon CY Wong, Butterworths Journal of 
International Banking and Financial Law, July 2010 
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• Requiring greater disclosure by pension funds on how they are engaged on long-
term thinking.  Thoughts from the Roundtable included the need for ratings or metrics 
to assess the performance of pension funds in this area. 


7.8 As discussed in response to Q1, there are also a range of approaches in which 
government could help to shift the culture towards longer-term investment. -:  


• Creating clearer policy direction (as discussed in question 1).  This would give 
investors confidence to invest in key areas, and would reduce the “enormous 
separation between sustainability risk and financial risk”. 


• Government support for research and better assessment of long-term and systemic 
risks (as discussed in question 1) 


• Government could also send a clear message through its own sustainable 
procurement.  This would help build investor confidence, and drive more investment 
in sustainable companies. 


• Government could also send some clear signals about how pension funds can be 
managed for the long-term, through the way it requires its own pension funds to be 
managed. 
 


8) What action, if any, should be taken to encourage a long-term focus in UK equity 
investment decisions?  What are the benefits and costs of possible actions to 
encourage longer holding periods? 


8.1 Assuming alignment of interest between investor and asset manager, the best way to 
encourage a long-term focus in UK equity investment decisions is to demonstrate that longer 
holding periods result in better financial performance for investors over time.  This might be 
through the provision of better information so that ESG risks and opportunities are better 
understood or it might be through government intervention changing the nature of the market 
to correct market failures. 


8.2 Longer holding periods for individual companies are important because they give a 
company the opportunity to factor in emerging long-term risks and reconfigure its activities 
towards more long-term opportunities for example through research and development.  
However, the ultimate aim is to redirect the economy to invest in key areas that are likely to 
be sustainable in the long-term and position UK corporate sector well to be competitive in 
the long term.  So other government interventions that provide regulatory certainty, or 
international pricing mechanisms (for example for carbon and other externalities) will give 
companies the confidence to make those investments, and investors more reason to support 
them.   


8.3 Government actions to encourage longer holding periods are discussed in the 
answers to questions 1 and 7. 
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9) Are there agency problems in the investment chain and, if so, how should they be 
addressed? 


9.1 Our research identified a number of agency problems in the investment chain, 
particularly in relation to stewardship for institutional investors14.  These challenges were 
discussed in more detail in section 7, and include -: 


• The separation of ownership from responsibility, with lengthening share ownership 
chains that weaken the ‘owner mindset’ 


• Portfolio diversification, with institutional investors increasingly taking small stakes in 
a huge range of companies on a global basis.  While this helps investors to benefit 
from diversified risk across the portfolio, it can also reduce their level of engagement 
with boards of directors and therefore their understanding of specific company 
drivers. 


• Expectation that pursuit of short-term returns is the overriding fiduciary duty, so that 
pension fund trustees feel that they are acting beyond their remit if they try to bring in 
a consideration of longer-term social and environmental risks.   


• Inadequate performance metrics, based on short-term relative performance. 
 
9.2 Proposed solutions to this include -: 
• Reforming performance metrics to encourage long-term thinking and active 


ownership by investment managers.  This could include lengthening the performance 
review time period, and supplementing market index comparisons with other metrics.  
It could also involve linking a portion of an investment manager’s fees to the quality 
of stewardship activities. 


• Clarifying the interpretation of fiduciary duties, and helping to educate institutional 
investors and their advisors on the issue of short-termism.  One report suggests that 
“Trustees who understand the market forces that produce short-termism will be better 
equipped to do their part to stop it”15.  Also supporting education initiatives for 
individual investors to encourage a focus on long-term value creation.  


 
10) What would be the benefits and costs of more transparency in the role of fund 


managers, their mandates and their pay? 


At the recent round table organised by Forum for the Future, the Aldersgate Group and 
UKSIF (summary notes attached at Annex), the following points were made -:   


• We need longer-term mandates with strong get-out clauses benchmarked against 
growth in GDP and fundamentals rather than an index. 


• The way pension funds have been regulated has contributed to short-termism in the 
market.  The minimum funding requirement for pension schemes introduced in the 
1995 Pensions Act was well-intentioned but had a completely perverse effect.  


• There is too much emphasis on the form and not enough on the substance – for 
example, pension funds ask fund managers for detailed disclosure on how they are 


                                                 
14 Why stewardship is proving elusive for institutional investors, Simon CY Wong, Butterworths Journal of 
International Banking and Financial Law, July 2010 
15 Breaking the Short-Term Cycle, Discussion and Recommendations on How Corporate Leaders, Asset 
Managers, Investors, and Analysts Can Refocus on Long-Term Value, CFA Institute, 2006 
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approaching sustainability and claim to support that approach, but may behave very 
differently in their practical decisions about mandates. 


• Pension funds need to be much more robust about their questions on transaction 
costs, and fund managers need to report on these.  Asset managers are not 
incentivised to control transaction costs because they don’t bear them, so they nibble 
away at performance. 


• Some important progress resulted from the amendment to the UK Pensions Act in 
2000 [that resulted in a requirement for fund managers to disclose the extent (if at all) 
to which social, ethical or environmental considerations are taken into account in the 
selection, realisation or retention of investments], particularly in raising awareness.  
But it has not yet driven real change in approaches.  


 


Directors’ remuneration  


11) What are the main reasons for the increase in directors’ remuneration?  Are these 
appropriate? 


11.1 Directors’ remuneration is assessed largely in relative, rather than absolute terms.  It 
is compared with peers and with previous years’ payouts.  Everyone expects to be in the top 
quartile. This leads to remuneration inflation.   


11.2 In part, this is driven by an insufficient recognition – both culturally and in terms of 
how remuneration packages are structured - of the status and intrinsic satisfaction that is 
conferred by creating great products, great service, or a great place to work, so money is the 
denominator by default.  It is conceivable that more reporting on these elements of a 
company’s performance, and greater public recognition of the role of the directors in 
achieving these objectives might reduce the tendency towards remuneration inflation.   


 


12) What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration? 


Out of scope of research 


13) Are shareholders effective in holding companies to account over pay?  Are there 
further areas of pay e.g golden parachutes it would be beneficial to subject to 
shareholder approval? 


Out of scope of research 


 


14) What would be the impact of greater transparency of directors’ pay on the - 
  linkage between pay and meeting corporate objectives 
  performance criteria for annual bonus schemes 
  relationship between directors’ pay and employees’ pay? 
During research, one view was that increasing the transparency of remuneration may have a 
perverse effect of increasing the rate of inflation.  As executive salaries have become more 
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widely known, people have become increasingly aware of the earnings of their peers, and 
this has created an upward pressure on remuneration.  One alternative might be to provide 
greater transparency about the structure of remuneration, for example the proportion linked 
to short or long-term criteria, rather than the amount.  


 


Takeovers 


15) Do boards understand the long-term implications of takeovers and communicate 
the long-term implications of bids effectively? 


We have noted with interest the recent research by McKinsey in this area – A return to deal 
making in 2010 – McKinsey Quarterly January 2011 - which shows that on average over the 
13 years since 2010, 60% of investors thought that M&A deals destroyed value.  Yet 
substantial premiums continue to be paid, which seems to indicate either a lack of alignment 
between investor and deal-doer, or a false confidence in the value generated by any 
particular deal.   


 


16) Should the shareholders of an acquiring company in all cases be invited to vote 
on takeover bids, and what would be the benefits and costs of this? 


Out of scope of research 
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ANNEX 
 
Key themes emerging from the round table for the BIS consultation on “A 
Long-term Focus for Corporate Britain” on what interventions the UK Govt 
could make. 
 
On 12th January 2011, Forum for the Future, UKSIF and the Aldersgate Group co-
convened a round table with senior-level representatives from investment institutions 
and large (mainly FTSE 100) businesses to debate the BIS consultation “A Long-
term focus for corporate Britain”.     
The points expressed in this document reflect the individual views of round table 
participants and are not necessarily shared by any of the organisations attending or 
hosting. 
 
(1) Strengthen tax incentives for long-term holding  
• There seems to have been a move away from incentives for longer-term holding through 


differing rates of Capital Gains Tax in the recent past and we should understand why.  
• Where the investment is through a fund, we need to distinguish properly between 


incentivising an individual investor to invest for the long-term, and incentivising the fund 
manager to make longer-term investments in the underlying assets.  Incentivising the 
former won’t change the investment strategy. 


• Loyalty dividends would be interesting but have created legal problems when some 
companies have tried to introduce them. 


• We are not necessarily trying to make people hold for longer.  We are trying to redirect 
the economy to invest in key areas.  This could be incentivised in other ways.  


• You need a crude financial incentive so that the short-term disbenefit of not playing the 
market on a day-to-day basis is rewarded in the longer-term.  


• It may be difficult in practice for a company to track exactly who its shareholders are. 
• Equity finance is disadvantaged in tax and this has created a move towards other assets. 


 
(2) Take care on interventions to slow down the number or frequency of transactions  
• Given that UK institutional investors are not the majority of the investors in the UK, a 


significant transactions tax could risk sending capital elsewhere. 
• You need to include externalities in trades so that the incentives to trade are different.  


Trading’s not a bad thing if you’ve taken into account all the relevant factors.  
• In some emerging markets, policies to introduce transactions taxes have resulted in a 


flow of capital out of the market. 
• Incentives for long-term holding may be a better route. 


 
(3) Undertake a wholesale review of structure of, and performance appraisal in, 


mandates 
• It is difficult for asset managers to make investments in long-term propositions showing 


lower short term returns than the alternatives, because they are reporting to clients on a 
quarterly basis. 


• We need longer-term mandates with strong get-out clauses benchmarked against growth 
in GDP and fundamentals rather than an index. 
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• The way pension funds have been regulated has contributed to short-termism in the 
market.  The minimum funding requirement for pension schemes introduced in the 1995 
Pensions Act was well-intentioned but had a completely perverse effect.  


• There is too much emphasis on the form and not enough on the substance – for 
example, pension funds ask fund managers for detailed disclosure on how they are 
approaching sustainability and claim to support that approach, but behave very 
differently in their practical decisions about mandates. 


• Asset managers are not incentivised to control transaction costs because they don’t bear 
them, so they nibble away at performance.  Pension funds need to be much more robust 
about their questions on transaction costs. 


 
(4) Require greater disclosure by pension funds on how they are engaged on long-


term thinking 
• Support the development of ratings / metrics to assess the performance of pension funds 


in this area.  
• The way the investment chain works, and the relationship and reporting between asset 


owner and asset manager creates a focus on returns not strategy.  The amendment to 
the Pension Act in 2000 [to require disclosure on management of social and 
environmental issues] was a good start but more is needed. 


• It would help to have better information on the age profile of pension funds – working 
with future beneficiaries on long-term issues will be more effective in pension funds with 
younger members than for those already in pay-out mode. 


 
(5) Create policy certainty 
• The regulatory framework favours the laggards rather than the leaders.  In all areas, 


investors need credible long-term policy frameworks including, for example, on carbon, 
on planning requirements.  


• There has to be a much clearer policy direction so that companies and investment 
managers have confidence to invest in key areas.  We have an enormous separation 
between sustainability risk and financial risk and this is compounded by a host of poor 
decisions by government that make regulatory risk huge.  


• Corporate Britain has to work in a highly political environment and the political horizon is 
very short, so politics is always changing the ground rules. There’s a paradox in asking 
businesses to take a longer term view when the fundamental ground rules change so 
rapidly.   


• Coal India recently floated quite successfully and this caused a hubbub, and there was 
less appetite for Enel’s Green Power flotation.  But this is not surprising given the 
regulatory signals.  Markets take into account the factors that are there. 


• Further policies on pricing externalities are needed. The government started the process 
on carbon and the floor price for carbon will help.  But it’s really only just started and if 
you look at other resources we’ve only just scratched the surface so more research is 
needed.  


• The UK Government will need to encourage an international response to addressing 
these issues.  
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(6) Walk the talk on procurement and public sector pensions 
• Government has to procure sustainably so that this drives more investment in 


sustainable companies. 
• Government could send some clear signals about how pension funds can be managed 


for the long-term, through the way it requires its own pension funds to be managed. 


 
(7) Require more strategic and longer-term thinking in company reporting  
• The primary focus for company reporting should be on strategy, not on returns. 
• At the moment there is very little focus on how a company is investing for long-term 


sustainability and investors tend to give very little credit for it.  
• There should be greater disclosure on how 5-year plans fit into a sustainable future. 
• The current culture is such that even in the context of a discussion on long-term trends, 


the focus reverts to the present.  
• There is work going on in the House of Lords about the role of audit, and this could be an 


important area of focus.  
• Companies need to have more resources for long-term thinking or have a platform to 


enable them to share future insights across markets so that there is more momentum 
around longer-term thinking.  


• There’s still a disconnect between sustainable investment and mainstream investment.  
Some companies are beginning to present their sustainability information in a way that 
interests mainstream investors and more work is needed in that area. 


• It would be valuable to assess how investors would rethink their fiduciary duty if 
companies were being held in perpetuity. This long-term strategic view from investors 
would then be reflected in their approach to returns and company engagement. 


• Long-term, sustainability-related KPIs need to be included in the remuneration of 
directors.     


 
(8) Consider institutional decision-making structures in Government 
• The UK Government could review and learn from the structure of ministerial 


responsibilities within other governments that have successfully adopted a more long-
term approach.  For example, in Australia the links between pensions and business are 
closer as pensions, company law and Treasury all sit within one Govt department. 


• Need to make sure that responses on the many government consultations (e.g. 
environmental taxation, disclosure) are tied together and coherent, both in submissions 
and in Government’s response. 


• Need to review past and future policies for their impact on long-termism.  Several drivers 
of the current short-termism are the unintended consequences of otherwise desirable 
past policies - for example on pensions.  Policies like these should be reviewed to 
identify where this has occurred and what could be done to address this.  


 
(9) Contribute to a better narrative / cultural shift 
• Tell a better story about the relevance of longer-term to our wealth and well-being. 
• Tell a better story about the relative importance of liquidity and stability, and the trade-


offs between them.  
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• We have a psychological problem in that investors feel they are expected to make deals 
and behave “as gamblers” and there is a cultural bias against longer-term strategies. 


 
(10) Provide support for collaboration on measuring and managing long-term risks 
• It’s becoming harder and harder for people to think in the long term because they know 


that black swans can happen from anywhere at any time.  They focus on the short term 
because it is easier to predict and control.  


• One powerful way to incentivise people for longer-term holding is to demonstrate that 
this does generate more robust and stable returns for investors, and this can only be 
done through more focus on fundamental long-term systemic risks. Government could 
help with research. 


• There are unforeseen risks with the management of issues like climate change but also 
water, biodiversity and other resources, and more research is needed. 


• Better assessment of long-term risks, and research into different ways of valuing them, 
would help in the integration of financial and sustainability agendas, so merits 
government support.  


 
 
 








 
 
 
 
 
 
BIS Call for Evidence – A Long-term focus for corporate Britain 
 
Introduction 
 
We are grateful for the opportunity to participate in this call for evidence on a 
long-term focus for corporate Britain.  By way of introduction, BlackRock is the 
world’s largest asset manager, managing over $3 trillion for a variety of pension 
funds, governments and retail investors across a multitude of asset classes, 
including fixed income, equity, alternative funds and retail products. 1   As a 
longstanding investor in UK companies we are keenly interested in having a 
regulatory framework that supports efficient and sustainable capital markets.  Our 
detailed comments to the questions asked are below.  We would also like to make 
the following observations. 
 
We believe that a combination of market transparency, sound market regulation 
and good corporate governance, including the protection of shareholder rights, 
makes the UK an attractive place both to invest and to list.  The tendency to 
evolution over radical change in these areas has resulted in a broadly predictable 
environment that encourages a long-term approach by both companies and 
investors.  A commitment to continual refinement is demonstrated by the fact that 
practices are adapting to the lessons learned from the economic crisis, for instance, 
with changes to the UK Corporate Governance Code and adoption of the 
Stewardship Code.   
 
In our opinion, a discussion on changes in behaviour in UK equity markets based on 
turnover as evidence of a move away from long-term equity investment could lead 
to erroneous conclusions.  Over the past decade or so financial markets have 
become increasingly sophisticated, enabled by enhanced technology, and the range 
of participants has increased dramatically.  This provides investors with more 
choices and the markets with more liquidity.  At one end of the spectrum trading 
has definitely increased.  However, at the other, the level of investing in indexed 
funds has increased so these core holdings are very stable indeed.  In between, our 
experience suggests that traditional long-term, mainstream investors are 
continuing to invest as they always have done.  Over the same period, the 
commitment by UK-based investment managers to corporate governance 
programmes has increased significantly.   
 
Overall, we believe that the UK framework is sound and encourages appropriate 
behaviours on the part of companies and investors.  Nonetheless, we welcome this 
review and have below made some suggestions for your consideration.   
 
 
Questions 
 
The Board of Directors 
 
1. Do UK boards have a long-term focus – if not, why not? 
 


In our experience, the majority of UK boards do have a long-term focus.  The 
business cycle of different industries may impact what is considered the long-


                                                 
1 More information about BlackRock is here: http://www2.blackrock.com/global/home/AboutUs/index.htm 
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term in relation to a particular business and may influence investment 
strategies and operational management.  But overall we believe that the duties 
of directors under Section 172 of the Companies Act 2006 to act to promote the 
long-term success of the company are widely understood and realised.   


 
2. Does the legal framework sufficiently allow the boards of listed companies to 


access full and up-to-date information on the beneficial ownership of company 
shares? 


 
We consider the provisions of the Companies Act sufficient for allowing boards 
to identify the beneficial ownership of the company.  In our experience, most 
shareholders tend to make themselves known to companies even when they 
have a shareholding below the 3% threshold in order to be included in company 
communications.  The discovery provisions under Section 793 which enable 
companies to identify the entities at the various levels in the investment chain 
are generally effective and we believe could usefully be more widely adopted 
across European Member States.  This does make it relatively straight forward 
for companies to identify the investment and voting decision-makers with 
whom they may wish to communicate.  We do not believe that requiring 
shareholders to disclose holdings, and changes to them, under 3% would be 
informative to companies or the market.  Rather, we suggest that the noise 
created would be misleading.  We do recognise, however, that in some 
circumstances, such as during a takeover bid, share registers can change 
quickly which can make it difficult for boards to have full information.  But we 
believe that the requirements of the Takeover Panel address this issue.   
 
 


Shareholders and their role in equity markets 
 
3. What are the implications of the changing nature of UK share ownership for 


corporate governance and equity markets? 
 


We agree with the point made in the discussion paper, namely, that “the 
consequences of the international investment markets have been 
overwhelmingly positive for the UK” for the reasons outlined on the paper.  In 
our view, the most significant implication for corporate governance is that non-
UK domiciled investors may have different expectations of companies and 
themselves when it comes to engagement.  The role of the investor is viewed 
differently in different markets, thus it may not be the case that overseas 
investors accept that they ought to engage with the companies in which they 
invest.  Those that do see engagement as part of their role may take a different 
approach to shareholders with a presence in the UK and thus will not 
necessarily behave in a way that the company expects.  Both these factors may 
make engagement a less effective mechanism than may be desired.   
 


4. What are the most effective forms of engagement? 
 


Engagement in our experience ranges from discussions to build mutual 
understanding or to get a certain perspective on an issue through to intensive 
efforts to bring about change at a company.  We believe that the most 
effective engagement is done in a shareholder value, rather than compliance, 
context.  It ought to be an investment activity and the approach taken adapted 
to the situation.  We believe that engagement should be confidential as the 
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issues covered are nearly always complex and tend to be sensitive.  Engaging in 
cooperation with other investors can be effective but in our experience even 
where there is agreement as to the problem it can be very difficult to agree a 
single course of action or timeframe in which it ought to be taken.  For this 
reason, it is important to recognise that in most engagements shareholders 
make representations to board members and management, who must then 
decide what to do.  However, one of the lessons we learned from the financial 
crisis is that we ought to be more direct and potentially less patient with 
companies where we are concerned that management are not acting in 
shareholders’ interests.  There is a limit to what can be achieved through 
engagement and sometimes the most prudent response is to sell the shares of a 
company whose management is unresponsive to shareholder concerns. 


 
5. Is there sufficient dialogue within investment firms between managers with 


different functions (i.e. corporate governance and investment teams)? 
 


The level of interaction between the investment and governance teams seems 
to depend largely on an investment firm’s stance on corporate governance, 
stewardship and engagement, including voting.  At BlackRock, the Corporate 
Governance and Responsible Investment team is part of the Portfolio 
Management Group and is based in five key regions, the US, Europe, Japan, 
Hong Kong and Australia.  Its work is integrated with that of the portfolio 
managers and investment analysts.  In addition, we have in each region an 
oversight committee of senior investment professionals from the relevant parts 
of the business to guide and monitor the work of team to ensure it meets our 
stated objectives.  In practice, we meet jointly with company representatives 
where the issue being discussed has both strategic and governance dimensions, 
for example, a takeover bid or succession planning.  Where the purpose of the 
meeting is specific to either financial assessment or corporate governance 
(including social, ethical or environmental factors) then either the portfolio 
managers or the governance specialists will meet with the company and will 
debrief the relevant colleagues as required.  In this way, we believe we ensure 
that corporate governance factors are taken into consideration in investment 
decision-making and, equally importantly, we focus our corporate governance 
programme on matters that are material to the economic sustainability of 
companies. 


 
6. How important is voting as a form of engagement? What are the benefits and 


costs of institutional shareholders and fund managers disclosing publically how 
they have voted? 


 
We believe that voting is an important form of engagement as it is the formal 
mechanism for holding directors to account for their work on behalf of 
shareholders.  It involves the broadest level of monitoring of our investment 
universe.  It is, in our view, a sound discipline to review at least annually the 
structures and policies in place at each company and the extent to which they 
have proved effective in underpinning performance.  But voting against 
management resolutions is only effective in bringing about change if there is 
also a clear explanation of the issue of concern and the response sought from 
the company, i.e. engagement. 
 
We believe that it is important for asset managers to disclose to clients how 
they have voted.  Whilst we do make our voting public on our website annually 
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it is unlikely this is of use to our clients over and above the reporting they 
already receive.  In our experience, the most significant cost in producing the 
public reports (which take a different format to our client reports) is the time 
team members spend collating and verifying the information, which is time that 
could be spent on engagement. 


 
7. Is short-termism in equity markets a problem and, if so, how should it be 


addressed? 
 


In the context of this discussion, we would suggest that it is important to 
distinguish between the different participants in ‘the market’.  The different 
characteristics of each – sell-side, buy-side, fiduciary, proprietary – influence 
the way they operate.  Even within the fiduciary investment manager subset of 
which BlackRock is part there is a spectrum of different investment strategies, 
with different investment horizons, as dictated by client demand.  We 
recognise the factors discussed in the working paper as potential drivers of 
short-termism.  However, these pressures can be resisted and, in context, each 
has its purpose.  We do not have any evidence to suggest that there has been a 
marked increase in short-term behaviours either by investors or by company 
directors or management.  As noted above, higher market turnover is not 
necessarily an indicator of a lesser commitment to overseeing companies by 
long-term investors.  Much of the turnover is derived from strategies that are 
deliberately short-term in nature and not intended to influence directors.  We 
suggest more research needs to be undertaken to clarify the situation in 
relation to the duration of investment by shareholders.  Even investors with a 
relatively constant holding will buy and sell for a number of reasons, including 
changes to client mandates, retain fund flows, rebalancing of an index or 
revised views on the prospects for a sector or a company.  We believe it would 
be helpful to have an understanding of how long investors stay on the share 
register of companies even if their holding changes over time.  Finally, we are 
concerned about the claim in Paragraph 4.25 that “… fund managers can 
generate income for themselves through fees related to the number of portfolio 
changes…” and that this is a driver of turnover.  Fund managers do not 
generate revenue for themselves in this way; indeed the increased costs of 
frequent trading will reduce returns to the fund manager. 


 
8. What action, if any, should be taken to encourage a long-term focus in UK 


equity investment decisions? What are the benefits and costs of possible actions 
to encourage longer holding periods? 


 
We do not have any evidence indicating a paucity of investment managers 
taking a long-term focus in their investment decisions nor that taking a long-
term view leads to better investment outcomes.  There is, as noted above, a 
broad spectrum of participants in the financial markets, some of whom may 
allocate the capital they are responsible for investing in a short-term strategy.  
However, those taking investment decisions must use their professional 
judgement as to when to transfer capital from one company to another and it is 
not clear that encouraging long-term holdings is either necessary or would lead 
to better performance of the economy as a whole.  Further, we do not concur 
with the implication that there are ‘good shareholders’ and ‘bad shareholders’.  
Companies coming to the public markets ought not to expect to be able to 
determine who is on their shareholder register.  The best way for companies to 
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get the shareholders they want is to communicate effectively and perform well 
against the board’s stated strategic objectives. 
 
Our experience of markets where there are incentives for long-term 
shareholders, such as enhanced dividends or additional voting rights, leads us to 
discourage this course of action.  The mechanisms tend to be complex and to 
have unintended consequences, such as entrenching management and the 
directors closely aligned with the block holders rather than generally increasing 
the long-term focus of the shareholder base or the company.  We have no 
evidence to demonstrate that they have enhanced the economic performance 
of the companies or the economies in which they operate.   
 


9. Are there agency problems in the investment chain and, if so, how should they 
be addressed? 


 
We recognise that there are agency problems in the investment chain, just as 
there are in many walks of life.  The Stewardship Code and the UK Corporate 
Governance Code both address the agency problems inherent in the investment 
chain and provide jointly a framework for dealing with them.  This is further 
reinforced by conduct of business rules and other client protection regulations.  
We believe that more effective communication and proactive engagement 
between the various agents and principals is the key to limiting agency 
problems and ensuring expectations are met. 
 
We suggest that wider adoption over the next 12 to 18 months of the 
Stewardship Code by investment firms, institutional investors and others such 
as investment consultants will result in a better understanding of the conflicts 
of interest and how these might impact decision-making and other behaviours 
of the various parties in the chain.  The transparency required by the 
Stewardship Code should also provide comfort that any conflicts of interest are 
being adequately addressed and regularly reviewed.  As the Stewardship Code 
only recently came into force we suggest that no further regulatory changes 
should be made until its effectiveness can be reviewed.  When the Stewardship 
Code is reviewed in due course it would be appropriate to give particular 
consideration to the issue of conflicts of interest and assess the extent to which 
the provisions of the Code have resulted in robust procedures. 


 
10. What would be the benefits and costs of more transparency in the role of fund 


managers, their mandates and their pay? 
 


We are not aware that there is a need for greater transparency about the role 
of fund managers, their mandates and their pay.  To the extent more high level 
information is needed in the public domain, the Stewardship Code requirements 
that investment managers explain their approach to stewardship activities and 
their duties to clients are adequate.   
 
Fund managers are the agents of their client thus their role is determined by 
client demand as are the mandates under which they manage money for clients 
and the fee structure.  These vary considerably as they are a matter of private 
contract and can be, at some level, commercially sensitive or confidential to 
the client.  We suggest that public disclosure of remuneration details of 
individuals is probably of most interest to competitors and may well result in 
peer benchmarking and ratcheting up of pay, as has been evident in public 
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company executive pay.  We believe that the Stewardship Code framework 
provides the most suitable context for an investment manager which wishes to 
make public their overarching approach to remuneration in terms of structure 
and alignment with client interests. 
 
For our part, we see it as our responsibility to provide our clients with 
sufficient information to support their assessments of our performance and any 
subsequent decisions.  Accordingly, there is full transparency with all clients, 
both institutional and retail, on the mandate under which we manage their 
money.  We report to them on performance and other investment-related 
matters in accordance with our agreement with them, generally on a quarterly 
basis.  Further, we provide them with a range of informational material on our 
various investment funds, our assessment of key developments in the market 
and the wider economy that may impact them, and our overall philosophy as a 
fiduciary investment manager.  We explain in our Stewardship Code statement 
our approach to engagement and voting and how we ensure we are acting in 
clients’ best interests in that area.  We believe that our approach to 
transparency is similar to that of other investment managers.   


 
 
Directors’ remuneration 
 
11. What are the main reasons for the increase in directors’ remuneration? Are 


these appropriate? 
 


We suggest executives’ remuneration has increased for four key reasons: 
transparency (and the resultant benchmarking), globalisation of companies, 
global mobility of individuals and (perversely) the bias towards share based pay.   


 
Transparency on executive director remuneration helps shareholders assess 
‘value for money’ and whether they are incentivised to deliver shareholder 
returns.  However, it also allows accurate comparison between companies as to 
the ‘market rate’ and gives executives negotiating power.  A global UK 
company with the majority of its business based outside the UK will naturally 
benchmark itself against its direct competitors (which are US or Asian in most 
industries) and thus they import pay inflation.  This has a trickle down effect in 
as much as the UK median against which others assess their own remuneration 
increases.  Similarly, the willingness of a cadre of senior executive management 
to move internationally creates pressures, given higher levels of executive pay 
in the US and Asia (in certain sectors).  For companies without a sound 
succession planning process, a chief executive threatening to go abroad over 
pay is a serious, and easily addressed, predicament.  Finally, share-based 
incentives are, in the UK, relatively complex because of the myriad of 
performance conditions and, anecdotally, often their value is heavily 
discounted by executives because the payout is unpredictable.  Accordingly, 
the levels of awards demanded are higher and have increased further as the 
emphasis on performance pay has increased.  Yet it seems that the actual 
payouts are not always that closely linked to shareholder returns.  Better 
discussion in the Directors’ Report on Remuneration explaining and justifying 
the actual payments made under the policy in the context of long-term 
performance might be helpful to our understanding. 
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We agree with the point in the discussion paper that company size is also a 
major influence on levels of remuneration.  Interestingly, as companies come 
through the economic crisis the ones who have done well are arguing that they 
need to increase their remuneration as a result of having grown and become 
more complex.  Yet, those companies against which they are benchmarking 
themselves were perhaps much larger before the crisis but have not similarly 
and proportionately reduced the remuneration of their executives.  This is 
another factor driving up remuneration levels across the market. 
 
If is difficult to assess whether the factors influencing directors’ remuneration 
are appropriate.  The important thing is to be aware of them and understand 
their impact in individual company situations.  But it has to be recognised that 
market forces are real and most regulatory efforts in remuneration have had 
unintended and unfortunate consequences.   
 


12. What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration? 


 
We believe it is the responsibility of the board of directors to determine the 
overarching remuneration philosophy for the entire company and the 
remuneration policies relating to the executive management.  To the extent 
they do not do this well shareholders can vote against their re-election or the 
Directors’ Report on Remuneration.  We do not see any benefit from widening 
the membership of the committee to non-board members.  It seems 
disproportionate to undermine the concept of the unitary board over the issue 
of remuneration. 


 
13. Are shareholders effective in holding companies to account over pay? Are there 


further areas of pay, e.g. golden parachutes, it would be beneficial to subject 
to shareholder approval? 


 
As noted above, we believe it is the board’s responsibility to determine the 
appropriate pay structure for a company and to ensure that it serves 
shareholders’ interests.  We are concerned that the introduction of a vote on 
the Directors’ Report on Remuneration, whilst it has led to more engagement, 
has resulted in over-dependence by boards on shareholder input into the 
process.  For our part, we participated in over 170 remuneration consultations 
in 2010 and we expect that a number of other investment managers committed 
similar resource to remuneration engagements.  Despite the shareholder input 
remuneration overall has continued to increase, partly for the reasons outlined 
above, and it is difficult to assess whether it would have increased more 
without vote.  One of the difficulties we face as investors is that we (rightly) 
assess a company’s arguments for pay changes or increases in light of that 
company’s circumstances.  Generally, companies do present strong arguments 
for the changes they wish to make.  But our assessment tends not to take into 
account the impact it will have on the trend overall.  Collective engagement 
helps shareholders present a consistent view when there is one but different 
perspectives are as common in the area of pay as elsewhere in engagement.  
We also tend to look at structure rather than quantum, seeking an alignment 
with strategy and a structure that will incentivise the right behaviours.  Thus, 
there are numerous practical obstacles to shareholder oversight of pay.  We do 
not see the benefit in widening the scope of shareholders’ role in the process. 
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14. What would be the impact of greater transparency of directors’ pay in respect 


of: 
a. Linkage between pay and meeting corporate objectives 
b. Performance criteria for annual bonus schemes 
c. Relationship between directors’ pay and employees’ pay 


 
We encourage companies to discuss in their annual reports and remuneration 
policies (where these are different documents) how remuneration is linked to 
strategy and performance.  Better explanations could be given by many 
companies retrospectively such that shareholders can assess whether the policy 
had the intended affect.  We are comfortable with performance criteria for 
annual bonuses being kept confidential in circumstances where it would be 
commercially sensitive to publish the information.  However, this places even 
greater onus on the board to discuss the outcomes.  We do not believe that 
there is a meaningful way of generally assessing the relationship between 
directors’ pay and that of employees and thus do not believe that disclosing 
such a ratio would improve our understanding of the company’s policies. 


 
 
Takeovers 
 
15. Do boards understand the long-term implications of takeovers, and 


communicate the long-term implications of bids effectively? 
 


We believe that boards of directors generally seek to understand the long-term 
implications of takeovers and do understand their responsibilities in 
determining the best course of action in a takeover situation.  Whether a board 
communicates the situation well to shareholders and other affected parties 
needs to be assessed on a case-by-case basis and is generally central to a bid 
defence.   


 
16. Should the shareholders of an acquiring company in all cases be invited to vote 


on takeover bids, and what would be the benefits and costs of this? 
 


We believe that the ‘Class Tests’ under the Listing Rules of the UK Listing 
Authority provide adequate scope for shareholders in UK listed companies to 
influence major transactions.  We do not see how this could be applied to 
companies outside the UK, often times the bidders for UK companies.   


 
 
Other 
 
17. Do you have any further comments on issues related to this consultation? 
 


We do not have anything further to add. 
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Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
  
The UK Corporate Governance Code and Walker Report have instigated a 
cultural shift in UK corporate governance. The emphasis on training, external 
evaluation and the obligation on boards to maintain and monitor risk and the 
requirement to report on how the company generates or preserves value over 
the longer term (the business model), and the strategy for delivering the 
objectives of the company, ensure that UK Board teams maintain a long-term 
focus.  
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
 
Whilst the UK Companies Act (the Act) and related disclosure obligations do 
provide a useful mechanism by which to access share ownership information, 
the regime is not comprehensive enough and also creates inefficiencies and 
needless costs. 
 
For example, the widespread and growing use of pooled nominee accounts by 
custodial organisations requires a greater reliance on Section 793 of the Act in 
order to uncover share ownership which is a costly, time consuming and error-
strewn process. 
 
Furthermore, the growth in the use of Contracts For Difference (CFD), 
intended to avoid stamp duty and provide a cloak of anonymity, makes it very 
difficult for companies to get a full picture of share ownership. 
 
On a related issue, the framework is also inadequate when it comes to 
discovery of short interest which, arguably, is even more important to 
understand and where disclosure is only made during very specific situations 
such as rights issues. 
 
 
 







Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
The issues around share ownership (as discussed in question 2 above) have 
made life more difficult for corporates and equity markets. The lower levels of 
visibility of share ownership and short interest means that companies have 
greater difficulty in understanding what their shareholders feel about specific 
issues and also how they vote at meetings. 
 
The internationalisation of share ownership has brought many benefits, with 
one of the most obvious being the access to new pools of capital in North 
America, Continental Europe, the Middle East and Asia. That, of course, 
means that corporate management teams have to spend more time than they 
used to travelling to meet current and potential investors. 
 
The proliferation of hedge funds and other types of boutique investors has 
made navigating the investor landscape more complicated for issuers.  Many 
of these do not have a dedicated corporate governance resource and it is 
challenging for an issuer to establish any dialogue regarding corporate 
governance issues. 
 
Also, the polarisation of investment strategies towards either index tracking 
(cheap beta) or focused stock-picking (expensive alpha) has made life more 
difficult.  Index trackers do not always successfully integrate corporate 
governance in the overall investment decision process. 
 
Moreover, the average holding period for any given share has fallen 
dramatically over the recent years, partly driven by the increased presence of 
short term trading strategies.  High volume algorithmic trading makes it more 
difficult to understand who is trading in any given security and why. 
 
We welcome the introduction of the Stewardship Code which encourages 
institutional investors to be more active and transparent in the governance of 
companies in which they invest.  We believe that transparency, through public 
disclosure, is imperative in demonstrating and exercising accountability.  We 
would encourage the FRC to continue to review this.  In noting that foreign 
investors are invited to adhere to the Code on a voluntary basis, we firmly 
believe that it is critical that a level playing field is maintained between UK and 
foreign investors in terms of their disclosures and voting practices. 
 
It needs also to be appreciated that, as the consultation paper outlines, 
foreign ownership is now as significant as domestic institutional investment 
and is matched by UK investment in non-UK assets. As the inward investment 
of capital is largely seen as a positive phenomenon, any proposed additional 
regulatory or policy measures should be tested in terms of their effect on the 
relative competitiveness of the UK as a place to invest. 
 







Question 4: What are the most effective forms of engagement? 
 
Comments 
 
There are many effective ways that issuers can engage with investors.  Each 
serves a particular purpose.  For simple dissemination of static information 
the corporate website and media channels are very effective.  
 
However, the most effective way for corporate management teams to build 
strong, long term relationships with current and potential shareholders is 
through direct personal contact by email, phone, and, most critically, in 
physical meetings.  The corporate investor roadshow remains the mainstay 
of the investor relations programme though the trend is to use ever more 
efficient formats.  
 
Annual general meetings of shareholders are an effective form of 
engagement with shareholders since they give all holders, regardless of 
holding size (which is often the criterion which excludes some of them from 
ever meeting management on a roadshow), the opportunity to express 
themselves and seek justification for their management’s decision making. 
 
We would further add that the increased requirements for transparency 
necessitated by the UK Corporate Governance Code and Walker Report will 
encourage greater shareholder involvement and companies should seek to 
utilise technology to ensure shareholders can easily access information 
through the company website. Separately, engagement with large 
institutional shareholders can be undertaken by way of meetings between 
the chairman, finance director, chief executive and the institutional investors, 
allowing the company to hear feedback on management, strategy business 
performance and corporate governance. 
 
The UK Stewardship Code introduced only six months ago provides a fair 
outline of the principal forms of institutional investor engagement. As the 
code acknowledges, the nature of information provided during direct 
engagement is usually governed by the need to avoid the investors being 
made insiders. 
 
 
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
 
Our experience is that communication between managers with different 
functions has improved significantly in recent years.  For example, those 
responsible for Environmental, Social and Governance (ESG) issues within 
institutions are now much more integrated within the mainstream investment 
decision-making process than they ever used to be and are much more likely 
to attend meetings with management teams alongside the portfolio managers 
and analysts.  In large part this trend was accelerated by the financial crisis, 







which in many ways was driven by failures in corporate governance. Practice 
however is still likely to vary considerably. In some instances such a dialogue 
will be seen as an integral part of the investment process whereas in others it 
may viewed as a box ticking exercise. Going forward there needs to be a more 
consistent practice to allow the dialogue between managers with different 
functions to become more effective.  
 
   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 


 A distinction can be drawn between voting and engagement, with the latter 
involving more active participation by the shareholder. When considering the 
long term future of corporate governance it is important that companies seek 
to foster an environment of engagement through dialogue between 
shareholders and the board. The disclosure of voting practices would 
potentially inhibit improved corporate governance with many investors 
choosing simply to not exercise their vote or to 'follow the leader'. Indeed 
disclosure of voting practices could be counter productive diminishing voter 
response. The existence of the Stewardship Code which will become an 
increasingly integral part of best practice for institutional shareholders, 
provides sufficient guidance to ensure greater consideration and responsibility 
in voting, it does not seem necessary to go further and to ask how such votes 
were cast.  


 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
 
We do not consider short-termism in equity markets to be a problem, however 
companies do need to spell out their plans more clearly and quantify their 
risks. The decline of long-term long only funds such as Life funds is a 
concern, and these funds have not yet been replaced by other long-term 
managers. 
 
Our only other comment would be that we would advocate the UK authorities 
guarding against regulatory initiative which add to pressures for short-
termism. This includes perennial demands for the introduction of quarterly 
reporting and, in the case of regulated financial institutions, proposals for the 
publication of regulatory data on shorter timeframes. 
 
 







 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
 
We see the focus being placed by the FRC on institutional investment as 
a positive step and support continued measures aimed at making the UK 
Stewardship Code a success. 
 
Increasing incentives to hold securities for longer periods would be sensible in 
encouraging a long term focus in equity markets. Such incentives could be 
effected through more shareholder rights for time-weighted voting or taxation 
law, but clearly the latter would have state budgetary implications. So too, 
increased regulation to curtail short term investment strategies may encourage 
the UK’s large asset management industry to move some of its operations 
abroad with the obvious impact on employment and wealth creation. 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
 
While there are limitations on the information which a company’s 
directors can share with investors, it is in their interests to set out in the 
clearest terms possible their strategic plan for the direction in which they 
wish to take the company. This can then be supported by objective 
benchmarks against which investors can place current performance into 
a longer-term context. 
 
There are a number of agency problems in the investment chain given the 
number of agents involved and the difficulty in aligning interests within a 
regulatory framework.  
 
Firstly, the main agency issue is aligning the interests and actions of 
institutional investors with the interests of their underlying investment clients. A 
more robust and transparent framework that allows investors and corporates 
to understand how institutional investors operate, what they own (and what 
they have a short interest in), how they vote on specific issues, how they 
manage potential conflicts of interest, and how they ensure sound and 
independent governance of corporate issuers would be helpful to address 
some of the agency issues. 
 
Secondly, an agency issue may arise if interests of sell-side analysts and the 
investment banks they represent are not fully aligned with those of the buy-
side who are the recipients of the research they publish. Chinese Walls 
between research and investment banking as well as close monitoring of all 
published research against the market activity by an independent party could 
help detect and/or eliminate some of the agency issues.   







 
Thirdly, an agency issue may arise on a corporate side, when there is a 
misalignment of interests between the board of directors of the issuer and the 
underlying shareholders.  This is best prevented through robust corporate 
governance structures and effective shareholder voting mechanisms. 
 
Fourthly, the use of proxy voting agencies can create issues in terms of the 
transparency on how the institutions use agencies to log their votes or use 
them to obtain guidance on how to vote.  We consider that it does not matter 
how good the chairman and the investor relations team may have been in 
communicating adequately with investors, if the decisions on voting shares are 
taken by proxy voting agencies then such discussions are arguably wasted. 
 
In referring to the Stewardship Code, there is an argument that the voting 
service agencies (e.g. Manifest) should have been asked to commit to the 
spirit of the Code, and that it may have been useful to have included an 
appendix providing ‘best practice’ guide for these agencies. This may include 
guidance on their minimum service level, commitment to avoiding ‘lost votes’, 
transparency on their processes, and disclosure of the institutions they vote 
for.  
 
Furthermore, we would also like to see more disclosure from the proxy voting 
advisory companies (e.g. ABI, PIRC, NAPF) including disclosure on how they 
assess companies resolutions and the basis that ‘abstain’ or ‘against’ votes 
are recommended.  They should also disclose their policy on engaging 
investee companies before they issue their voting report especially in regards 
to ‘abstain’ or ‘against’ votes. We would also like to see a list of institutions 
they represent and disclosures on the steps that they take to ensure that they 
are correctly representing their members’ views. 
  
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
 


While it is important for fund managers to report on their engagement policies 
and engagement activity, (as addressed in Q9 above) we do not consider that 
there is a need for increased transparency in the role of fund managers. 


 


 







Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 
 
This coincides with the recognition of the benefits of diversity on company 
boards and the breadth of UK companies competing on the World stage. One 
reason for the increase therefore would be the need to compete in the global 
market place for the best candidates available. This for instance would explain 
the narrowing of differentials with the US.  


The economy is a big factor in deciding the increase in directors' 
remuneration. As companies grow larger and make more profit, leading 
executive roles have become more complex. Global competition for talent has 
also contributed to increase of pay.  The increasing proximity 
between companies and the financial markets in the last few decades is also a 
consideration. That last factor is fairly complex and includes for 
example, that the performance of senior management on the financial 
performance of the company and the impact on its stock has increased.   


Market competition has also caused an increase. Even during bad economic 
times, individuals with the ability and experience to run a company (and turn 
around a company) are few and far between. Companies need to entice or 
retain them with appropriately high compensation packages.  
  
Whether or not the increase is appropriate as a general rule is hard to say. In 
some cases no doubt pay levels were not justified, whilst in others they were 
linked to exceptional performance benefiting employees, shareholders and 
indeed the wider economy 
 
It is also important to take into account the internationalisation of the FTSE 
100 composition.  There is now a global talent base from which senior 
employees are sourced.  The nature of companies and where they carry out 
their business has also become increasingly international. 
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
 
The consultation paper suggests there may be a case for widening 
membership of the remuneration committee but does not say to whom.  
Without a clearer understanding of what may be in mind it is difficult to say 
whether what is proposed may simply result in one set of issues being 
replaced with another. 
 
We consider that in order for the remuneration committee to work effectively 
each member needs to understand their role and time commitment, have a 







thorough knowledge of the business and undertake an appropriate induction to 
make appropriate decisions.  A well managed and independent remuneration 
committee is key rather than its size.  


The remuneration committee already has the remit to seek external advice 
from an array of other stakeholders including other specialist areas of the 
business (e.g. risk and control), external advisors and government groups. 


Ultimately, the remuneration committee is accountable to the owners of the 
business as determined by re-election and the “say on pay” vote that they are 
able to exercise at the Annual General Meeting (AGM). 
 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
 
We maintain that golden parachutes are a valuable tool in the remuneration 
armoury and appropriately used can be in a company’s longer term interests. 
Abuse relating to poor decision-making in respect of discretionary payments 
should not be confused with the benefits of permitting these payments, nor 
should the importance of maintaining contractual entitlement be confused with 
ensuring that employment contracts are drawn up on appropriate terms in the 
first place. 
 
We are not aware of any evidence that investors are calling for a greater level 
of involvement.  Shareholders are already using negative votes in increasing 
numbers to make their points heard, including rejections of the remuneration 
report at AGMs. 


There are already an increasing number of guidelines and provisions which 
give both prescriptive and informative detail on how pay is managed, 
determining how remuneration is structured.  This is particularly true in the 
financial industry. 


We would also argue that most organisations already have due regard for 
appropriate governance and consideration to the important factors. 
 
 
 







 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
Transparency is not always served by the provision of more information and 
the need therefore is to ensure that additional disclosures can be provided in 
a clear and readily digestible format.  From a banking industry perspective, it 
is also important that any new requirements dovetail neatly into the extensive 
regulatory requirements which will apply in respect of the 2010 reporting year. 
 


 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
Comments 
 
We believe that boards do understand the long-term implications of takeovers 
and will always seek to communicate the long-term implications of bids 
effectively.  Any communication would include the compelling rationale for the 
takeover as well as an indication of the long term value it would create for 
investors.  Consistent with the Act, UK boards will also have regard to other 
stakeholders, such as employees and the local community. 
 
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
 
The UK Listing Rules already required UK-listed companies to seek 
shareholder approval for major transactions and we consider that the threshold 
level at which shareholder approval is required remains appropriate at this 
time.  If companies were required to seek shareholder approval in all cases, 
the cost and timescale of preparing shareholder documentation may outweigh 
the benefit of the acquisition.  
 
We would highlight that UK-listed companies could potentially be at a 
disadvantage if they were required to obtain shareholder approval for an 
acquisition where a non-UK competitor bidder was not.  We believe that it is 
critical that a level playing field is maintained and that, if any new legislation 
must be introduced, it is done so equivalently on an international basis.  
 







 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
 
We would reiterate our support for the UK Stewardship Code and its 
promotion. 
 
In noting that some of the questions in this consultation overlap with those 
addressed elsewhere in other consultations, we believe that a more integrated 
and co-ordinated approach would be helpful going forward.  
 
Ultimately, there is a need for one comprehensive and consistent framework of 
‘comply or explain’ principles that can be applied on an international basis, are 
clear and easy to follow and which provide incentives for those who apply 
them in an exemplary manner and consequences for those who do not.  This 
however may be easier said than done. 
 
Overall, we believe the UK economy to be well served by its capital markets 
and their ability to attract inward investment. We therefore cannot recommend 
highly enough the need to consider global competitiveness factors in 
determining whether or not additional regulatory measures are needed 
whether in respect of the issues raised in the paper or company law and 
corporate governance generally. 
 
 
British Bankers’ Association 
14th January 2011 





















 
 
13 January 2011 
 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London 
SW1H 0ET 
 
 
Dear Mr Gray, 
 
A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
 
I am writing as Secretary of the Commission on Ownership, concerning the BIS 
Consultation,’ A Long Term Focus for Corporate Britain.’  
 
The Commission has considered this Consultation and I enclose a copy of its submission. 


The Commission believes that companies should be more than networks of contracts from 
which owners derive profits. At their best, they can be living, breathing human institutions 
held together by trust and a sense of common purpose. At the same time, the private sector 
is the wealth creator and engine of our economy, and we rely on this wealth for our 
livelihoods, our well-being and our place in the world. 


The Commission welcomes the investigation into ways to encourage greater long termism in 
listed companies.  But it believes that considering amendments to the rules and incentives 
in the main corporate model will only go so far.  It believes that more long term thinking 
also requires a greater plurality of ownership models, incentivising those that naturally take 
a longer term view. 


In examining the rules governing listed companies, the Commission is seeking to facilitate 
practice that promotes good ownership and governance. Its comments are submitted in 
that spirit. 
 
About the Commission 
 
The Commission on Ownership has been established to examine the nature of corporate 
ownership and to assess the strengths and weaknesses of various ownership types within 
the wider economy and society.  
 







Our membership is drawn from across the business world and includes the following 
individuals: 
 


 Will Hutton, Commission Chairman 


 Glyn Barker, Vice-Chairman of PricewaterhouseCoopers  


 Kate Barker, Economist 


 Roger Carr, Chairman of Centrica plc 


 Rita Donaghy, former Chair of the Advisory, Conciliation and Arbitration Service 


 Lady Sylvia Jay, Vice Chairman of L’Oréal UK 


 Peter Marks, Group Chief Executive, The Co-operative Group 


 Charlie Mayfield, Chairman of John Lewis Partnership 


 Colin Melvin, Chief Executive of Hermes Equity Ownership Services Ltd 


 Jonathan Michie, Professor of Innovation & Knowledge Exchange at the University of 
Oxford 


 Paul Mullins, Chief Executive – Europe, DC Advisory Partners 


 Oliver Nyumbu, Chief Executive of Caret 


 Ruth Sunderland, The Daily Mail 
 
 
Yours faithfully 
 


 
 
Peter Hunt 
Secretary 
 
The Commission on Ownership 
c/o Mutuo 
Kinetic Centre 
Theobald Street 
Elstree 
Herts WD6 4PJ 
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Call for Evidence Response Form 
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Responses to the Consultation should be received by 14 January 2011. 
 
Completed copies of the response form should be returned: 
 
Via email to: clgconsultations@bis.gsi.gov.uk 
 
Via post to:  
 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
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SW1H 0ET 
 
 
Name: Simon Deakin (on behalf of the Centre for Business Research, 
University of Cambridge) 
 
Organisation (if applicable): Centre for Business Research, Judge 
Business School, University of Cambridge 
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Please tick the box from the following list of options that best describes 
you: 
 
 Quoted company 
 Other company  
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 Business representative organisation 
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 Non governmental organisation (NGO) 
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 Trade Union 
 Lawyer or accountant 
X Other (e.g. consultant or private individual): Academic  
 
 
The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
Research suggests that boards of UK-listed companies are acutely 
aware of the need to maintain the confidence of shareholders over both 
the short and long run.  In some cases, boards may be swayed by 
pressure for immediate returns, or may take decisions with a view to 
maintaining investor confidence over a short-term time horizon, in such 
a way as to constrain long-term planning.  There are examples in the 
recent past of divestments of corporate assets and the initiation of 
share buy-back programmes motivated by this type of consideration.  
On the other hand, there is also evidence that many listed companies 
have been able to make the case, to their shareholders, for taking a 
long-term view of their investments, and these shareholders, in turn, 
have supported far-sighted corporate planning.  Thus it seems possible, 
within the constraints imposed by a shareholder-focused system, for 
some UK boards at least to take a long-term strategic view of the 
company’s business.   
 
It is not clear that amending company law would make any difference 
here. Company law already provides that the board should act with a 
view to promoting the success of the company, and must take into 
account a range of interests, not just those of shareholders, in doing so 
(section 172 Companies Act 2006).  There is perhaps an argument for 
amending the law to make it easier for shareholders to take action to 
enforce the section 172 duty through litigation, but this change would 
not necessarily help to address the issue of long-termism; it could 
equally well make boards more vulnerable to short-term investor 
pressure. 
 
 
 
 
 
 
 
 







Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
 
There may be a case for tightening disclosure requirements in cases 
involving the lending of shares and the use of certain share-based 
derivatives such as contracts for differences.  There are already some 
regulations on CFDs.  Boards can be put in a difficult position, in 
particular in takeover bids, if they do not know who the holders of CFDs 
are. 
 
 
 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
This question appears to be related to the relative decline in the 
proportion of shares in UK listed companies held by UK-based 
institutional investors, including pension funds, and the rise of hedge 
funds and sovereign wealth funds, together with the increase in 
overseas ownership of UK shares.  It is possible that the informal 
channels between institutional investors and the boards of listed 
companies, which research suggests existed in the period of stable 
institutional ownership of UK shares up the 1980s, have been weakened 
or attenuated by the decline in pension fund ownership.  It is not clear 
that this is resulting in a more short-term emphasis in corporate 
governance.  Where hedge funds act as short-term speculators or 
arbitrageurs, their growing presence in the market may be seen by some 
boards as destabilising.  On the other hand, where hedge funds act as 
medium-term investors holding sizable stakes, which many of them 
increasingly do, they may be a source for stability of ownership and a 
medium- to long-term orientation in corporate decision making.  Hedge 
funds taking large stakes in this way in UK-listed firms tend to be non-
confrontational in their approach to dealings with boards, in contrast to 
the more activist approaches generally taken by such investors in the 
US, although there have been some exceptions to this.  Little is known, 
by way of publicly available research, about the role that sovereign 
wealth funds play as investors in listed companies, but, as in the case of 
hedge funds, there is little evidence of them being engaged in public, 
confrontational engagement with investee companies. 
 







Question 4: What are the most effective forms of engagement? 
 
Comments 
 
There is evidence that, in the recent past (the 1980s and 1990s), most 
engagement between institutional shareholders and their investee 
companies took place on an informal, ‘behind the scenes’ basis.  This is 
probably still the case although more recent research on this type of 
engagement is limited.  Public, confrontational engagement is still 
relatively rare in the UK.  It is more common in the USA and there are 
also recent instances of it in Japan and some other countries.  Evidence 
is mixed on the effectiveness of public engagement.  In the US context, 
confrontational shareholder activism, involving public campaigns over 
issues such as dividends, share buy-backs and governance reforms, is 
associated with higher than normal returns to shareholders in the target 
company in the period immediately following the relevant event.  
However, there is also evidence that companies targeted by this kind of 
intervention suffer impaired operating performance or at least no clear 
improvement for some time following the intervention of an activist 
shareholder.  On balance, the evidence suggests that confrontational 
engagement engenders short-term returns for shareholders but may 
disrupt corporate performance over the medium to long term.  As stated 
above, this type of engagement is rare in the UK, where informal 
engagement is the norm and arguably works better. 
 
Some steps could be taken to encourage supportive, non-
confrontational engagement by larger shareholders.  This type of 
engagement is sometimes costly and difficult in the light of capital 
market rules and practices designed to ensure equal treatment of 
shareholders.  Clearly, larger shareholders should not be put at an 
advantage by being given a privileged position concerning the 
disclosure of corporate information. On the other hand, they are often in 
no better position than smaller shareholders to engage with their 
investee companies.  This is an issue which is relevant to the aims of 
effective stewardship set out in the Stewardship Code.  The legal issues 
are complex but they could be addressed by research examining, 
among other things, how the UK position on this issue compares to that 
in other countries. 
 
  
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 







We have no direct knowledge of this. 


   
 
 
 
 
 
 
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
 
Voting can be an important form of engagement in contexts where 
shareholders want to register their disapproval of corporate malpractice 
or of a failure to follow corporate governance guidelines.  It can also be 
used to raise issues of wider public concern over corporate behaviour.  
Legal reforms to encourage institutional shareholders to vote and 
record their votes may be useful in this context.  This is a matter already 
addressed to some degree by the FRC’s Stewardship Code. 
 
 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
 
Short-termism, in the sense of speculative trading, is an inherent feature 
of equity markets.  The regular ‘churning’ of shares by institutional 
investors and asset managers acting on their behalf is also a feature of 
UK and other equity markets. It is often defended by reference to 
portfolio theory and related theories of investment practice.  Most 
institutional investors value the liquidity which comes from the 
possibility they have of trading shares in individual companies on a 
regular basis, even if they also recognise that they have a long-term 
interest in the performance of the listed company sector as a whole, and 
cannot exit the market altogether.  Speculation and churning are not 
necessarily problems for the operation of equity markets; some would 







defend them on the grounds that they add to the informational efficiency 
of the markets.  They may be a problem for corporate governance, in the 
sense of making it harder for companies to plan for the long-term, but as 
noted earlier (see answer to question 1), there is evidence that some UK-
listed companies are able to persuade their shareholders to take a long-
term view of their holdings. 
 
Short-termism may be a problem for the efficiency of equity markets, in 
circumstances where bubbles arise.  This can occur in the case of 
individual stocks, but it can also affect the market as a whole.  Bubbles, 
leading to overvalued equity, have had an extremely harmful and 
destabilising effect on stock markets in some countries, most notably 
the US and UK, at various points in the recent past. In the late 1990s and 
early 2000s, over-valuation of new economy stocks led, by widespread 
agreement (see for example the view of shareholder advocates such as 
Michael Jensen), to hostile takeovers being mounted in circumstances 
where the sums offered by bidders were excessive. This later resulted in 
the destruction of corporate value as deals had to be unscrambled.  The 
same phenomenon is visible in the context of the global financial crisis 
which began in 2007- 2008, most notably in the takeover of ABN Amro 
by the consortium consisting of RBS, Fortis and Santander.  This 
takeover reportedly went ahead without the board of RBS exercising due 
diligence. The costs of the deal to shareholders in RBS and Fortis, 
employees in RBS, Fortis and the former ABN Amro, and taxpayers in 
the several countries affected by the various mergers and subsequent 
de-mergers associated with the deal, have been enormous. 
 
This issue would best be addressed by reforms to takeover regulation 
(the Takeover Code and relevant aspects of the Listing Rules and 
companies legislation).  In particular, steps should be taken to 
discourage some forms of short-term arbitrage activity which have 
harmful consequences for the integrity and efficiency of the market.  
Weighted voting, granting increased rights to shareholders with long 
term holdings (and reducing the rights of short-term speculators) is one 
option here, but would be complex to administer (see answer to 
question 8, below).  Consideration should also be given to providing 
employees, who generally have a long-term orientation, with a greater 
say in takeovers and other change of control transactions, and in 
enhancing the role of public interest tests for takeovers through 
competition policy.  These would be ways of dealing with the externality 
(or market inefficiency) that arises from excessive short-termism in 
equity markets. 
 
 
 
 
 







 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
 
In some other countries, shareholders who hold their shares for a 
certain period of time are given enhanced voting rights, or tax benefits, 
as an inducement for doing so.  There is a specific case for weighted 
voting in the context of takeover bids (see answer to question 7, above). 
These are options which could be considered for the UK.  However, 
there is relatively little experience of weighted voting or enhanced 
voting rights in the UK context.  Institutional investors have, in the past, 
strongly supported the practice of ‘one share, one vote’, and would 
probably continue do so.  Most UK-listed companies observe this 
practice.  Thus whatever the arguments in principle might be for 
introducing weighted voting for long-term holdings, there must be some 
uncertainty as to exactly how it would play out in the UK context.  This 
is an area that should be researched, to see how weighting of votes 
works in other countries.  Alternatives to vote-weighting to deal with 
problems of short-termism should also be considered.  These include 
giving employees (who generally have the longest-term view of all the 
firm’s stakeholders) a greater say in corporate decision-making and in 
particular in change of control transactions (including takeovers).  There 
should also be a greater role for a public-interest test in the regulation of 
large takeovers through competition policy (see answer to question 17 
below). 
 
 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
 
Agency relationships in the investment chain are certainly complex.  In 
the case of pension funds, the control of investment decisions is in 
effect shared between the trustees of the fund, the asset managers they 
employ or appoint to work on their behalf, and the ultimate beneficiaries 
of the fund, who include active contributors, those in receipt of benefits 
and, in some cases, the sponsoring companies.  Some delegation of 
responsibility for investment decisions from the beneficiaries of the 
fund to the trustees and then to the specialist fund managers who take 
day to day decisions on the shape of the fund’s portfolio is unavoidable.  
An issue that could be addressed concerns the shaping of investment 







policy by trustees.  Board of trustees arguably could do more to set 
investment parameters which encourage a long-term approach to 
investment strategy, and also take account of issues of social and 
environmental sustainability.  However, pension funds already have 
disclosure duties with regard to the inclusion of social, environmental 
and ethical (‘SEE’) considerations in investment mandates, and the 
Stewardship Code also sets standards in this regard.  Where legislation 
could make a difference is in clarifying the extent of trustees’ duties to 
take SEE matters into account, as opposed to merely reporting on how 
far they do so.  This would be consistent with the emerging view (set out 
in the Freshfields report to UNEP) that trustees’ fiduciary duties do not 
simply enable them to take SEE factors into account, but may also 
require them to do so under certain conditions. 
 
 
 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
 
Pension funds must already disclose how far they take ethical etc. 
considerations into account when setting their investment mandates.   
Extending this disclosure requirement to cover fund managers may 
catch some cases which do not come under the pension fund 
regulations.  It is not clear that disclosure of pay will have the effect of 
lowering pay and benefits, if that is the intention; it has not had this 
effect in the case of corporate executive remuneration. 
 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 
 
There are a number of reasons for this.  There has been a systematic 
effort since the early 1990s to link pay to performance, with performance 
being defined as returns to shareholders.   Gains from share options, 
rather than from salaries, account for most of the relative rise in top 
executives’ pay.  The resulting increases in top pay have been  
problematic, for several reasons.  A major problem is the linking of 
managerial remuneration to absolute measures of performance.  There 







are many factors that affect a company’s performance beyond the 
contribution of its top management.  Bonuses and incentive plans 
should be based on performance relative to peer groups, not to absolute 
performance measures.  A further problem is the tendency to link 
incentives to current or short-term performance.  A greater segment of 
pay and pension entitlements should be linked to long-term 
performance to reduce executives’ incentives to take a short-term view.  
The problem of short-termism is exacerbated by the relatively limited 
tenure of most CEOs.  Limited tenure is sometimes taken to provide a 
justification for very high levels of pay and for the inclusion of ‘golden 
parachutes’ in executive employment contracts.  In general, there is a 
case for longer-term tenure, lower overall pay, and the elimination of 
golden parachutes.  The latter can distort managerial priorities, as, for 
example, in the case of takeover bids, which the managers of target 
companies may be less likely to oppose where the success of the bid 
will trigger large pay-offs for them. 
 
Another factor in the increase in pay has been regulation.  The 
combined effect of increased legal disclosure, making pay levels more 
public, and the growing role of remuneration committees, which mostly 
consist of other senior managers and act on the advice of remuneration 
consultants both of whom have an interest in seeing pay levels rise, has 
been to ratchet up pay still further.   
 
Notwithstanding the attempt to link pay and performance, executive pay 
remains weakly connected to both shareholder and profit performance, 
and is still associated with huge pay-offs for contract termination which 
give rise to shareholder and public concern. Shareholder voting on 
remuneration packages appears to have had little impact here.  If the 
purpose of disclosure requirements has been to dampen down 
executive pay by naming and shaming top earners, it has clearly failed. 
Other mechanisms should be considered.  The most effective means of 
dealing with golden parachutes and share options with a short vesting 
period is through tax law.  This can also be used to penalise corporate 
pension arrangements which do not link entitlements to long-term 
performance targets. 
 
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 







 
Remuneration committees of listed companies mostly already have 
independent members.  If the aim is to have a more diverse membership 
of remuneration committees, this should be addressed by encouraging 
greater diversity in the selection of independent directors.  Appointing 
employees below senior management level to sit on remuneration 
committees would also make a difference.  Employee directors 
nominated by the workforce are likely to be more critical of unduly high 
pay than outside directors who are still mostly nominated by the CEO or 
through the board. 
 
 
 
 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
 
No, they have not been effective. If the aim of greater shareholder 
involvement has been to dampen down pay or to restrict takeovers 
which still typically destroy shareholder wealth, it has failed.   Granting 
shareholders additional rights over the approval of remuneration 
packages will not address the most serious problems, which relate to 
the link between remuneration structures and short-termism in 
managerial decision-making, and the negative impact of highly unequal 
earnings on employee morale and on corporate reputation. A focus on 
shareholder approval ignores the potential role of employees and other 
corporate constituencies.  It is not realistic to expect shareholders, who 
are principally concerned with the returns from their investments, to 
entirely internalise these wider issues of concern.  They should be 
addressed by giving employees a greater say in top executive 
remuneration and by changes to tax law (see answers to questions 11 
and 12 above). 
 
 
 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 







 
As noted above (see answer to question 11), disclosure has been 
associated with a widening of the gap in pay between top executives 
and the rest, not a narrowing of it.  Thus a strengthening of disclosure 
requirements may simply be associated with a further widening of the 
gap. In any event, if objective is taken to be the maximisation of 
shareholder returns, the link between these trends in pay and changed 
performance is weak.   
 
 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 
 
This is probably not the right question to ask.  The issue is not whether 
boards understand the possible long-run consequences of takeovers 
and can communicate them, but whether they are permitted to take them 
into account when, in the case of the board of a target company, they 
determine how to respond to a takeover bid.  Currently, the Takeover 
Code requires the board of a listed company to have regard, above all, 
to the financial interests of its shareholders when advising on the merits 
of a bid.  The board is not permitted to recommend rejection of a bid on 
the basis of the negative impact it would have on employees or 
communities, if the overall result would still be favourable to the 
shareholders. Nor can the board straightforwardly reject a bid on the 
basis that the long-term gains to shareholders from keeping the 
company together will most likely outweigh their short-term gains from 
accepting the bidder’s offer.   
 
The position of shareholders also needs to be borne in mind here. Many 
institutional shareholders will say that they take a long-term view of 
their holdings, but very few will refuse the opportunity of a short-term 
gain arising from a takeover bid or merger which gives them a 
substantial premium over the pre-bid price.  In practice, as the Cadbury-
Kraft bid shows, once a hostile bid is announced, the institutions will 
generally be prepared to sell to hedge funds and other short-term 
arbitrageurs, taking profits even before the outcome of a bid is known.  
When institutional shareholders sell out to arbitrageurs in this way, a 
tipping point can quite quickly be reached when the sale of the company 
becomes unavoidable. In the US context, this situation is generally 
avoided by the inclusion of ‘poison pills’ in company bylaws (the 
equivalent of articles of association).  These deter opportunistic bids 
and dampen speculative activity.  In large part because of resistance 







from institutional shareholders, very few UK-listed companies have US-
style rights plans which could act as a genuine deterrent to 
opportunistic bids.  This largely explains why it is much straightforward 
for a US company to mount a hostile bid for a British one than vice 
versa. 
 
Because there is no recent tradition of rights plans and similar poison 
pills in the UK, encouraging their use here is probably not a feasible 
option.  However, other steps can be taken to address the issue of the 
long-term implications of takeover bids. As it is currently drafted, the 
Takeover Code gives too much emphasis to shareholders’ short term 
financial concerns.  It is out of line with section 172 of the Companies 
Act 2006 which allows boards more leeway in balancing the interests of 
the different corporate constituencies.  Thus some realignment of the 
Code with section 172, whether by amendment of the Code or through 
legislation, is needed.  A longer-term perspective on bids could also be 
encouraged by mandating employee representation on corporate 
boards.  Employees are, in the context of takeover bids, the corporate 
constituency with the longest-term view, and the best way of 
incorporating long-termism into the operation of the market for 
corporate control is to give them a more decisive say in change of 
control decisions.  A third reform would be the strengthening of public-
interest tests in the regulation of large takeovers through competition 
policy.  This would again help to ensure that long-term considerations 
played a greater role in takeovers. (See also the answer to question 17). 
 
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
 
Shareholders of the acquiring company already have certain rights to 
vote on transactions of the kind which would arise in connection with a 
takeover bid, under general company law and under the Listing Rules, 
so it is not clear that this is a real problem.  The much more serious 
problem arising from takeover bids concerns the position of the board 
of the target company (see answer to question 15, above). 
 
 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 







 
Some of the questions set out above assume that a longer-term 
orientation in corporate governance can be achieved through the more 
effective assertion of shareholder interests.  This is unlikely. 
Shareholders have a mix of short-term and long-term interests, but with 
the former often predominating.  Even those with long-term time 
horizons, such as pension funds, or those holding for the medium term, 
such as hedge funds or focus funds with large stakes in companies, will 
be content to take profits from short-term speculation or from takeover 
bids when they are available.  Institutional shareholders of all varieties 
will prefer to churn their shares in order to maintain liquidity, than to 
take stable long-term stakes in listed companies.  This is unlikely to 
change in the near future.  The increasing short-term orientation of 
corporate management in Britain is the consequence of the growing 
emphasis since the 1980s on the paramount position of shareholders 
within corporate governance, and the related view that shareholders 
should be the principal beneficiaries of corporate activity.  To reverse 
these trends would require a weakening of shareholder rights, and a 
strengthening of the position of other corporate constituencies, in 
particular employees.  It also requires a return to the inclusion of wide 
public interest issues in the competition policy assessment of the 
impact of large takeovers.  
 
In this context a number of specific reforms should be considered: 
opening up board membership to employees below senior level; 
tightening rules on corporate restructuring, by increasing the costs to 
employers of collective redundancies; removing the advantageous tax 
treatment of corporate debt, which currently acts as a subsidy for 
certain types of restructuring which transfer wealth from taxpayers and 
employees to shareholders; and reforming competition policy as it is 
applied to takeovers. 
 
Consideration should also be given, in this context, to models of 
corporate governance in other countries. The system of codetermination 
as it is practised in Germany and some other continental European 
countries should be the focus for comparative research of this kind.  
Codetermination involves, among other things, substantial employee 
representation on boards (at least a significant minority), coupled with 
extensive voice rights for employee representatives.  This model has 
served the German economy well and has provided a basis both for 
industrial peace and economic competitiveness.  The last time there was 
a serious debate about codetermination in this country was at the time 
of the Bullock Report in the late 1970s.  A fresh look at this issue is 
overdue. 
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 Other (e.g. consultant or private individual) 
 
 
The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
We believe that there are a number of issues to consider. Clearly the nature of 
the business involved will have an influence on the time horizon that a Board 
of directors may work to. So for example a company involved in scientific 
research may work to a timetable of several years for a new product to come to 
fruition whereas a retail company may focus on the outcome of one season’s 
trading covering a matter of months. Notwithstanding this, boards should be 
planning for the long term continuity of a company to deliver returns for 
investors, and this will require the periodic reassessment of strategic 
objectives to take account of economic, social and technological changes.   
What appears to have happened in the last 30 years or so is a contraction in 
the time period demanded by investors for returns. This has in part been 
driven by over active trading in equities as a method of delivering income for 
third parties and the development of more frequent reviews of investment 
portfolios – particularly those of pension funds – resulting in a focus on 
increasingly short term returns. This has fed through to pressure on Boards to 
deliver results on an ever shorter time cycle which in itself militates against 
longer term investment decisions. This coupled with the desire to link 
directors’ and shareholders interests has lead to directors’ financial rewards 
being driven by artificially short term financial targets.  
 
 
 
 
 
 
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 







 
The current legal framework does not allow boards to interrogate investors 
who hold an economic interest in their companies via certain types of 
derivative positions, eg CfDs.  The current “passive” disclosure regime forces 
investors to disclose positions over a given threshold (currently 3%) but 
companies do not have the right under Companies Act S793 to force 
disclosure of derivative or short positions as the Act only covers voting shares.  
 
As increasing number of investors are using synthetic positions to hold a 
position in listed companies, the UK legal framework needs to be updated 
commensurately. 
 
However, we should stress that the UK legal framework for interrogation 
of shareholders is far in advance of other European countries and we 
believe that any decrease in transparency would be pejorative to the 
efficient functioning of capital markets. 
 
 
 
 
 
 
 
 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
The growth in overseas investors and trading funds as holders of UK 
companies has had a significant impact on the governance of UK companies. 
Many overseas investors and sovereign wealth funds operate on a much more 
arms length basis with less direct involvement in the governance aspects of 
companies. Trading funds have even less involvement in governance. So it has 
been left to an increasingly small proportion of UK based fund managers to 
exercise fiduciary control over boards. And because such funds are usually in a 
minority position they have been unwilling or unable to exercise voting 
control either in M&A situations or in relation to corporate governance issues. 
The introduction of the UK stewardship code may help to reverse this trend 
and it is encouraging to see a number of overseas investors signing up to the 
code.  
It is also worth mentioning the separation of voting and ownership. The role of 
outsourced voting (based on pre-agreed standards)  is causing less direct 
involvement by investors. Also, the growth of remote ownership through 
derivatives such as CFD’s does not encourage investors who have an economic 







interest to engage.  
 
 
 
 
 


 







Question 4: What are the most effective forms of engagement? 
 
Comments 
 
Investor Relations is the two-way communication of information and insight 
between a company and the investment community.  This process enables a 
full appreciation of the company’s business activities, strategy and prospects 
and allows the market to make an informed judgement about the fair value 
and appropriate ownership of a company.  


The Investor Relations Society has produced guidance which aims to help 
companies enhance the quality of their dialogue with those institutions who 
own their shares, and to help enhance a long term understanding of the 
companies’ prospects and governance.  The advantages stemming from good 
communications between Boards and the company’s owners far outweigh the 
potential costs and risks of such a dialogue. 
 
A key task of the IR team is the communication of the long term strategy of 
the company, in such a way that investors understand the context in which 
individual events can be seen.  
IR teams should create proactive investor outreach programmes including site 
visits, road shows, as well as regular, financial-calendar linked conference 
calls. Where practical, events should be communicated to the market as a 
whole.  
Companies should produce investor materials in line with current best 
practice with an open and inclusive approach to communication on 
governance issues.  
 
The IR team should support the Board in its meetings and contacts with 
shareholders. To do so, the IR team should:   


 Ensure that they can identify and obtain contact details for the investors in 
the majority of their shares1.This should include shareholders who have 
recently sold or significantly reduced their shareholding, (where possible2) 
significant strategic short sellers, and any activist shareholders;  


 Make themselves available as a ‘first port of call’ resource for institutional 
investors seeking information;  


 Create a structured plan for regular IR contact with a representative group of 
shareholders, including through an investor survey;  


 Give careful consideration to, and evaluation of any material investor 


                                            
1 UK law provides for both reactive disclosures under Disclosure Rule and Transparency Rule 5 (DTR 5) and 
proactive through Sections 793 of the Companies Act.  Effective monitoring of disclosures under both of 
these provisions will enable companies to identify shareholders.  
2  Currently only disclosed for financial sector companies 







concerns, and ensure that the Board is aware of them;  


 Create a strategy for Board consideration on when and how proactive 
outreach to specific investors is appropriate, and on collective engagement 
with shareholders;  


 Facilitate meetings with management if investors are expressing specific 
and material concerns; 


 Facilitate attendance by the Chairman and other non-executive directors 
at roadshows / analyst meetings with management to understand 
shareholders’ major issues;  


 Ensure adequate contact with proxy advisors to gain insight into any 
investor concerns; 


 Provide to the Board a regular analysis of internal and external earnings 
expectations, such that all members are aware of potential challenges.  


 
Where investors choose to engage collectively, such as at times of significant 
corporate or wider economic stress, the IR team should:  


 
 Keep channels of communication with all investors open so that concern 


can be addressed at an early stage; 


 Keep the market updated of any material changes in the economic or 
corporate environment and how they impact on the company.  


Boards should ensure that processes exist for the dissemination of 
information to their IR team on internal strategic decision making and 
processes and others in order than they can maximise their value to 
institutional investors. 
The IR team should support the Chairman and Non Executive Directors in 
their meetings with investors, as well as supporting management in their 
day to day contacts. This may include:  


 attending company roadshows; 


 dialling in to analyst briefings, or attending a selection of analyst 
meetings; 


 attending post-results meetings; 


 Remuneration committee chairmen attending meetings with the major 
shareholders to seek views on the remuneration scheme.  


 
 







 
 
 


  
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
Our members have certainly reported that in the past there has been a silo 
mentality in some investment institutions with the investment teams, 
governance teams and CSR specialists not talking to each other. We believe 
that this is now changing and the most pro-active institutions are developing 
better joined up thinking. However there is still a chasm between the ‘front’ 
and ‘back’ offices in many investment firms. So fund managers may be 
unaware if stock has been ‘lent out’ by the back office and they may not know 
if votes have been effectively lodged or even how many shares the institution 
is able to vote on. 
We would comment that the fragmented investor market – the agency 
problem - with its different roles of ultimate owner, custody, asset allocation, 
trading strategy, pooled accounts, prop desks, prime brokers etc is not 
conducive to a common investment management or voting strategy. Each 
plays a different role, but rarely communicate. 
 
 
 
 
 
 
   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
Ultimately a shareholder can use his vote to express displeasure at the way in 
which a company is being run. However as a method of engagement it is a 
fairly blunt instrument.  Whilst voting is to be encouraged, it should be the 
final part of the engagement process not the first indication of a problem. 
Issuing companies find it very frustrating when investors vote against 
resolutions when no previous warning or discussion has been given.  
Companies believe there is no true substitute for the ‘fireside chat’. 
 







 
 
 
 
 
 


 







 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
It is dangerous to say that ‘short-termism’ per se is a problem. There are valid 
reasons why an investor may only hold an investment for a short period of 
time. From an issuer’s perspective a balance of short and long term investors 
on the share register can be advantageous with short term investors providing 
liquidity and long term investors providing stability. However, as discussed in 
answer 1 above, if investors’ focus becomes too much on  delivering short term 
performance this can damage a board’s ability to bring longer term strategic 
plans to fruition and ultimately reduce the return to shareholders.    
We believe that the introduction of the new UK Stewardship Code will go 
some way to encouraging investors to take a longer term interest in the 
development of their investee companies. We also believe that increased 
transparency between companies and their investors and the improvements in 
narrative reporting which are now happening through the implementation of 
the Companies Act and other peer group pressure to improve disclosure will 
enable companies to explain their strategies more fully and enable them to 
take a longer term view. However we do not support the introduction of 
wholesale rule changes: guidance towards lessening the gap between those 
companies who produce award winning reports and others, would be helpful. 
 
 
 
 
 
 
 
 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
The answer is that no direct action should be taken. It is a slippery slope 
towards direction of investment which will ultimately distort the market and 
introduce inefficiencies. We would also comment that tinkering with the 
structure risks lessening the quality of the UK market as a whole. Despite the 
undoubted shortcomings of the present system good companies have 
prospered and by and large those companies with sound business models have 
been able to raise finance in the London market. As a Society we believe that 
proactive, universal, prompt and clear investor communications is 
fundamental to a proper understanding of a company’s strategy and we 
support proportionate regulation that promotes equity and fairness.  Clearly, 







it is essential for investors to understand the costs and benefits of particular 
investment strategies and we would support the work done by independent 
researchers to reveal the shortcomings of so called ‘active portfolio 
management’. We do not support the idea that there should be differential 
voting rights for shareholders which flies in the face of one share, one vote 
democracy and could be impossibly complicated and costly to administer. We 
do however think that the tax system (CGT) could be used to encourage longer 
term shareholding.   
 
 
 
 
 
 
 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
There is clearly a potential conflict between the interests of fund managers 
and investors. The partial answer to the problem must be through education 
and awareness of fund managers and trustees together with transparency of 
charging. As stated in 8 above, clearly, it is essential for investors to 
understand the costs and benefits of particular investment strategies and we 
would support the work done by independent researchers to reveal the 
shortcomings of so called ‘active portfolio management’ 
 
 
 
 
 
 
 
 
 
 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 







Transparency in charging must be positive in the long term, although in the 
short term in might result in a reduction in the income and employment of 
some fund managers if it becomes clear that they are not generating real 
returns for investors. 
 
 
 
 
 
 
 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 
We believe that the use of a small number of remuneration consultants who 
promote the concept that directors should normally expect to be in the upper 
end of earnings bands goes a long way to creating a self perpetuating upward 
pressure on directors’ remuneration. Directors also have a tendency to get out 
of touch with the real world in terms of the absolute levels of remuneration, 
partly because it is not in the interests of their advisors or other colleagues in 
the organisation to say that they are overpaid. Investors often complain 
privately about excessive levels of Board remuneration but provided the 
company is delivering returns to shareholders they rarely vote against the 
Board solely in respect of this issue.   
Creating an overt, meaningful connection in annual reports between strategy, 
KPI’s, risks and performance is rare among UK Plc, but would address much 
of the problem. 
 
 
 
 
 
 
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 







The effect of widening the membership would depend on who was included 
and the proportion of non-board members. Clearly the effect could be pretty 
radical if the committee included a majority of ‘independent’ non-board 
members and incorporated representatives from employees and investors. 
One might expect to see Board remuneration levels behaving more in line with 
employees’ remuneration. However,it is a slippery slope towards creating a 
German-style Aufsichtsrat, with the consequences for governance. 
 
 
 
 
 
 
 
 
 
 
 
 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
As highlighted in the call for evidence, as most payments to directors are made 
under contractual entitlements, it is difficult for shareholders to overturn 
these. It would therefore be necessary to make directors’ employment 
contracts (or the remuneration elements of them) subject to shareholder 
approval.  
As to effectiveness, we have seen votes against the remuneration committee 
report at some AGM’s. In these instances, it is arguable that investors have 
been effective, but these occasions are rare. As in our previous answer, 
communicating the basis on which pay awards are made, and taking 
soundings on those criteria is beneficial. 
 
 
 
 
 
 
 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 







 relationship between directors’ pay and employees’ pay? 
 
Comments 
The UK’s statutory disclosure requirements on directors’ remuneration are 
amongst the most extensive in the world. We believe that presentation of this 
information is however of variable quality. In the best companies we have 
seen good linkage between performance and pay, but in others there is room 
for improvement. 
We do not believe however that this is a case for more disclosure, rather better 
disclosure, and that this will be driven by peer group pressure and guidance 
rather than additional regulation. 
 
 
 
 
 
 
 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 
 
Good communication should not just start in a bid situation. We believe that 
companies that have developed a pro-active investor relations programme, 
which has consistently communicated strategy and generated a dialogue 
between management and investors, are far more likely to be able to garner 
the support of their shareholders.  However, as noted in the call for evidence 
there is pressure in takeover situations for undue focus on short term issues. 
To a large extent Boards react to the pressures placed on them by 
shareholders in these circumstances. In many takeover situations fund 
managers give primacy to short term gains which will help to boost their 
portfolio performance rather than looking at the long term prospects for 
growth.   
 
 
 
 
 
 
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 







 
Comments 
 
Large transactions (class 1) already require approval by shareholders of 
acquiring companies. We are not convinced that approval of less material 
transactions would serve a worthwhile purpose and would add to the cost and 
time needed to complete an acquisition. 
 
 
 
 
 
 
 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
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ASSET MANAGEMENT AND INVESTORS COUNCIL 


 
Adam Gray 
Long‐Term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills 
1 Victoria Street 
London SW1H 0ET 


 


January 17, 2010 


                  Sent by email 


 


 


Dear Mr Gray, 


 
BIS Call for Evidence – A long‐term focus on Corporate Britain.  
 
The  ICMA Asset Management  and  Investors Council  (AMIC) was  established  in March 
2008 to represent the buy‐side members of the  ICMA membership.  ICMA  is one of the 
few  trade  associations  with  a  European  focus  having  both  buy‐side  and  sell‐side 
representation.  
 
Taking  into  consideration  the  changes  that  have  occurred  in  the  industry,  the  AMIC 
composition  embraces  the  diversification  and  the  current  dynamics  of  the  industry  – 
taking the asset management representation to a broader and global level. The AMIC is 
concerned by  issues affecting  investors‐led organisations  rather  than  issues  related  to 
fund distribution. 
 
The AMIC welcomes the opportunity to respond to the BIS Call for Evidence entitled  ‘a 
long‐term focus on corporate Britain’. The AMIC has been very  interested and engaged 
in the  issue of shareholder participation and will be responding  in detail to this part of 
the questionnaire, and make some general comments on other parts of the consultation 
where it has the adequate expertise to do so.  
 
 
GENERAL REMARKS 
 
The  AMIC  is  of  the  view  that  the  BIS  support  to  the  Financial  Reporting  Council’s 
Stewardship Code is welcome and the FRC initiative to encourage investors to publish a 
statement on their website of the extent to which they have complied with the Code.   
 
Institutional  investors  have  been  criticised  for  not  exercising  their  responsibilities  as 
shareholders  and  failing  to  hold  boards  to  account  for  their  activities.  Regulators  are 
calling  upon  institutional  investors  to  be  more  proactive  in  participating  in  the 
management  of  companies.  The members  of  the  AMIC  have  already  stated  that  the 
industry  needs  to  improve  in  this  area.    Asset managers  have  clients worldwide,  all 







 


2 | P a g e  


 


subject  to  different  sets  of  rules.    The  AMIC  believes  that  it  is  good  practice  to  be 
transparent  (and  publish  voting  records  for  instance)  and  to  ensure  that  clients  are 
made aware of certain issues to be voted on.  


 
The  AMIC welcomes  efforts  that  have  been made  to  improve  corporate  governance 
standards  through market‐led  initiatives  such as  the FRC Stewardship Code. The AMIC 
believes that the asset management  industry should adopt the Code. Council members 
recognise  it  is  on  a  comply‐or‐explain  basis.  Although  the  AMIC  considers  that  being 
engaged is part of the commitment when taking a stake in a company, it is important to 
emphasise  that  asset  managers  are  not  the  ultimate  owners  of  the  assets.  Any 
regulation trying to regulate the agents as a proxy for encouraging desired behaviour by 
principals may be counterproductive, as agents can only act on behalf of their clients as 
contractually  agreed.  If  principals  decline  to  empower  agents,  or  go  further  and 
positively  instruct  them  not  to  act,  agents  have  no  authority  to  follow  regulators’ 
instructions to do otherwise.   
 
The AMIC is of the view that different lines of defences should have worked to avoid the 
financial  crisis,  including  Non‐Executive  Directors,  Auditors,  Credit  Rating  Agencies, 
shareholders and regulators. The AMIC believes that all lines of defences have failed for 
one  reason  or  another  and  that  a  holistic  solution  should  be  sought,  rather  than 
measures aimed at individual aspects alone, such as shareholder governance.  
 
 
SHAREHOLDER ENGAGEMENT 
 
Institutional  investors  have  been  criticised  for  not  exercising  their  responsibilities  as 
shareholders  and  failing  to  hold  boards  to  account  for  their  activities.  Regulators  are 
calling  upon  institutional  investors  to  be  more  proactive  in  participating  in  the 
management of companies. The members of the AMIC recognise that the industry needs 
to  improve  in  this  area.   However,  there  is  little objective  evidence  that  engagement 
produces superior portfolio returns and yet it comes with a cost. Indeed, the separation 
of  ownership  and  control  raises  fundamental  questions  about  representation  of 
interests.  
 
The AMIC believes that good corporate governance does not necessarily imply activism, 
and  no  proposal  should  encourage  the  buy‐side  to  be  activist.  Some  asset managers 
decide to  follow an  investment policy based on activism to ensure positive  investment 
returns.  But  there  are  in  fact  different  options  for  asset managers  once  they  bought 
shares. They may understand the management’s strategy and agree with it, or disagree 
and then decide to engage with the management. Asset managers would take a view on 
the  company’s  future,  and may  choose  to  engage  with  the  company.  A  number  of 
outcomes are possible. Management may choose not to  listen, or asset managers may 
give wrong  advice. Asset managers may  also  choose  to  sell  their  shares.  If  a possible 
legislative proposal were to be drafted, this flexibility should be maintained. The AMIC 
believes that this is a complex issue and that it is difficult to actually quantify ‘the return 
on engagement’. 
 
As  mentioned  earlier  the  AMIC  welcomes  efforts  that  have  been  made  to  improve 
corporate  governance  standards  through  market‐led  initiatives  such  as  the  UK  FRC 
Stewardship Code. One of our members explained  that  their engagement on behalf of 
their clients is based on a dialogue with companies; voting records are published on the 
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web with a three‐month delay; and a full‐time member of staff  is employed to oversee 
the whole process.   
 
Although the AMIC considers that being engaged is part of the commitment when taking a 
stake in a company, it is important to emphasise that asset managers are not the ultimate 
owners  of  the  assets.  Any  regulation  trying  to  regulate  the  agents  as  a  proxy  for 
encouraging desired behaviour by principals may be counterproductive, as agents can only 
act  on  behalf  of  their  clients  as  contractually  agreed.  If  principals  decline  to  empower 
agents, or go further and positively  instruct them not to act, agents have no authority to 
follow  regulators’  instructions  to do otherwise.   Sovereign Wealth Funds  (SWFs) are  for 
instance known as often preferring to be passive owners, and asset managers have to be 
able  to  respect  this  choice without  being  in  breach  of well‐intended  regulation.  There 
would be a litigation risk if clients’ wishes were not respected by the agent because of the 
agent’s  regulatory  obligation  to  vote  on  its  clients’  behalf.  Pooled  funds  complicate 
matters  further, as  there may be multiple principals behind  the  fund and  following  the 
owners’ wishes, or even ascertaining them, is not always practical. 
 
Legislative proposals would in effect turn the shareholder’s right to direct their company’s 
management  into  an  obligation  to  do  so,  for  the  common  good.   This  would  make 
common equity less attractive to many holders (and to some SWFs in particular, much less 
attractive).  This would  be  reflected  in  the market,  firstly  by  a  lower  price  for  common 
equity, and secondly by a reorganisation of the capital structure of public companies.   In 
effect,  if  regulators  demand  that  holders  of  common  equity  take  on  certain 
responsibilities, then companies will inevitably find a way of issuing equity which does not 
carry these burdens, so as to attract investors who for their own legitimate reasons do not 
wish to actively engage.  
 
Asset managers have clients worldwide, all subject to different sets of rules.   The AMIC 
believes  that  it  is  good  practice  to  be  transparent  (and  publish  voting  records  for 
instance) and to ensure that clients are made aware of certain issues to be voted on.  
 
Moreover, no asset manager has the resources to vote on all issues of every company its 
clients  hold  a  stake  in.  Therefore  it  is  important  to  emphasise  the  costs  active 
engagement  entails  –  costs  that would  inevitably  be  passed  onto  the  ultimate  asset 
owners in the form of higher fees, raising again the question of whether some principals 
would accept the extra charges, especially  if they did not intend to exercise their rights 
to vote.  
 
 
 


REMUNERATION POLICY 


 
The  industry represented by the AMIC has a fiduciary duty towards  its clients. The way 
asset managers are  compensated  therefore  is  aligned with  clients’  interests  and  their 
longer‐term  time‐horizons:    asset management  is  a multi‐year  business  rather  than  a 
transactional  business  and  remuneration  arrangements  already  reflect  this,  with 
variable pay being based on a multi‐year performance rather than a one‐year record of 
transaction‐driven  profits.   As  a  result,  the  time  period  on which  an  asset manager’s 
performance is based is more likely to be of 2 ‐ 3 years.  
 
The aim for asset managers  is to achieve repeat business and this  is done by achieving 
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good  performance  over  longer  time.  The  AMIC  therefore  calls  for  a  principle‐based 
approach  to  remuneration  policies  targeted  at  asset  managers  to  ensure  adequate 
flexibility. Many asset managers’ response to recent market events has entailed variable 
pay that varied downward,  in some cases quite sharply, to protect core staff resources 
over  the  years of  lower  revenues:    this ensured  that  the  long‐term  structure of  asset 
managers  (necessary  to  align  asset  managers  with  clients’  long  term  performance 
requirements) was not put at risk by short‐term revenue dips. 


 


 
The AMIC would be happy to discuss further with you the points made  in this  letter. 
 


 
Yours sincerely, 
 
 


 
 
 
Robert Parker 
AMIC Chairman 


 


 


 


 








 
 
 
A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
Call for Evidence Response Form 
 
A copy of the consultation available at: http://www.bis.gov.uk/consultations. 
 
Responses to the Consultation should be received by 14 January 2011. 
 
Completed copies of the response form should be returned: 
 
Via email to: clgconsultations@bis.gsi.gov.uk 
 
Via post to:  
 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London 
SW1H 0ET 
 
 
Name: Mr. Jaffer Manek 
 
 
 
 
 
Please tick the box from the following list of options that best describes 
you: 
 
 Quoted company 
 Other company  
 Investor or investment manager 
 Business representative organisation 
 Investor representative organisation  
 Non governmental organisation (NGO) 
 Trade Union 
x Lawyer or accountant 
 Other (e.g. consultant or private individual) 
 
 



http://www.bis.gov.uk/consultations
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The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
No for two reasons: 
1 - Product life is getting shorter since new products/services/methods 
over-take outdated products.  
2 – The mind-set to make a quick buck and leave after a few years. 
 
 
 
 
 
 
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
No. T is too cumbersome to look up Companies House information as to 
who owns shares. Many are able to hold shares in nominee names. 
Pension Funds are another smoke-screen for shareholding.  
 
 
 
 
 
 
 
 
 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 







It is a quick buck culture as greed drives the casino-style investment 
where shareholders do not have any say in what the directors and 
managers do with the money paid to buy the share. 
 
 
 
 
 
 
 
 







Question 4: What are the most effective forms of engagement? 
 
Comments 
Open meetings where shareholders can have a say and follow up from 
directors about what the shareholders suggest. 
 
 
 
 
 
 
 
  
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
It is perceived to be biased and selective. 
 
 
 
 
 
 


   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
The small shareholder is left out and therefore can only invest as 
casino-style activity i.e. speculation. 
 
 
 
 
 
 
 
 







 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
Private Equity Funds should not be allowed to buy more than 19.99 
percent of shares of any company and so they cannot then do asset 
stripping such as Cadbury. Surplus moneys that the Private Equity 
Funds hold can then be invested in small companies crying out for 
funding. 
 
 
 
 
 
 
 
 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
There should be a legislation to reward longer-term shareholders more 
than shorter term shareholders. 
 
 
 
 
 
 
 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
pass 
 
 
 
 
 
 
 







 
 
 
 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
They should be paid a basic salary that is based on a benchmark salary 
such as the average person’s salary. Bonus should then be a fraction of 
that salary and certainly not more than a third of it. That would give an 
incentive to raise the average person’s salary. 
 
 
 
 
 
 
 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 
This is because of the freedom for directors to set whatever salary they 
want to award. That should be made illegal since a company may not be 
able to have commensurate rewards. 
 
 
 
 
 
 
 
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 







Each shareholder however small should be allowed to object and veto.  
 
 
 
 
 
 
 
 
 
 
 
 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
No.  
 
 
 
 
 
 
 
 
 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
Complexity creates a smoke-screen. 
 
 
 
 
 
 
 
 







Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 
No, it is driven by what the directors can gain from it. 
 
 
 
 
 
 
 
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
They would be given promises that may or may not come through. Their 
greed will drive the situation.  
 
 
 
 
 
 
 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
AUDITORS’ SELF-REGULATION TO BE MODIFIED 
 
In contested cases of complaints against auditors, independent judges 
should be appointed by the Ministry of Justice, instead of Recognised 
Supervisory Body (RSB) bureaucrats, to oversee: 
o Whether there is a prima facie case against an accused auditor  
o rules of evidence are applied fully 
o cross-examination and subpoenas are available to the accused  
o uphold the concept of "innocent until proven guilty"  
o trials are conducted fairly and are seen to be conducted fairly  
o the final judgment is impartial 







o fines and costs are utilised for the benefit of auditor retraining not 
enriching the professional body. 
 
RSBs are not answerable to courts of law since they operate under their 
Royal Charter. Under self-regulation, if RSB bureaucrats decide that 
their own accused member has a prima facie case to answer, a 
disciplinary hearing is conducted at the RSB's premises, facilitated by 
RSB's secretariat with a jury appointed by RSB and fines kept by RSB. 
Therefore, effectively, RSBs act as (a) prosecutor, (b) jury, (c) 
executioner and (d) benefactor of fines levied. 
 
Smaller audit firms complain too often about experiencing harsh 
punishment over the most tenuous of accusations. This is particularly 
acute if the auditor is not minded to be subservient and/or deferential 
towards RSB's secretariat.  
 
On the other hand, newspapers too often carry reports of large audit 
firms getting mild admonition or fines that are an incredibly small 
percentage of the audit fee in question. Whilst small audit firms 
experience financial and moral devastation over their self-regulated 
disciplinary hearings, big audit firms appear to be almost unaffected by 
their disciplinary hearings. BCCI, Barings, Maxwell, Equitable Life and 
many other are more prominent examples. 
 
Self-regulation, a relic of medieval times, gives RSBs the type of latitude 
that does not sit well with EU laws and human rights legislation. This 
affects the current dilemma; "Can pension funds continue to pay 
pension to all who have invested in pension funds who in turn invest in 
shares of corporates, who in turn are audited by self-regulated 
auditors?" 
 
 


 
 








 
 


Adam Gray 
Corporate Law & Governance  
Department for Business, Innovation and Skills 
1 Victoria Street 
London 
SW1H 0ET 
 
Via e-mail to clgconsultation@bis.gov.uk 
 
A long-term focus for corporate Britain: A call for evidence  
 
Dear Adam, 
 
This submission is made on behalf of The Co-operative Asset Management (TCAM), 
which carries out the fund management activities of The Co-operative Financial 
Services (CFS).  The Co-operative Financial Services (CFS) is part of The Co-
operative Group, the UK’s largest mutual retail business with around five million 
members, more than £14 billion turnover and core business interests in food, 
financial services, travel, pharmacy and funeral care. The Co-operative Group has 
more than 5,000 trading outlets across the UK. CFS’ merger with Britannia, in August 
2009, created a strong diversified financial services business with £70 billion of 
assets, 13,000 colleagues and nearly nine million customers.  
 
TCAM offers a distinctive responsible investment approach which fully integrates 
consideration of financial and ESG (environmental, social and governance) issues 
throughout the investment process. We consider that sound corporate governance in 
the companies in which we invests is of central importance to create and sustain 
long-term shareholder value. We also consider that it is the responsibility of 
institutional investors to act as owners of the companies in which they invest and we 
will seek to maximise value from our investments by using our influence as a 
shareholder, through engagement and the use of our voting rights, to further good 
corporate governance in investee companies. 
 
We welcome the opportunity to respond to the consultation and would be pleased to 
discuss further the issues raised in our response. 
 
Yours sincerely, 
 
 
 
Phineas Glover 
Corporate Governance Analyst 
The Co-operative Asset Management  
22nd Floor, CIS Tower 
Miller St  
Manchester  
M60 0AL  
 
 
 
 







Introduction to the response 
 
TCAM, like other market participants, has an inherent interest in developing a market 
infrastructure that allocates capital efficiently while maintaining ‘natural capital’ such 
as resources and a stable climate, allowing companies to prosper over the long-term. 
In seeking out these important goals it is worth remembering that while providing a 
structure for society to function, financial markets should serve the interests of the 
providers and recipients of capital; and not act simply as a tool for rent capture by 
intermediaries across the investment chain.  
 
Economic theory suggests that interests are aligned at every principle-agent juncture 
in the chain, from the owners of capital, to trustees, to advisors, to the managers of 
capital, to the ultimate recipients. Meanwhile, the company responds to the signals of 
its owners by making decisions to provide returns to them over the long-term. Prices 
will equate to the consensus of investors’ expectations about the discounted value of 
future cash flows. When all these imperatives and agents are working efficiently there 
should be an enlightened chain of self-interest, to the benefit of all.  
 
The problem is this is not always the case. Due to a number of information 
asymmetries along the way between the various principals and agents, there is a 
tendency for mispricing and therefore momentum, eventually causing market bubbles 
and crashes. It is the perception of momentum in markets, large swings in share 
prices disconnected from underlying fundamentals, that creates the perception of 
short-termism. But is this a reflection of what the consultation indicates as a form of 
short-termism? Momentum investing can also indicate ignorance, irrationality and 
herd mentality in decisions that may be motivated by sincere desires to create long-
term value. Furthermore, it is mis-pricing, its identification and correction that enable 
competition; that is, benefiting from others’ mistakes and in doing so enabling relative 
performance. In a truly efficient market only tracker funds would be of interest as 
pockets of mis-pricing would be shut down before they emerged. In reality, every 
active manager believes he or she is keeping the market honest by participating in 
the elimination of mis-pricing and being rewarded for this enlightened self-interest by 
outperformance. But in the absence of perfect information available to all it is logical 
that that the majority of active investment decisions that identify alleged mis-pricing 
are, in fact, wrong. Furthermore, sometimes a short-term approach is appropriate for 
the requirements of the beneficiary e.g. a speculative investor in a short-only hedge 
fund (despite the destabilising effects that this activity may have on the system).  It is 
important that we understand the illness before deciding on the medicine. What we 
understand by short-termism in the pejorative sense is a pattern of behaviour 
perpetually, exclusively focussed on short-term gain with no regard to how individual, 
accretive and collective short-term decisions end up causing net harm to 
beneficiaries’ long-term interests. Conversely we define a long-term approach as one 
which is providential, which seeks to be judged by delivering a net benefit to 
beneficiaries over many years or decades as appropriate with acceptably smooth 
returns, rather than being judged to have succeeded or failed based on one quarter’s 
results alone. 
 
The biggest intermediaries in markets, banks, have over the last decade contributed 
to a significant increase in financial liquidity which in turn has lowered trading costs. 
Liquidity is necessary and beneficial to efficient markets but according to the Bank of 
England, the evidence suggests that increased liquidity and information availability 
has led to increased trading and increases in share price volatility. By 2007, 
investment banks came to account for 40% of aggregate corporate profits in the UK 
and US, even after investment banks had paid out salaries and bonuses amounting 







to 60% of net revenues1. These figures alone, while startling, surely expose 
excessive levels of rent capture by investment banks at different stages in the 
investment chain.   
 
This could reflect inefficient intermediation by investment banks and is marked by 
excessive fees and a lack of competition. For example, trading in securities has a 
natural element of monopoly: trading venues with the largest turnover offer 
customers the highest levels of liquidity and therefore the best chance of dealing, 
thereby providing a magnet to business, which the operator of the venue can exploit 
by higher prices. It may also be the case that dominant investment banks are more 
the facilitators than the cause of excessive trading, given the long-term historical 
trend to the splintering and proliferation of shares, increased numbers of public 
offerings and mass participation in listed markets. This increases the potential for 
information asymmetries which when combined with a preference for active 
management and the inevitability that only a minority can outperform means the 
potential for volatility and error of judgement compounds.  
 
Active fund managers, like TCAM, seek out returns by identifying misvaluations on 
offer and by doing so, take the prices of companies back to fair value. If a company’s 
value moves beyond our view of valuation then we are duty bound to our clients to 
sell; the underlying asset is no longer an optimum allocation of capital for the ultimate 
owners. Such is the speed at which information is processed in the modern world; 
other investors can incorporate the same information in a relatively short period of 
time. This means we can hit our target price over a short period of time. We do not 
consider this a form of short-termism. Neither do we find it inappropriate for a short-
term focus to be taken on occasions where the specific circumstances of a company 
or sector dictate a shorter term priority. For example, different sectors tend to 
participate in different industrial cycles which to some degree influence the 
management priorities of the time; albeit that these ought to be at all times 
underpinned by longer-term objectives.    
 
The primary factor driving fund management decisions are the objectives of the 
providers of investment mandates, our clients. Where there may be potential for 
shorter term considerations to impact decisions through the investment chain is in the 
tendency for mandates to be awarded over a relatively short period of time and for 
performance to be measured over even shorter time-horizons.  
 
In many ways, active management inherently indicates a contrarian view of the 
markets; this can mean marginal departures from market valuation or long-term 
convictions over larger discrepancies that may take longer to unfold. Unfortunately, 
this means that those fund managers whose judgement is right, but timing wrong, 
stand a high chance of losing their mandates.  This is evidenced by previous market 
crashes where, for example, fund managers lost mandates (and jobs) for not 
participating (or contributing) to large momentum swings in capital that were 
dislocated from genuine capital asset pricing. This was most evident for example 
during the dotcom / telecoms bubble. The decision of whether to keep or fire an asset 
manager becomes a battle between fair value and momentum.  
 
Central to this problem is the inherent asymmetry of information between asset 
owners and managers and hence the role of investment consultants in advising on 
the process towards identifying the best portfolio of investment mandates. Paul 
Wooley2 explains well the problem this asymmetry causes: 


                                                 
1 Why are financial markets so inefficient and exploitive – and a suggested remedy. Paul Wooley. 2010.  
2 ibid  







“The asset owners have imperfect knowledge of the ability of the fund managers they 
invest with. This means they have uncertainty over whether underperformance 
relative to a benchmark arises from the manager’s prudent avoidance of over priced 
companies or rather, is a sign of incompetence. As shortfalls grow, investors 
conclude the reason is incompetence and react by transferring funds to 
outperforming managers, thereby amplifying the price change that led to the initial 
underperformance and generating momentum.” 
 
For this reason, investment consultants have a very important role to play in markets 
by overcoming imperfect knowledge. It is the investment consultants that guide the 
asset owners’ perception of performance and how they construct investment 
agreements. However, we cannot ignore that consultants generate more fees from 
more mandates and even more fees from the churn of mandates. Why are pension 
funds advised to seek such extensive diversification at mandate level as well as fund 
portfolio level? Studies indicate that the principle benefit of diversification, to reduce 
portfolio volatility, reduces rapidly after 20-50 stocks (though the benefit of 
diversification varies according to the stability of prevailing market conditions). As 
well, let us not forget that it is the consultant that will advise the asset owners on the 
above scenario described by Paul Wooley. It is rather convenient for consultants to 
focus on the performance of a fund over the relatively short past, as this is more 
likely to bring about mandate churn and therefore more fees.  
 
One impact on how fund manager performance is appraised and therefore the nature 
of investment mandates relates to the changing role of equities in portfolios. The 
existence of stamp duty on shares, the repeal of the dividend credit and the different 
tax treatment of debt and equity are examples of how the tax system discourages the 
ownership of UK equities. A consequence of the rebalancing of typical mandate 
portfolios by insurance and pension funds towards lower yielding asset classes has 
been that those funds left in equities are required to make even greater returns in 
order to make up for the relatively low returns elsewhere.  
 
As outlined, the combination of excessive intermediation, asymmetric information, 
momentum and excessive portfolio diversification leads to a market architecture that 
has a tendency to veer towards short-termism, or rather inefficient capital allocation. 
There is no single smoking gun; rather there is a combination of decisions made at 
every stage of the investment chain, running all the way down to a manager’s final 
capital allocation into the economy. We have highlighted various issues and 
proposals in response to the specific questions of the consultation that relate to 
problems further down the capital chain; however, while these are important to the 
functioning of markets, unless the importance of a long-term focus is hardwired into 
the beginning of the chain, into the decisions taken by the asset owners, we are 
doubtful of their success.  
 
We therefore consider it imperative that trustees think very carefully about how they 
structure asset management mandates, with a particular focus on time-horizons of 
contracts, the time over which performance is measured and consideration of trading 
costs. We would advocate further enquiry into the nature of existing agreements and 
how they could be designed to mitigate short-term pressures down the investment 
chain. For example, the volatility and distortions caused by mispricing, as discussed, 
mean that equity indices may not always represent optimal portfolios and therefore 
should not always be the holy grail of performance appraisal.  
 
A starting point is to lengthen the performance review time period and reduce 
emphasis on relative returns. One solution that wouldn’t entrench asset managers on 
long fixed term contracts would be to appraise their performance on a rolling basis 







over three to five years and applying performance water marks. In terms of fee 
arrangements, asset owners should consider introducing performance fees that are 
spread over multiple years. In measuring performance it may be beneficial to 
supplement index comparisons with broader fundamental indicators of economic 
performance, for example, GDP growth. 
  
Finally, we strongly advocate the inclusion of stewardship responsibilities into 
investment agreements. As pointed out at various stages through this response, the 
legitimacy of the modern system rests on the strength of the relationship between the 
shareholders and directors. This assumes full participation by both parties within the 
comply-or-explain framework. We propose that asset owners consider tying a 
meaningful portion of fees to the quality of stewardship provided by their investment 
managers. Indeed they could go further and stipulate minimum stewardship 
requirements in their tender selection process. It does not require a great deal of re-
working to accommodate this model for differing investment styles.    
 
However the scale of the turnaround cannot be underestimated. The current market 
infrastructure and characteristics described above are inimical to the principle of 
stewardship which compels investors to investing for long enough to make it worth 
their while stewarding rather than trading. As long as the market is strongly 
influenced by speculative, hyper-sensitive trading adopting a stewardship stance by 
the few is essentially a symbolic protest vote with occasional wins. This is why 
structural reform, which is backed by attitudinal change about what it means to be a 
fiduciary is required to align enough of the market to fully justify the cost-benefit to 
stewardship.   
 
 
The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
In general, we find that companies develop strategic plans that reflect the time-
horizons of their respective industrial cycles however it is frequently the case that 
communication of these plans to stakeholders requires improvement. Importantly, our 
sense is that companies with the intention of long-term thinking may be compromised 
by the influence of short-term movements in the share price. This has implications 
given that all executive directors’ performance pay is in some way tied to the share 
price.  
 
Studies into the area find that senior management are fearful that long-term capital 
investment decisions regarding, for example, research and development will scare 
investors due to the high up-front costs. For example, in the U.S. a survey3 of 400 
executives found that a staggering 80% would decrease spending on items as 
diverse as R&D, advertising, and maintenance in order to meet short-term earnings 
targets. Approximately half also indicated that they would mothball projects even if it 
meant sacrificing genuine value creation over the long-term. The tendency also of 
markets to react hyper-allergically to short-term bad news only re-enforces timidity 
and decisions based on avoiding censure rather than creating long-term value, 
analogous to the dilemmas faced by democratically elected governments seeking to 
ensure re-election.  
 


                                                 
3 Breaking the short-term cycle, CFA Centre for Financial Market Integrity / Business Roundtable 
Institute for Corporate Ethics, 2006. 







Such factors are particularly problematic for society in the context of the sustainability 
challenges that society faces at the current time and given that a significant number 
of industries with the highest intersection with sustainability, particularly the utilities, 
are now publicly listed. Long duration infrastructure, such as power generation 
assets, gas distribution, water storage and distribution and transport infrastructure, 
will be operating in ecological contexts that are markedly different from those of 
today, yet such considerations will fall outside the planning horizons of the current 
management teams, and certainly outside of their incentive structures. 
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
The relationship between principle and agent, the shareholders and the directors, is 
the cornerstone of the UK market. The system is underpinned by the comply-or-
explain framework that seeks to overcome agency problems with a Corporate 
Governance Code. The ownership model relies on good quality explanations by 
companies and a fully engaged shareholder base. Given that there is such a strong 
emphasis on the dialogue between shareholders and companies it is entirely illogical 
to not have a fully transparent ownership landscape. We support mandating full 
disclosure of the shareholder register. 
 
The legitimacy of modern corporate governance rests on the premise that, in 
shareholder elections, shareholders are economically motivated to vote in a manner 
that maximises the value of companies’ shares. Voting and economic interests are 
assumed to be aligned. This alignment has been severed due to the changing nature 
of ownership via the proliferation of cash settled derivatives such as Equity Swaps or 
Contracts for Difference; economic interest can be dislocated from legal ownership.  
 
It is surprisingly easy for investors to construct portfolios that increase in value as a 
company’s stock price declines while retaining the right to exercise influence by 
casting large blocks of shares at shareholder elections – a typical total return equity 
swap. The risk then arises that the investor is motivated to vote in a manner that 
causes economic harm to the company. Remarkably this can all be done unbeknown 
to existing shareholders, which we find entirely incongruous to market transparency, 
given the price signalling implications.  
 
While in the UK s.793 (CA. 2006) has helped to a degree, the disclosure framework 
could go a lot further. The issue of equity derivatives is currently being considered at 
European level under the Transparency Framework and we certainly urge regulatory 
bodies in the UK to take an active role in the debate.  
 
 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
As picked up in the précis to the consultation document the composition of owners in 
the UK market has undergone major changes over the past 20 years, with ownership 
of UK equities by UK institutional investors has decreased from around 60% to 40%. 
Such a fundamental shift inevitably brings new realities to the principal – agent 







model. As mentioned above, another change has seen the rise of alternative equity 
instruments, which can distort the concepts of beneficial and economic ownership.  
 
There are a number of factors driving the changes in ownership, including the 
general trend of international diversification of equity assets, as well as more specific 
factors increasing the asset allocation of bonds relative to equities for pension and 
insurance fund investors, both naturally long-term investors. For pension funds the 
repeal of the tax credit for dividends directly reduced returns and the attractiveness of 
the equity allocation, while the general aging of the workforce increases the 
requirement for yield compared to capital growth. Regulation has also driven pension 
funds towards bonds, with increased liability matching regulations, while MiFiD has 
similarly driven an increased weighting of bonds at insurance companies. One 
consequence of these changes is that they increase the return requirement placed 
on the remaining equity portions. 
 
As pointed out in question two, the legitimacy of the modern system inherently rests 
on the full participation of both companies and investors within the comply-or-explain 
framework. However, the 20% shift described reflects a decline in traditionally 
engaged institutional investors and so a dilution of stewardship. To counterbalance 
this, it is necessary to draw together existing shareholders through a common set of 
ownership principles and this has been the main driver behind the launch of the 
FRC’s Stewardship Code.  
 
While a significant step forward, the global breadth of holdings by the most influential 
investors in the UK still presents quandaries. Currently global investors have to make 
a trade-off between depth and breadth in allocating corporate governance resources. 
If they are more weighted towards a country with a poor corporate governance 
framework, there may be an argument for targeting in-house stewardship resources 
at bigger margins of improvement, say in China or Russia, rather than the UK. This 
has led to more out-sourcing via proxy voting agencies, whether entirely or through 
voting recommendations, a reliance that can dilute understanding of important 
company specific issues. At TCAM we believe that ‘top-down’ corporate governance 
policies need to be understood in the context of ‘bottom-up’ individual and 
commercial circumstance and as such dedicate significant resource to analysing 
governance in our investee companies in house. 
 
This is not to say that proxy research and voting agencies do not have an important 
role to play as their research certainly helps investors cultivate an understanding of 
companies. Rather, the problem relates to the potential for such research to be used 
as an entire replacement of the engagement process. When that is the case then 
clearly stewardship as it should be is undermined. A negative by-product of this trend 
is the animosity it can cause between companies and investors – in some cases 
leading to a complete breakdown in dialogue.  
 
While each asset management business will ultimately take a distinctive approach to 
the way they structure their corporate governance research and engagement team (if 
they have one); our feeling is that (relative to the stocks covered) many are hugely 
under resourced. This, in combination with delegated engagement leads to a void in 
stewardship. We remain hopeful that the FRC’s Stewardship Code can ‘fill the void’ 
but unless many of the signatories allocate more resources to the area we are 
doubtful it will have the desired effect.  
 
Note also the growth of inflows to passive and exchange traded funds. In theory, 
because passive investing precludes stock bias and seeks long-term gains in the 
broad equity market; passive funds and stewardship should be natural bedfellows. 







Yet they largely pay scant attention to corporate governance. Index fund marketing 
tends to focus on a low fee model that compensates with stock-lending fees (another 
example of divorced ownership). A study of UK investment firms revealed that 
passive managers allocated the least resources to stewardship. Additionally, while 
passive investing underpins the equity portfolios of a substantial proportion of 
pension’s funds, few scrutinise the stewardship activities of passive managers. 
Trustees typically focus exclusively on tracking error and performance.  
 
In line with our central view, as discussed in the introduction, the investment chain 
needs to take more formal account of the need to allocate resources to important 
stewardship tasks. Given the underlying structure of markets, with some pension 
funds segregating their assets into 50 plus mandates, this has to be driven by the 
ultimate owners. Asset management companies, the intermediaries, are ultimately 
driven by client requirements and unless such responsibilities are formally captured 
within tender processes and investment agreements, we are doubtful that it will be 
hardwired into the ownership chain sufficiently.  
 
 
Question 4: What are the most effective forms of engagement? 
 
It depends on the circumstances. Approaches that focus too much on telling 
companies they are not conforming to best-practice tend to illicit defensive responses 
and lead companies to be more trenchant in defending their status-quo. Approaches 
that move away from being the antagonist to the protagonist have been more 
successful. Behavioural economists would probably characterise this as ‘nudging’ the 
company by showing them something market leading that would benefit and improve 
them. At its simplest form it is about demonstrating another option for a company to 
take, explaining why it would benefit them, facilitating buy-in from key agents, and 
creating an environment in which the company would feel comfortable executing the 
changes, knowing they are making them on their own volition. While this describes 
broader long-term approaches to protecting and enhancing shareholder value, 
another important component of stewardship is exercising ownership rights at 
company general meetings – please see question six.  
 
However, while we find this approach tends to be more successful for initiating 
effective on-going dialogue, sometimes no amount of well intentioned dialogue will 
result in appropriate changes. In such instances we will escalate our activities, 
whether via collaboration with other investors, or ultimately by tabling a shareholder 
resolution.  
 
Moves by investment consultants such as Mercer to assess the quality of 
stewardship at asset managers may have a positive impact on the market overall by 
pushing pension funds to seek out market leaders when allocating mandates. 
  
Moreover, we have to be careful not to turn stewardship into a numbers game; an 
engagement that lasts 1-3 years at a company with major problems may be much 
more beneficial to clients than one that lasts a couple of months. Finally, 
engagements may strengthen the hand of a non-executive on the board who is trying 
to reform practices. For example, feedback from non-executive directors indicates 
that while engagement by investors may not achieve instant results it changes the 
dynamic on the board by strengthening the agenda of reformers over time.  
 
For more information about how we approach our compliance with the UK 
Stewardship Code see: 







http://www.co-operativeassetmanagement.co.uk/advisers/stewardship-code.php 
 
 
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and investment 
teams)? 
 
The short answer is that our anecdotal experience is; “not nearly enough” though 
improving more in the last 3 years than perhaps in the preceding 10, as 
Environmental, Social and Governance risks (and to some extent opportunities) 
become more apparent in terms of investment impact. Each individual asset 
management company will be organised according to their business model and 
investment style. At TCAM our distinctive responsible investment approach fully 
integrates ESG risks and opportunities into our investment process. We do this 
because in our experience it significantly increases our understanding of companies 
risk & opportunity profiles assisting in both the investment and engagement 
functions. This has been achieved through a long term change management process 
and all market participants that wish to ensure an appropriate level of internal 
dialogue will have to go through a similar process.  
 
There are a number of general challenges relating to improving dialogue within 
investment firms and varying drivers for such change, not least due to differing 
priorities in different participants. One difficulty for all organisations is the challenge of 
obtaining sufficient buy-in from the fund managers. This is natural, as the role of the 
fund manager requires sifting through often vast amounts of information and 
maintaining a degree of scepticism about arguments offered, which breeds a 
naturally conservative bias. The historic perception of ESG as relating to risk, rather 
than opportunity has also provided a poor basis for dialogue. Finally, investment 
managers and buy side analysts are concerned to protect their access to senior 
management and can view engagement on ESG issues, usually by the same 
professionals involved in integration analysis, as a distraction at best and a risk to 
their relationship with the company at worst. These relationship issues may be  
compounded where ESG professionals are also involved in ethical screening, which 
may be viewed by the investment mangers as restricting their investable universe.  
 
Nevertheless, a number of factors has driven increasing acceptance by mainstream 
investors of the relevance of ESG factors. These include an increasing 
understanding of the seriousness of such issues as resource depletion, climate 
change, the governance failings that led to the collapse in the financial system and 
the collapse in BP’s share price and the passed dividends following the disaster in 
the gulf of Mexico. The subject of ESG is increasingly less taboo in the fund 
management industry and is seen as a potentially valuable risk mitigation tool as well 
as offering opportunity in the longer-term. This is both the product of, and supportive 
of greater dialogue.  
 
Question 6: How important is voting as a form of engagement?  What are the 
benefits and costs of institutional shareholders and fund managers disclosing 
publically how they have voted? 
 
Engagement with companies is usually a highly iterative process and voting at 
company meetings is in many ways the culmination of the process. After much talk 
and diplomacy, the vote is the ultimate signal to companies. At TCAM if we are 
dissatisfied by the results of on-going dialogue and explanations provided by 
companies then this will be reflected in our voting decisions at meetings. These 







decisions are not taken lightly and neither are they made in isolation from financial 
analysts and fund managers, both of which are represented on our Responsible 
Shareholder Committee formed to provide counsel on such issues. However, we 
note that the voting decision itself should not be used as an indicator of the quality 
and quantity of engagement; voting blind, in the absence of genuine dialogue, may 
do damage to longer-term effort to reform companies.  
 
While industry practitioners are forever emphasising how much more important 
meetings are over actual votes, and it is true that uninformed voting can be 
damaging, there is a danger that style (dialogue) has replaced substance (voting). 
For example, there appears to have been a trend towards horse-trading around the 
actual vote, with some institutional investors continually refraining from taking voting 
action based on the understanding of certain informal commitments by companies. 
The problem is such commitments rarely manifest in concrete actions by companies. 
As a result many asset managers can over emphasise the vaguest of assurances in 
exchange for not voting against.  
 
This is problematic for a number of reasons, but chiefly among them is that it distorts 
important market signals to other investors and companies. Voting in favour of a 
resolution, despite marked concerns, based on the type of assurances noted above, 
deprives the wider market of vital feedback. In our experience companies can 
provide rather flimsy concessions and tend to be fully aware of the supine nature of 
various institutions. The lack of transparency clouding the whole process has led to 
an accountability void. Given the commercial implications and sheer magnitude of 
importance attached to many voting decisions, particularly in respect of capital 
raising and M&A activity, we find it surprising that the UK has been so hesitant in 
mandating statutory voting disclosures, which has not been problematic in other 
jurisdictions. 
 
In 2002, we became the first institutional investor in the UK to publish our voting 
record and summary analysis on our website. Furthermore, our voting policy is 
available online http://tinyurl.com/5vyqn4m and we have extensive coverage of our 
UK and global voting records in The Co-operative Group’s Sustainability Report and 
our Annual Engagement Review. Given the levels of transparency that are asked of 
listed companies, institutional investors should adhere to the same principles.  
 
While we did not find any of the above disclosures to be onerous or costly to 
implement, it is true that it could be for some of larger global asset management 
companies given the diverse bespoke voting requirements different pensions funds 
require. Nonetheless the barriers to implementing such disclosures on a larger scale 
are still relatively minor.  
 
Finally, given the strong influence of proxy voting advisors we believe that it would be 
suitable for them to follow suit and disclose publicly voting recommendations made to 
shareholders. This is particularly important for some of the international investors in 
the UK that tend to rely quite heavily on such advisors, or in some cases, follow their 
recommendations verbatim.  
 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
As responses to questions 7-10 overlap considerably we have attempted to capture 
this within the narrative of the introduction to our submission.   







 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs of 
possible actions to encourage longer holding periods? 
 
Question 9: Are there agency problems in the investment chain and, if so, how 
should they be addressed?   
 
Question 10: What would be the benefits and costs of more transparency in the 
role of fund managers, their mandates and their pay? 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
While there is some evidence of the competitive market for talent driving pay, in our 
experience, this can often be used by companies as a smokescreen for a lack of 
internal talent development and general succession planning. External candidates 
cost a tremendous amount more and in reality the evidence suggests that internal 
candidates have longer tenures, bring stability and return better results.  
 
The next view to tackle is that the general increase in transparency since the 
inception of the Directors’ Remuneration Report Regulation in 2002 has caused a 
form of brinkmanship and a race to the top. While it is true that excessive 
benchmarking against peers has the effect of perpetuating increases in base pay this 
view does not explain the fact that pay has increased in countries with poor 
transparency.  Rather, this brings us back to the correlation between company size 
and pay and underlines the poor link between pay and performance. This can only 
indicate a failure of the decision makers charged with setting remuneration policy – 
remuneration committees. 
 
The main reason for this is that the very non-executive directors who populate these 
committees, whose putative role in ensure that executives are paid as much and no 
more than is needed to ensure company performance to the satisfaction of 
shareholders and in a way that reflects its stated strategy are also almost always 
executives in their own right at other large companies. It is in none of their interests 
to force downward pressure on pay while being too easy to give an executive the 
benefit of the doubt; after all, the non-executive may wish the same benefit extended 
to him or her one day. 
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
The typical composition of remuneration committees requires appraisal. Due to the 
lack of diversity of backgrounds we see a strong reinforcing tendency in decision 
making. The majority of members, having been executive directors in the past, have 
a shared belief in the normality of, or requirement for, big awards – an entitlement 
culture pervades.  
 
Research into group dynamics suggests that those dominated by like minded 
individuals reinforce and amplify each others’ opinion which may lead to more 







extreme decisions4. Remuneration Committees were first justified ostensibly on the 
grounds of bringing independence, reason and accountability to executive 
remuneration. The insidious effect of ‘group think’ on a homogenous group has 
arguably achieved the opposite: an apparatus for entrenching bad habits.  
 
The most radical tonic is to challenge the composition orthodoxy and extend 
membership. Employee participation is sometimes proposed but what is needed are 
people who have an interest in the company’s success but have nothing to lose by 
voicing an unpopular opinion (this sounds like what a non-executive should be, but 
on the issue of remuneration sadly this is often not the case). Radical proposals 
could include a non-board committee comprising for example a trustee of the 
corporate pension fund (which has an interest in long-term shareholder value 
preservation) and representatives of top shareholders. Disinterested advice is also 
supposed to be provided by remuneration consultants however these also play a role 
in pushing remuneration ever-higher as they are more likely to be retained by boards 
that they tell to be more generous.. A diversified remuneration committee, 
representative of a company’s long-term interests that can judge without fear or 
favour could also appoint and re-appoint remuneration consultants who would now 
be serving new masters whose horizons are longer. Moreover this same committee’s 
decisions would be subject to general shareholder approval on the ballot. The very 
fact that such options need to be considered acknowledges the partial failure of non-
executives to do their job. The existence of a representative, independent committee 
beyond non-executives might focus minds on making a balanced decision in the first 
place - or it might erode their authority. As a first step, we feel it is important to re-
enforce the representative nature of non-executives and while the annual re-election 
of directors is a big step forward, we believe there should be more structured 
dialogue between major shareholders and non-executives in setting policy.  
 
The process towards the finalisation of remuneration proposals would be significantly 
improved by the formalisation of a more structured ex-ante consultation process with 
shareholders. This could, for instance, require consultation with the top 10-20 
shareholders. We always make the time to contribute and feedback when we are 
approached to participate in such consultations. We sometimes hear from companies 
reassuring or protesting that they “consulted shareholders”, implying consent when in 
truth the actual level of dissent may have bee significant. Proponents could be 
required to declare that they conducted the consultations, and encouraged to provide 
more disclosure in relation to any objections that were raised and what remedial 
actions were taken following the process. This would have the added benefit of 
providing transparency in relation to how various institutional investors enacted their 
stewardship responsibility in particular instances.  
 
Question 13: Are shareholders effective in holding companies to account over 
pay? Are there further areas of pay, e.g. golden parachutes, it would be 
beneficial to subject to shareholder approval? 
 
There is quite irrefutable evidence from events over the last ten years that 
shareholders as a whole, the highly dispersed owners of UK plc, have not been 
tough enough on executive pay. At The Co-operative Asset Management one of our 
ownership principles is to take an ‘all-weather approach to stewardship’5. This is not 
something that could be said of all market participants. The feeling among the 


                                                 
4 Going to Extremes, Cass Sunstein, 2009 cited in PIRC Client Briefing / May 2010: Pay and behaviour. 
5 The best example of this is opposing the remuneration reports of inter alia Northern Rock, Bradford 
& Bingley and RBS continually in the years running up to 2007/8, not to mention being the only 
institutional investor to oppose the acquisition of ABN Amro by RBS.   







industry is that there is a danger some shareholders, or rather agents of beneficial 
owners, may take their foot off the pedal on the return to bullish market conditions. 
There is clearly less collective desire to upset the apple cart when companies are 
providing good returns. We see this as a mis-guided abdication of stewardship. The 
potential for a remuneration policy cooked-up at the start of a bull run as actually 
planting the seed of value destruction down the road has been amply demonstrated 
by the problems in sub-prime lending and the resultant credit crunch. 
Notwithstanding any of the above, the debate started by Sir Paul Myners when he 
coined the phrase ‘absentee landlords’ is far more complex and relates more to 
underlying structural issues referred to in the introduction to our submission. 
 
Contractual termination provisions or ‘golden parachutes’ form a very important part 
of executive pay yet are some of the least transparent. Inappropriate termination 
provisions can be problematic due to the behavioural implications of a gold-plated 
indemnity on leaving a company. The level of discretion non-executive directors can 
apply in determining whether an executive is a good-leaver or otherwise is 
problematic. Given the uncertainty regarding the nature of the circumstances 
prevailing when a director leaves a company there is tremendous potential for 
significant reward for failure as things stand. This is compounded by boards wishing 
a director to go quietly which may make them more forgiving in enforcing a rigid line 
on remuneration. This triggers the possibility of perverse incentives as having such 
significant indemnity may alter the psychology and decision making of management. 
 
For example, there is arguably an insurance policy (in some cases) for directors to 
take on disproportionate levels of risks to meet highly charged bonus targets, all the 
while knowing that if things go wrong their personal wealth is insured by their service 
contracts and exit provisions. Further disclosure relating to the nature of departure 
and how this equates to the payments made on departure would certainly help. 
Additionally, further information on how discretion has been applied in relation to mid 
performance-cycle share awards when pro-rating is applied for time and performance 
would aid transparency. 
 
However, aside from exceptional circumstances when additional amounts are 
granted on a fully discretional basis, predominately, it is the case that such ‘golden 
parachutes’ form part of directors’ contractual provisions. Therefore, it is difficult from 
a legal stand-point to make changes on an ex-post basis. We suggest a twin-track 
proposal.  
 
Firstly, in relation to those awards permitted on a discretionary footing, they must be 
at all times subject to time and performance pro-rating so that they only relate to the 
time in office and the actual performance delivered. Company disclosure on this point 
requires significant improvement.  
 
Secondly, we would argue that given the potential for reward for failure and therefore 
perverse incentives, contractual provisions are of equal significance and importance 
as share schemes. Therefore, similar to the formation of share schemes, executive 
contractual terms ought to be subject to shareholder approval on an ex-ante basis. 
This does not necessarily imply a vote for every new executive director, but should 
rather relate to the approval of a ‘model-contract’ from which recruitment negotiations 
would have to work off moving forward.  
 
 
Question 14: What would be the impact of greater transparency of directors’ 
pay on the: 







 
 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Before going into specific responses there is an important point to be made more 
broadly about the nature and type of disclosure currently on display. Disclosure at 
companies needs to be re-engineered to provide a great deal more focus on the 
actual outcomes of short and long-term pay incentives. So much is written about 
what a share scheme hopes to achieve, why it is necessary, why it fits next to 
benchmarks and so on, while almost nothing is written on how the policies worked in 
practice. It is how such incentive systems work in practice, the outcomes, that 
ultimately convey how successful the link is between pay and performance. There is 
so much more that can be done in this area. 
 
Disclosure relating to performance conditions for payment to directors is of 
fundamental importance to the veracity of pay-for-performance policies espoused by 
companies. While it is clearly important to have confidence in the information 
provided on performance conditions, those chosen can be significantly undermined if 
they bear no resemblance or alignment with the strategic imperatives identified in the 
Business Review. It is a common phenomenon to find ‘off the shelf’ performance 
share plans with conditions entirely dislocated from a strong range of Key 
Performance Indicators (KPIs) in a Company’s Business Review.  
 
We believe that there should be a much greater link between a Company’s strategic 
considerations that lead to the identification of KPIs and those considerations that 
lead to identifying targets under management incentives. Proponents of the 
abolished OFR like us had seen it as a framework to link objectives, strategy and 
KPIs with executive remuneration. Much in the same way as the Business Review 
ought to describe effectively both the operational developments during the year as 
well as the financial, we believe that performance targets should be relevant to a 
company’s financial and non-financial performance.  
 
It is logical therefore for consideration to be given to the inclusion of companies’ 
sustainability objectives among the performance targets for the vesting of shares 
under long-term share schemes. Director leadership on such issues is crucial so that 
the importance of the various objectives filters through an organisation; alignment 
with management incentives underlines the importance of their leadership on long-
term non-financial goals.  
 
A recent development that is increasingly problematic is the use of adjusted 
calculations for the purpose of reflecting ‘underlying’ performance. This is most 
frequently applied to Earning per Share (EPS) targets. In any one annual report one 
can be confronted with a multitude of different EPS figures, whether the basic 
accounting standard ‘base’ EPS figure, an EPS figure to be presented in the 
Business Review or an entirely different EPS figure for the purposes of determining 
variable rewards. The use of adjusted EPS for remuneration is problematic unless 
the disclosure is able to sufficiently describe and justify the specific accounting items 
over which discretion has been applied. There is the same problem with capital 
efficiency measures such Return on Capital Employed (ROCE) which arguably has a 
greater and more opaque margin for discretion.  
 
At a FTSE100 retailer we recently identified a significant differential between 
Business Review ROCE and remuneration report ROCE. The problem was that no 







explanation or specific accounting calculation information was provided. For 
shareholders to have confidence in the veracity of information provided for 
performance targets we advocate stronger disclosure requirements concerning the 
calculations applied for the purpose of determining awards and where there is 
material divergence from other calculations across the annual report, for explanations 
to be provided.     
 
While a few more companies are linking up strategic imperatives to variable pay 
drivers, the majority still make no real reference to how linkage is reinforced via pay 
policy. In this spirit we would advocate the formalisation of a section under the 
Directors’ Remuneration Report Regulation (DRRR) detailing these important 
considerations. It is logical that such strategic grounding could form the foundation 
for disclosure that details how the performance provided during the past period 
justifies the variable award that vested. There is an urgent need for significant 
improvement in the level of retrospective disclosure of the performance that led to the 
awards being granted under bonus schemes. It is still the case that more companies 
than not provide no information to justify large annual bonus awards. 
 
One of the weakest areas is in the semi-automatic award of 100%-200% of salary in 
performance shares. Although these carry vesting conditions there is very little 
transparency over the magnitude and basis for the original award. 
 
In our view, past targets are no longer commercially sensitive; therefore, given the 
magnitude of award and importance to overall incentives, shareholders should be 
provided with quantitative information of performance that triggered any award next 
to the target set. 
 
 
Takeovers 
 
Question 15: Do boards understand the long-term implications of takeovers, 
and communicate the long-term implications of bids effectively? 
 
The decisions taken by directors surrounding M&A activities expose most acutely the 
tension between long and short-term considerations when promoting the success of 
companies, their statutory duties6 and return to shareholders. We strongly support 
the need for an open and thriving market for corporate control as this can help deter 
rent capture by managers at the expense of shareholder interests and maintains an 
pressure for efficiency.  
 
To assure shareholders that companies understand the long-term implications of 
their M&A activities and communicate this effectively, we support calls by the 
Investment Management Association to require disclosure in the offer document on 
how directors believe the offer fulfils their duties under the Companies Act to promote 
the success of the company and to consider the long-term effects on all 
stakeholders.  We note that on the latter there is a lack of a proportional approach to 
different stakeholders in M&A activity. 
 
 
Question 16: Should the shareholders of an acquiring company in all cases be 
invited to vote on takeover bids, and what would be the benefits and costs of 
this? 


                                                 
6 Companies Act 2006 S.170 







 
We believe the current arrangements provide the right balance between ensuring 
shareholder accountability and allowing companies appropriate powers of autonomy 
in running the company. The Listing Rules of the FSA already impose an obligation 
for shareholder approval on transactions that exceed a 25% materiality threshold as 
determined by the various ‘Class Tests’. Also it is not clear how the proposal could 
be implemented for foreign acquisitions, or for example private companies. Finally, 
the Takeover Panel has recently proposed new measures that would require the 
acquiring company to make a firm offer within four weeks of any announcement of 
approach and disclose information on financing and advisor fees.  
 
Merger and acquisition transactions tend to be vital inflection points for companies; 
some fit key pieces of a jigsaw together while others destroy value on a gigantic 
scale. There has certainly been a distinct increase in the influence of merger 
arbitrage funds that can derive considerable profit from pushing deals through. 
Investment banks have come in for justified criticism here also for their role in 
artificially stimulating demand for M & A activity which generates substantial fees for 
intermediaries. It is hardly surprising that many of these deals prove to be sub-
optimal. Clearly such investors are not interested in the potential long-term value of 
an organisation. What was notable about the Kraft / Cadbury deal was the speed at 
which the Cadbury share register changed dramatically through the negotiations. But 
such funds still have to buy the shares in the market and clearly those selling 
believed they had realised an appropriate value. Given the changing dynamic here 
we believe there is an argument for raising the threshold for a successful takeover to 
two-thirds of shareholders though on the other hand, careful consideration would 
have to be given to whether this might entrench complacent or self-serving 
management. On balance however we feel that a simple majority is inadequate. Due 
to the magnitude of such transactions, with a potentially profound effect on a 
company and the interests of shareholders, it is surprising that a higher threshold is 
not already in place. BIS may also wish to enquire what the effect would be of 
applying a minimum holding period before shareholders are able to vote on deals.      
 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
  
For question 5, we discussed the barriers to be overcome in getting ESG taken 
seriously inside investment managers. It is worth pointing out that ESG knowledge, in 
as much as it has the ability to help adjust returns for risk and opportunity, should not 
be assumed to be synonymous with ‘ethical’ or ‘responsible’ investing as they are 
commonly understood i.e. directed at social goods and avoiding profiting from 
unpalatable activities. ESG information is amoral: it is how it is applied that 
determines whether an investor is ‘responsible’. An extreme example would a so-
called ‘sin fund’ deliberately constructed from activities like tobacco and gambling 
that would place as much a premium on understanding attempts to derail progressive 
tobacco legislation as any ‘socially responsible’ fund - though the two funds sought 
opposite outcomes.  
 
A conflict of interest may arise where an investment manager holds to the principles 
of stewardship and the ‘responsible’ connotations that come with it while an objective 
appraisal of ESG issues may, on occasions, lead to logical decision to invest in 
something that is profitable in the short-term but detrimental to a sustainable 
environment and economy in the long-term. The classic example is regulation 
arbitrage: whereby capital follows companies whose operations are escaping e.g. 







climate regulation, even though that regulation, universally applied would help 
establish a more stable footing for sustainable economic growth.  
 
A recent example of this sort of challenge is represented in the oil sands investments 
in Canada. Here, there are two long term interests at play for investors, particularly 
pension fund managers. The science is clear that all the oil sands cannot be 
extracted and used without pushing the climate past the threshold of dangerous 
change, with dramatic consequences for society and strongly negative implications 
for economies. Pension funds as universal investors have an interest in slowing the 
onset of climate change. Consistent with this view is the belief over the longer term 
that rationality will prevail and that legislation will be enacted and behaviours 
changed to respond appropriately to the scale of the problem. In which case there is 
a significant risk that capital expenditure undertaken now on oil sands may be 
stranded by future legislation. 
 
However, for investors with a shorter time horizon, the returns available to oil sands 
in current legislative contexts are attractive. The problem that they suck capital away 
from lower carbon energy infrastructure is not relevant in that context. Only 15% of 
investors took the long view at the BP Annual General Meeting when shareholders 
asked management to prepare more information on the basis for investment in oil 
sands.  
 
In short, what may be justifiable as acting in accordance within fiduciary duty in the 
shorter term does not automatically translate into a responsible decision in the long-
term. This is one reason why the Stewardship Code is right in asking for adherents to 
disclose a conflict of interest policy. 
 
 








 


 


 
Materiality of disclosure required by the  


Energy Security through Transparency Act 
 
The extractive industries have unique exposure to material country-specific, tax/regulatory, and 
reputational risks. Exposure to these risks is heightened by the massive capital employed in the extractive
industries and the importance of natural resource access and management to the national security and 
strategic objectives of the United States and other major energy consumers. Despite capital providers’ 
increasing demands for information that would enable a fuller assessment of these risks, current 
disclosure requirements are inadequate. The Energy Security Through Transparency Act (ESTTA) (S. 
1700) would require additional disclosures that would help capital providers to better account for these 
unique risks in making investment decisions. The disclosures required by the ESTTA could be used by 
investors to account for material1 country-specific, tax/regulatory, and reputational risks and would 
substantially improve investment decision making regarding the extractive industries sector. 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


 
Materiality of Country-Specific Risks 
Information regarding company payments of royalties, taxes and production entitlements on a country 
level may be used to model and benchmark a company’s relative exposure to country-specific risks 
including political risks, such as the production disruptions due to conflict and the expropriation of assets 
or economic risks involving changes in exchange rates and inflation. Further information regarding the 
size and timing of payments, such as signature bonuses, provides insight into whether and how these 
payments will influence development costs or operating cash flow2.  
 


                                                 
1 Materiality is defined by the Financial Accounting Standards Board (FASB) Statement of Financial Accounting 
Concepts No. 2, Qualitative Characteristics of Accounting Information as: 
“. . . the magnitude of an omission or misstatement of accounting information that, in the light of surrounding 
circumstances, makes it probable that the judgment of a reasonable person relying on the information would have 
been changed or influenced by the omission or misstatement.” 
2 International Accounting Standards Board. “Discussion Paper on Extractive Activities.” April 10, 2010. 
http://www.iasb.org/NR/rdonlyres/735F0CFC-2F50-43D3-B5A1-
0D62EB5DDB99/0/DPExtractiveActivitiesApr10.pdf 


Summary of key points: 
 
• The extractive industries have unique exposure to material country-                         
  specific, reputational, and tax/regulatory risks. (Pages 1 to 4) 


 
• Current disclosure of extractive industries companies’ exposure to   
  these risks is inadequate. (Pages 4 to 7) 
 
• The Energy Security Through Transparency Act (ESTTA)    (S. 1700)     
  requires disclosure that would help capital providers account for these     
  risks in their investment decisions. (Pages 8 and 9) 
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Shell’s experience in Nigeria illustrates this point. The oil and gas output of Shell’s subsidiary in Nigeria, 
the country’s largest producer, dropped by 65 percent from 1.05 million barrels per day in 20053 to 
360,000 barrels per day in 20084 due to shutdowns caused by conflict in the Niger River Delta. Lost 
production due to the conflict caused Nigeria to fall behind Angola as Africa’s largest crude oil producer 
in 20095 and Shell has made it clear that Nigeria is no longer viewed as a source for growth the global 
reserves6. The full impact of the Shell’s drop in production in Nigeria between 2005 and 2008 and its 
plans for the country cannot be modeled completely without information regarding the related tax, royalty 
and other obligations disclosed through the ESTTA. With this information, an investment analyst could 
adjust his or her production projections for the company and make a more informed decision about the 
company’s future cash flows.  
 
Information disclosed through the ESTTA may also be used to forecast the potential financial 
implications of disruptions in production, such as those in Nigeria in April 2008. As the market adjusts 
for the possibility of production disruptions using data provided by the ESTTA and other sources, the 
likelihood of oil prices shocks, such as those seen in 2008, would decrease as less investment capital 
flowed to companies with operations in countries where the risk of production disruptions was relatively 
high.  
  
Materiality of Tax and Regulatory Risks 
Understanding a company’s taxation, royalty and other related obligations is particularly important in the 
extractive industries. First, these rates are often higher and subject to more complex and dynamic 
regulation depending on the country of operation than those of other sectors. Second, analysts evaluating 
extractive industries companies try to understand how much money has been spent to acquire reserves 
and to allocate those expenses to production of the resource or company cash flows. Without a country-
level appreciation of the tax regime and how the company manages these obligations, analysts may have 
difficulty judging a company’s relative performance and forecasting the cost curves necessary to estimate 
when the extraction of a resource will become uneconomical and an operation may close.  
 
When a company’s operations are in a country where government mismanagement or corruption are 
prevalent or industry regulations involving taxes and licensing may otherwise be subject to unexpected, 
unilateral change, disclosures of taxes, royalties and other obligations are particularly important in 
assessing the quantitative impact of these changes to a particular company’s operations. For example, in 
2006 the government of Venezuela abruptly raised royalty rates in the country’s Orinoco fields from 1 
percent to 16.67 percent. With the royalty data provided by the ESTTA, an investment analyst would be 
able to adjust his or her models to reflect these royalty changes and also may have been able to anticipate 
that the government of Venezuela would at some point raise its royalty rates from levels that were far 
below international averages.  
 
There is increasing pressure on companies to be more transparent about their tax policies, positions and 
tax data generally, independent of this proposed legislation. For example the professional services firm 
PricewaterhouseCoopers (PwC) has developed a practice called Total Tax Contribution, through which it 


                                                 
3 Akwani, Obi. “Shell Cuts Nigerian Jobs by 43 Percent.” IMDiversity. April 28, 2008. 
http://www.imdiversity.com/villages/global/business_finance/GlobalBusiness-ShellCutsJobs.asp 
4 Mbachu, Dulue and Kwiatkowski, Alexander. “Shell’s Nigerian Exports Face 5th Month of Disruption.” 
Bloomberg. June 17, 2009. http://www.bloomberg.com/apps/news?pid=20601085&sid=a__xSA7yEMDA 
5 U.S. Energy Information Administration. “Nigeria Country Analysis Brief.” Accessed on March 3, 2010. 
http://www.eia.doe.gov/emeu/cabs/Nigeria/Oil.html 
6 Herron, James. Dow Jones Newswires. “Shell Sells 3 Nigeria Oil Blocks To Local Companies.” January 29, 2010.  
http://online.wsj.com/article/BT-CO-20100129-713410.html 
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advises clients to disclose their payments to host governments on a country-by-country basis. The firm’s 
literature regarding the practice includes the following points.  


 
Having a clear understanding of its total tax contribution can enable a business to make better-
informed decisions, demonstrate its wider social and economic impact and better monitor and 
manage tax risk. 
 
. . .  
 
In PwC’s view, every mining company needs to have this on a regular basis for all its operating 
markets. It is essential management information and may also be helpful to inform 
communication and engagement with government and other key stakeholders. 7 


 
In Total Tax Contribution: What is your company’s overall tax contribution?, PwC alludes to the 
growing list of regulations and laws intended to ensure that companies make adequate contributions to 
public finances by curtailing activities such as tax avoidance8. PwC points out that the negative 
perceptions that lead to such laws are aggravated by the lack of information in the public domain about 
precisely what taxes and how much tax companies pay. 
 
Materiality of Reputational Risks 
A company’s reputation and financial prospects can be harmed if it is perceived as ‘not paying its fair 
share’ to a host government or through association with corrupt government practices. Reputational 
damage may lead to liabilities for external costs associated with a company’s operations, greater 
difficulty in permitting that could lead to project delays or cancelation or the loss of favorable tax status 
or other forms of government financial assistance9. 
 
In 2003, the Canadian gold mining company Glamis Gold managed to get the tax status of a maquila or 
manufacturer in Guatemala1011. As a result of this classification, Montana Explorado, Glamis’ local 
operating company, was exempt from import, value added and corporate taxes. In 2006, following intense 
global criticism that Montana’s operations were not making a sufficient contribution to the economy of 
Guatemala, Glamis, which acquired by Goldcorp later that year, vacated their maquila status and began 
paying import, value added and corporate taxes as a mining company was required12.  
                                                 
7 PricewaterhouseCoopers. Total Tax Contribution: What is your company’s overall tax contribution?. 
http://www.pwc.co.uk/pdf/TTCframework.pdf 
8 For example, Section 835 of the Homeland Security Act of 2002 (Public Law 107-296,6 U.S.C 395 prohibits the 
Department of Homeland Security from contracting with certain US companies who have reincorporated overseas 
(corporate inversions). The US House of Representatives recently passed legislation (HR 4567) that includes a 
provision to expand this prohibition. The US congress is also considering legislation (HR 4520 and S1637) that 
includes a provision to modify the tax treatment of US companies that reincorporate overseas. The US congress has 
also considered legislation regarding US companies moving business operation overseas (offshore outsourcing). The 
US Senate has passed legislation (S1637) that includes a provision to prohibit offshore performance of government 
contracts. 
9 International Accounting Standards Board. “Discussion Paper on Extractive Activities.” April 10, 2010. 
http://www.iasb.org/NR/rdonlyres/735F0CFC-2F50-43D3-B5A1-
0D62EB5DDB99/0/DPExtractiveActivitiesApr10.pdf 
10 Infopress. “Que hay detrás de las exenciones a Montana?” April 28, 2006. 
11 Kumar, Claire. “Undermining the Poor: Mineral Taxation Reforms in Latin America.” Christian Aid. August 
2009. http://www.christianaid.org.uk/Images/undermining-the-poor.pdf 
12 Glamis Gold Ltd. Press Release. “Glamis Reaches Tax Agreement with Guatemala.” July 18, 2006. 
http://www.goldcorp.com/_resources/glamis/pressreleases/2006/jul18-06.pdf 
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It is also worth noting that a company’s exposure to reputational risk is not necessary correlated to the 
scale of the entity’s investment in a particular country. This is among the reasons why consistent and 
comparable disclosure of the payments required by the ESTTA should include all of the countries in 
which a company operates, regardless of whether any particular country operation is considered material 
by quantitative measures. Such a determination is consistent with the guidance of SEC Staff Accounting 
Bulletin No. 99 on Materiality13. 
 
Investment Environment Stability  
The disclosure of payments required by ESTTA would provide a new stream of reliable information in 
many countries lacking in freedom of information and with weak governments. As a result, this 
information could help to improve governance structures and stability within extractive industries 
operating countries. This would help capital providers make better long-term assumptions about the 
evolution and implementation of regulatory policies within a given country.   
 
Shortcomings of Current SEC Disclosure Requirements 
The public reporting currently required by the Securities and Exchange Commission supplies capital 
providers with very little of the information necessary to fully assess and account for the country-specific, 
tax/regulatory or reputational risks, outlined above. Currently, companies are required to comply 
with the Federal Accounting Standards Board (FASB) Standard 69, paragraph 12, which requires that: 
“The results of operations for oil and gas producing activities shall be disclosed for the year. That 
information shall be disclosed in the aggregate and for each geographic area for which reserve quantities 
are disclosed14.”  
 
Companies comply with this standard by reporting their payments to host governments; such as taxes, 
royalties and bonuses; in aggregated categories such as “production costs excluding taxes” and “taxes 
other than income.” These payments are reported on a country-level where a company’s operations are 
very substantial, but otherwise they are further aggregated on a geographic basis that is often at a 
continental or broader level. The resulting disclosure is not very useful in determining the extent of a 
company’s operations in or its ongoing financial arrangements with a given country. This makes it 
difficult to determine reputational, regulatory or tax risk. 
 
The Extractive Industries Transparency Initiative (EITI) 
Seeking to ground post-9/11 energy security in political stability and good governance, UK Prime 
Minister Tony Blair proposed the Extractive Industries Transparency Initiative (EITI) in 2002. The 
initiative was launched in 2006 with a sophisticated multi-stakeholder governance and accountability 
structure. The EITI is a global, voluntary framework through which governments and extractive 


                                                 
13 The staff reminds registrants and the auditors of their financial statements that exclusive reliance on this (a 5 
percent threshold) or any percentage or numerical threshold (for materiality) has no basis in the accounting literature 
or the law . 
 
The Financial Accounting Standards Board (FASB) makes a similar determination in its Concepts Statement No. 2. 
 
[M]agnitude by itself, without regard to the nature of the item and the circumstances in which the judgment has to 
be made, will not generally be a sufficient basis for a materiality judgment . 
 
The SEC, FASB and the Supreme Court, in TSC Industries v. Northway, Inc. (1976) , also instruct that qualitative 
measures, such as reputational risk, may also be used in assessing materiality. 
14 Statement of Financial Accounting Standards No. 69. Disclosures about Oil and Gas Producing 
Activities. Financial Accounting Standards Board. http://www.fasb.org/pdf/fas69.pdf. 
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industries companies disclose their reciprocal payments, which in turn they reconcile with the active 
involvement of local civil society.  
 
To date, 29 resource-exporting countries have begun implementing the EITI, two countries have 
completed implementation, and 46 of the world’s largest oil, gas and mining companies have committed 
to support the initiative15. However, many governments whose countries could benefit from revenue 
transparency have declined to join the EITI, which after all remains a voluntary initiative. Moreover, the 
revenue data collected under the auspices of the EITI is often aggregated to a degree that diminishes its 
value, especially to civil society and capital providers. Further, the EITI reporting requirements have been 
interpreted differently in various implementing countries.  
 
The result is that EITI produces data that maybe useful within a specific country, but is much less useful 
for the sort of country-by-country comparison and benchmarking of companies that the uniform ESTTA 
disclosures would make possible. The ESTTA will be a complement to EITI, and in fact, the reporting 
requirements of the bill are modeled after those of the EITI. In particular, the ESTTA mandatory 
disclosure would provide the consistent and timely data necessary to support fundamental investment 
analysis, which can be challenging using the outputs of the EITI process.  
 
In March 2010, EITI Secretariat announced 20 of the 22 implementing countries missed the first-ever 
validation deadline16, which represents a major challenge to a voluntary initiative such as this. Passage of 
the ESTTA into law would be a much need vote of confidence for the EITI process, which has been one 
of the best if not only chances for civil society in resource-rich developing countries to promote revenue 
transparency and accountable governance as the best means of lifting or avoiding the resource curse17. 
 
Voluntary Disclosure in Corporate Sustainability Reports 
Several extractive industries companies including the U.S.-based gold miner Newmont Mining, the 
Norwegian oil and gas company StatoilHydro and Canadian oil and gas company Talisman have reported 
their royalties, tax and other host government benefit streams on a country-by-country basis for several 
years. While these voluntary disclosures are exemplary, the inconsistent auditing of the data and the 
irregular intervals and forms in which the disclosures are made are arguments for making these laudable 
efforts mandatory through legislation such as the ESTTA.  
 


                                                 
15 Extractive Industries Transparency Initiative Web site. Accessed on March 3, 2010. 
http://www.eitransparency.org/candidatecountries 
16 Extractive Industries Transparency Initiative Press Statement. “Decisive period for the first wave of countries 
implementing the EITI. March 17, 2010. http://eiti.org/blog/decisive-period-first-wave-countries-implementing-eiti 
17 Critical Resource. “’No easy wins for responsible investors’ – Interview with Bennett Freeman.” March 2010. 
http://www.c-resource.com/UserFiles/Bennett%20Freeman%20Q&A(2).pdf 
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Newmont Mining Voluntary Country-By-Country Royalty and Tax Disclosure, CY200818 


 
 


                                                 
18 Newmont Mining. “Beyond the Mine 2008.” Accessed on March 3, 2010. 
http://www.beyondthemine.com/2008/?l=2&pid=4&parent=17&id=143 







 
7


StatoilHydro Voluntary Tax, In-Kind Profit, and Bonus Disclosure, CY200819 


 


                                                 
19 StatoilHyrdo. “Annual and Sustainability Report 2008.” Accessed on March 3, 2010. 
http://www.statoil.com/AnnualReport2008/en/Finance/SpinOffs/Pages/4-4-1_OverviewOfActivitiesByCountry.aspx 







 
8 


 
 
Disclosure Requirements of the Energy Security through Transparency Act 
The Energy Security through Transparency Act (S. 1700), introduced by Sens. Richard Lugar (R-IN) and 
Ben Cardin (D-MD) in September 2009, would fill the information gaps described above by requiring 
companies to disaggregate host government payment information and report it in a consistent manner and 
at reliable intervals. Payment disclosure on a country-by-country basis would give capital providers more 
useful data for estimating future cash flows adjusted for the types of country-specific risks mentioned 
above. This information may be used to make investment decisions, and its omission could reasonably be 
expected to make a difference in an investor’s actions.  
 
Specifically, the ESTTA would amend Section 13 of the Securities Exchange Act of 1934 13 (15 U.S.C. 
78m) to require disclosure of payments by “resource extraction issuers” to “a foreign government for the 
purpose of the commercial development of oil, natural gas, or minerals” in the issuer’s annual report 
filed with the SEC. The payments are to include “taxes, royalties, fees, licenses, production entitlements, 
bonuses, and other material benefits, as determined by the (SEC) 20.” The legislation also includes a 
“sense of Congress” that the U.S. should become an Extractive Industries Transparency Initiative (EITI) 
candidate.  
 
The disclosures required under the ESTTA would provide material information to investors that would 
enable them to better evaluate actual or potential investments in extractive industries companies. A key 
aspect of investment evaluation is the adjustment for the specific risks presented by a particular 
investment. As this memo outlines, the ESTTA would provide data that is particularly useful for 
assessing country-specific, tax/regulatory, and reputational risks. 
 
Increasing Prevalence of ESG Data in Financial Reporting 
Demand for the data necessary to assess the impact of corporate policies and programs regarding 
environmental, social and governance (ESG) issues is increasing. One indication is the United Nations 
Environment Program’s Principles for Responsible Investment through which approximately 300 
financial institutions representing a total of over $12 trillion in assets under management have called for 
disclosure of information such as that required by the ESTTA due to its importance in their investment 
analysis and decision-making processes21. In addition, the International Accounting Standards Board 
(IASB) is considering an International Financial Reporting Standard (IFRS) requiring country-by-country 
royalty and tax reporting by companies in the extractive industries. The April 2010 IASB discussion 
paper regarding this proposed IFRS states the following.  
 


The project team’s research found that the disclosure of payments made to governments provides 
information that would be of use to capital providers in making their investment and lending 
decisions22. 


 
The IASB working group’s preliminary findings also indicate that geographical disaggregation of  reserve 
volumes at a country level would provide relevant information due to the significance and prevalence of 


                                                 
20 Publish What You Pay US Web Site. Accessed on March 3, 2010. 
https://org2.democracyinaction.org/o/5399/images/ESTT.pdf 
21 United Nations Principles for Responsible Investment Web Site. http://www.unpri.org/ 
22 International Accounting Standards Board. “Discussion Paper on Extractive Activities.” April 10, 2010. 
http://www.iasb.org/NR/rdonlyres/735F0CFC-2F50-43D3-B5A1-
0D62EB5DDB99/0/DPExtractiveActivitiesApr10.pdf 
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the country-specific risks referenced above (e.g. taxation regime, legal and regulatory framework, 
governmental/sovereign risk)23.   
 
Conclusion 
The world’s exploitable conventional energy sources are receding further into areas where large-scale 
resource extraction has not taken place before. Unfortunately, many of these resource-producing 
operating environments pose reputational, regulatory and taxation risks that current reporting required of 
SEC-registered companies does not address adequately. Although some companies have taken productive 
voluntary steps to improve their disclosure, capital providers need the audited, consistent and comparable 
data regarding host government payments, such as taxes, royalties and bonuses that the Energy Security 
through Transparency Act (S. 1700) would provide. Consequently, the disclosure required by this 
legislation is material in that it includes information that could reasonably be expected to be used by 
capital providers to make investment decisions.   
     
Paul Bugala 
Calvert Asset Management Co., Inc. 
4550 Montgomery Avenue 
Bethesda, Maryland  20814 


For more information on any Calvert fund, please contact your financial advisor or call Calvert 
at 800.368.2748 for a free prospectus. An investor should consider the investment objectives, 
risks, charges, and expenses of an investment carefully before investing. The prospectus contains 
this and other information. Read it carefully before you invest or send money.  


Calvert mutual funds are underwritten and distributed by Calvert Distributors, Inc., member 
FINRA, a subsidiary of Calvert Group, Ltd. 800.368.2748  
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23 ibid. 
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 Other (e.g. consultant or private individual) 
 
 
The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
In the smaller company sector, particularly companies quoted on the AIM 
market, companies and boards can have a different investment focus from 
those of larger listed companies. 
Companies raising money on AIM are doing so principally to raise 
development capital.  AIM is seen as a stage in the company’s development, 
with an exit likely to be through a takeover, a transfer to another market or 
through growth and the widening of a shareholder base. For such companies, 
boards’ focus is on developing assets (such as mining exploration properties 
or drug candidates) until they can be re-financed or on building a business 
that is in a high growth phase.  For these types of company, board focus is 
similar to that of private equity backed companies. 
Larger issuers tend to be subject to broader influences and pressures.  
Boards must manage the conflicting demands of the 'market' with 
shareholders exhibiting different investment horizons, risk profiles and 
performance objectives.  Short term performance expectations of some 
investors can certainly drive short term board behaviour.  Whist public 
company board's will typically understand their obligations to take actions that 
are in the long terms interests of shareholders, short term market 
expectations will inevitably have an impact on board decisions.  A key 
question should therefore be what factors drive investor short-termism? 
 
 
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
 
The current transparency framework that drives the disclosure of beneficial 
ownership of a company's shares  (both the Companies Act and the 
Disclosure Rules and Transparency Rules) does not always provide full and 
up-to-date information on interests as it ultimately requires a conscious act on 
the part of the shareholder to comply with the disclosure requirements.  In 
situations where a shareholder seeks to deliberately obscure beneficial 
ownership, significant time and effort can be expended by a public company 
in determining the facts.  The growth in non-UK investors also brings 







challenges where there may be less familiarity with the UK transparency 
regime.   
 
 


 
 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
With the inflow on non-UK investors into UK public companies comes different 
cultural attitudes towards corporate governance.  For example, the way US 
public companies engage with their investors is different to the way UK 
companies engage with their investors as a consequence of the different 
regulatory and legal frameworks in each country.  The increasingly 
international nature of investors in UK public companies is of course to be 
welcomed, but it is of fundamental import that the quality and rigour of 
corporate governance applicable to the UK equity markets is maintained.  We 
believe Government has a role to play to ensure that UK public companies 
and their boards of directors are afforded the appropriate protections to 
ensure that they can continue to communicate and interact in a transparent 
and open basis with the market and investors without undue fear of litigation 
or regulatory intervention.  The US equity markets have many qualities, but 
they can also foster a defensive relationship between boards and investors as 
a consequence of the regulatory and legal environment.  The UK equity 
markets are already undoubtedly influenced by the US model where potential 
liability and risk rather than relevance increasingly dictate the transparency 
and disclosure agenda.   
 
 
 
 







Question 4: What are the most effective forms of engagement? 
 
Comments 
 
 
 
 
 
 
 
 
  
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
 
 
 
 
 
 
 
 
   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
 
 
 
 
 
 
 
 
 







 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
 
We believe short-termism is a problem in the UK equity markets but believe 
there to be more far reaching structural issues within the UK equity markets.  
Grant Thornton US has conducted studies of US equity markets and 
concluded that there has been a systematic demise of IPO's in the US due to 
an array of regulatory changes that were meant to advance low-cost trading, 
but have had the unintended consequence of stripping economic support for 
the value components (quality sell-side research, capital commitment and 
sales) that are needed to support markets, especially for smaller capitalization 
companies.   
 
Underappreciated a decade ago is the fact that higher transaction costs 
actually subsidised services that supported investors. Lower transaction costs 
have accommodated trading interests and fueled the growth of day traders 
and high frequency trading, spawning the age of "Casino Capitalism".   
 
Whilst the decline of the IPO in the UK equity markets has not been as 
precipitous as in the US, there are many structural similarities between the US 
and UK markets.  It is worth noting that the number of UK listed companies on 
the Main Market has decreased by almost 50% from 1,890 in January 1999 to 
1,011 in November 2010.  We believe investor short-termism is one aspect of 
a wider systemic issue impacting UK equity markets. 
 
 
 
 
 
 
 
 
 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 







 
 
 
 
 
 
 
 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
 
 
 
 
 
 
 
 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 







Comments 
 
 
 
 
 
 
 
 
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
 
We believe the remuneration committee which is comprised of non executive 
directors to be the best mechanism for setting executive pay.  If the market 
believes non executive directors are not sufficiently independent to align the 
interests of the directors to the longer term interests of the company and its 
shareholders then the matter of non executive independence should be 
addressed rather than widen the membership of the remuneration committee.  
Executive talent and how it is remunerated should be set by market forces 
and kept in check through transparency and disclosure and shareholder 
engagement 
 
 
 
 
 
 
 
 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
 
Shareholders have a variety of informal measures and more formal tools at 
their disposals to demonstrate their displeasure with executive remuneration.  
We do not believe any change is required in this regard.  We believe the 
recent introduction of the UK Stewardship Code will provide the focus and 
transparency necessary to provide more accountability as to how institutional 
investors engage with public companies on issues such as remuneration.  We 
do not believe that shareholders should be directly involved in approval of 







matters connected to remuneration and their annual approval of directors 
remuneration is an adequate level of engagement.  An independent and 
properly informed remuneration committee is the best forum to decide on 
such matters. 
 
 
 
 
 
 
 
 
 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
We believe remuneration on board disclosure should be relevant and strike 
the balance between over disclosure which can cause confusion and 
introduce unnecessary complexity, and insufficient disclosure that fails to 
inform a reader.  We would support recommendations that seek to simplify 
disclosure although the nature of executive remuneration comprising salaries, 
bonuses, cash and share LTIPs, benefits, pensions and various approved and 
unapproved share option plans together with the increasingly legalistic 
detailed disclosure for each remuneration category does not easily lend itself 
as a topic that can be overly simplified.   
We would support a recommendation to increase transparency surrounding 
performance criteria but recognise the practical issues surrounding the 
disclosure of for example bonus criteria that can include commercially 
sensitive information.   
We believe that detailing the relationship between directors' pay and 
employees' pay would enable Trade Unions, investor protection organisations 
such as the Association of British Insurers and the National Association of 
Pension Funds and ethical investment funds to exert pressure on boards to 
limit excessive pay. 
 
 
 
 
 
 
 







 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 
 
We believe boards do typically understand the long term effect of takeovers 
but they are ultimately only stewards of a company that is owned by the 
shareholders who may have different time horizons influencing their 
investment decisions.  The Takeover Code requires that offer documents 
detail, inter alia, an offeror's intentions regarding the future business of the 
offeree company, strategic plans, intentions regarding fixed assets and 
intentions regarding the future employment of staff.  In addition, the Code 
requires that a separate opinion is included in the offer document from the 
representatives of its employees regarding the effects of the offer on 
employment, provided such opinion is received in good time prior to 
publication of the relevant document to be sent to shareholders. However, 
there are obviously other stakeholders of a company (eg customers and 
suppliers) who may be affected by a takeover and there is no specific 
requirement in the Takeover Code to communicate the implications of a bid to 
such stakeholders, as the board’s comments regarding an offer typically focus 
on the shareholders.  
To a large extent, the opinion of the board of a target company is derived from 
the statements made by an offeror’s long-term intentions regarding the offeree 
company.  In a hostile situation, the offeror may not have access to sufficient 
information in respect of the offeree company and therefore may provide 
limited disclosure regarding its future intentions, enough to comply with the 
relevant regulatory requirements, in the offer document.  
We believe there is merit in reviewing the level of detailed disclosures 
surrounding the intentions of the offer that offerors are required to make, as is 
being proposed by the Takeover Panel in their response statement published 
on 21 October 2010 in relation to the ‘Review of certain aspect of the 
regulation of takeover bids’. 
 
 
 
 
 
 
 
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 







 
Comments 
 
We are of the view that if an acquiring company based in the UK is required to 
seek shareholder approval, in all cases, in respect of takeover bids then this 
may potentially favour foreign companies looking to launch takeover bids for 
UK companies (as such companies may not have to seek shareholder 
approval, depending on their local regulatory requirements) and thus this may 
not be considered to be a level playing field for UK corporates looking to 
acquire other UK companies.  
Furthermore, the requirement of such shareholder approvals by acquiring 
entities may reduce the certainty regarding the deal deliverability and, 
arguably, this could lead to speculation regarding the ultimate outcome of a 
bid and may even create false markets as a result. 
 
 
 
 
 
 
 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
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RESPONSE TO BIS CALL FOR EVIDENCE ON A ‘LONG TERM FOCUS FOR 
CORPORATE BRITIAN’, October 2010. Evidence to be submitted by January 14th, 
2011 


 


Evidence submitted by Ian Clark, Department of Management, The University of 
Birmingham, UK. 


January 10th  


To whom it may concern, 


I have been encouraged to submit a response to this call for evidence by several colleagues 
and interested parties. I recently provided input to the Treasury Select Committee in its 
deliberation on Private Equity and some of the points I raised there and in some of the 
published academic work with which I am associated may be pertinent to these deliberations. 
I have enclosed a copy of my CV and some copies of recent publications in journals which 
are rated as 4* world leading and 3* internationally excellent. I have not provided answers to 
all the questions as some of the questions lie beyond my areas of competence. Further, in 
each case I have attempted to answer the questions briefly and to the point. Please contact me 
if you require me to provide further detail on any points. You can check my credentials by 
examining my page on the University website. I am responding as an interested academic 
who has researched and published extensively in these areas. My views and the evidence that 
supports them is in some cases funded by ESRC research but does not relate to the view of 
the University of Birmingham or any of the bodies interviewed in the collation of the 
empirical research.  Further, much of the research cited and drawn on in this response has 
been published in 4* world leading and 3* internationally excellent peer reviewed academic 
journals, see the ABS report, 2010, (google Association of Business School).       


Yours sincerely, 


Ian Clark 


Director of Education, Department of Management.  
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CONSULTATION QUESTIONS 


 


The Board of Directors 


1. Do UK boards have a long-term focus – if not why not? 


 It is not possible to provide a simple or definitive answer to this question. The answer is 


bound to be one of definition and sector driven. Some of the UK’s most successful 


manufacturing firms do take a longer term approach and that is why they are successful world 


class manufacturers, for example Rolls Royce aero engines and British Aero Space. Other 


firms such as Tesco who operate in food retailing and consumer services take a longer term 


approach in terms of the manner in which a brand has been built over the past 20 years. 


However, these longer term approaches are informed by the nature of the sector and precisely 


defined corporate objectives and one can argue that they have been achieved in spite of the 


short-termism which is endemic to the UK. 


Short-termism is as the consultation document makes clear a question of definition. If short-


terms means a focus on short-term financial returns rather than those over the longer term, in 


general UK boards do have a short-term focus. Many academics argue that this has always 


been the case. However, in the contemporary period a conjunction of events have combined 


to reinforce this tendency blunting further any longer term focus. These events can be 


summarised as: 


a, Globalization of investment opportunities and sources. 


b, The popularity of approaches to corporate governance and the management of the 


employment relationship which focus on investor and shareholder value.     


c, The associated diffusion of new and innovative business models, particularly prior to the 


onset of financial crisis, centred collateralization and securitization of future revenue streams 


to fund investment opportunities. 
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As a template for organizational change  these events have ushered in short-termism as a 


priority for performance management metrics and reflects the prevailing wisdom among 


institutional investors and financial economists that instinctively managers and employees are 


prone to opportunistic, self-serving irrational behaviour at the expense of investors and 


shareholders, (Jensen, 2007). A central operating presumption of this approach is that active 


owner-investor engagement, often through the board,  not only creates the market for 


corporate control but in addition promotes efficiency by incentivizing Directors and 


employee managers to explicitly act in the interests of investor-owners, (Jensen and Murphy, 


2009). So in summary many of the new business models associated with these events for 


example, the private equity business model aim to grow promising businesses, re-structure 


them if necessary, incentivize employees to think as owners do with the aim of securing a 


profitable exit from the business via an initial public offering of shares or a trade sale in the 


secondary private equity market. That is the prevailing popularity of these models operates in 


a short-term framework. In addition to this, the success achieved by emergent business 


models such as private equity backed firms across all sub-sectors has resulted in a best 


practice dimension to the business model. Acharya et. al., (2009) and Achleitner, et. al. 


(2009) demonstrates that firms which are not governed by the private equity business model 


have successfully ‘mimicked’ strategies associated with private equity to raise efficiency 


levels. That is, mimic strategies the success of which is borne out of a short-term focus on 


immediate financial returns.  


 


2. Does the legal framework sufficiently allow the boards of listed companies to access full 
and up-to-date information on the beneficial ownership of company shares? 


This too is a question of definition and framework which surround the boards! There is in the 


UK a prevailing orthodoxy of short-termism which is historically embedded in the UK’s 


liberal market economy and its associated business system but which is moreover now 


subject to the academic and practitioner popularity of business strategies and models which 


are explicitly investor and shareholder focused on a short-term basis. Take for example the 


Kraft acquisition of Cadbury. No one can argue that Cadbury was an underperforming firm 


but its board of directors succumbed to the Kraft bid with all the information they needed at   
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their finger tips. This did not encourage them to turn the bid down because they were 


increasingly drawn into the conjunction of short-termism described in my response to 


question one. The Cadbury board was not really required in other than a cursory manner to 


examine how Kraft might fund the acquisition. The fact that Cadbury is now in-effect a 


portfolio firm of Kraft debt funded by special purpose investment vehicles generated by Kraft 


and RBS is of no concern to members of the Cadbury board either as board members or now 


as individuals. These debts are likely to be leveraged on the Cadbury balance sheet and are of 


little or no concern to board members even though critics of the deal and its likely funding 


arrangements were fully available to board members at the time of the deal. Hence the 


question is not one of availability but one of relevance to the actors.         


Shareholders and their Role in Equity Markets 


3. What are the implications of the changing nature of UK share ownership for corporate 
governance and equity markets? 
 


As the consultation document makes clear in the UK firms are in theory owned by 


shareholders who should again in theory determine the outcome of ownership decisions, for 


example those concerning takeovers. In answering this question it is important to point out 


that shareholders are not necessarily the same as investors. One implication of the changing 


nature of UK share ownership is the diffusion of new types of business models and new 


patterns of investing in British firms. For example business models associated with private 


equity investment, hedge funds and sovereign wealth funds from overseas states. Take private 


equity investment; the private equity sector is an asset class which raises capital from 


investors who commit monies to a private equity fund for a period of ten years. Fund 


managers invest in organizations (which become portfolio firms) on behalf of investors. The 


sector has three segments, venture capital, mid-market buy-outs of private firms and funds 


which specialise in taking listed firms private via the private equity business model (PEBM) 


which is designed to re-structure established listed, that is, publicly quoted firms, (Wilson et. 


al. 2010, Morgan, 2009). A distinguishing feature of the short-term performance of the 


PEBM and a measure of its success is the decisiveness of management re-structuring and the 


link between this and the ability of private equity owners to generate cash for institutions 
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which have invested in their funds. The key point is this; private equity funds and sovereign 


wealth funds (who themselves may invest in private equity funds) are an intermediary 


between shareholders and investors. Many investors in the UK shareholdings may be from 


different business systems and have different approaches to those embedded in the British 


business system, for example in the case of Cadbury even before the recent Kraft approach 


and acquisition at least 50% of the Cadbury shareholding was owned by US investors, a 


similar figure prevails in BP. So whilst firms are nominally British in that they are registered 


and incorporated in the UK the ownership base may be very international and if the 


investment base operates within new business models which are centred on investor and 


shareholder value the competitive rules of operation may gradually change to one where the 


extraction of value is the main imperative. Similarly many erstwhile British firms may no 


longer be ‘British’ take for example Alliance Boots which is now a Swiss registered firm.  


Thus, at a higher level of abstraction the British business system may be moving from a form 


of managerial capitalism to one where the ideas of globalized financial capitalism 


predominate. 


In summary the growing globalization of shareholding in the UK by investors and investor 


intermediary vehicles is gradually breaking the link between ownership and control further 


complicating the principal-agent problem. The PEBM and overseas investment in UK firms 


via sovereign wealth funds represent a method of business control where investors in a fund 


and the partners overseeing the deployment of business and human resource strategies in 


portfolio firms are wholly separate, both operationally and contractually from a portfolio 


firm. Acquisitions supported by the PEBM represent at least 30% of all private equity 


acquisitions in the UK and across the EU buy-outs of existing businesses account for 70% of 


all private equity investment, (PSE:2007:45, WEF:viii, 2008, and Gilligan and Wright, 


2008:14). In 2008 public to private deals utilizing the PEBM represented 39% of all private 


equity deals slightly down from 42% in 2007, returning to 40% in 2009, (CIMBOR, 2008, 


2010a&b).   


Questions 4., 5. and 6. are beyond my areas of competence. 


7. Is Short-termism in Equity Markets a problem, and if so, how should it be addressed? 
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As I have commented in some of my points above short-termism is embedded in the British 


business system. The problematic of short-termism is its association with vogue business 


strategies and associated business models which look to the extraction of value on the basis 


of investor and shareholder value rather than the generation of value on the basis of more 


rounded stakeholder interests. Hence, in the UK the embeddedness of a short term bias has in 


many ways welcomed and made easier the diffusion of new more narrowly defined interests 


associated with investor and shareholder value.  However, the wave of private equity 


innovation during the last five years has, empirically, produced mixed findings on industrial 


relations, HRM and economic performance.  


Some contributors to the debate about short-termism argue that new business models pose a 


distributional question where a template of value extraction focuses efficiency on downsizing 


the scale and scope of assets and commitments and entitlements to existing stakeholders 


particularly labour, (Froud and Williams. 2007, Thornton, 2007, Morgan, 2009). In contrast, 


other studies suggest that portfolio firms governed by a template for the PEBM can exhibit a 


strategy of renewing value. Here an injection of cash from outside owner investors can 


overcome the limitations of previous ownership templates often pushing a firm in the 


direction of resource based approaches to managing business strategy and human resources, 


(see Bacon et.al. 2010.)  However, this is often achieved on the basis of a more ‘minimalist 


organization’ where new investor owners who operate on the basis of renewing value over 


the longer term or extracting value over the short term seek to re-define  relationships with 


employees, that is, undertake decisive re-structuring (see Rodregues and Child, 2010:1324-5). 


Recent reviews of the published studies on new business models conclude that the 


employment, wage and HRM effects of buy-outs on work organization, management and 


employees are mixed but not necessarily negative whereas the efficiency effects are more 


clearly positive, (Morgan, 2009, Wright, et. al. 2009:5010-515). Despite the mixed empirical 


evidence on the effects of ownership under new business models associated with short-


termism what is not in doubt is that within portfolio firms the pursuit of investor and 


shareholder value is a primary managerial objective of investor-owners. This development 


demonstrates the potency of ‘financialization’ in the British business system. 
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‘Financializaton’ refers to structural change in capitalist economies wherein the role of 


finance capital comes to dominant economic and financial activity beyond financial markets 


in the operation of national business systems, (Clark, 2009b, Dore, 2008, Epstein, 2005:3). 


The embedded practices of firms in relation to work systems, employee reward and employee 


governance combine to form a distinctive institutional configuration often defined as a 


historically embedded national business system, (see Whitley, 1999). The British business 


system is described as a liberal market economy where coordination problems in and between 


institutionalised actors are managed in a contractual manner. The short-termism inherent in 


this approach often stimulates conflict bound relations between actors.  However, whilst the 


British business system exhibits short-termism, institutionally it has proved capable of rapid 


innovation in the diffusion of new business models and associated business strategies, (see 


Hall and Sockice, 2001.)  Hence whilst the British business system exhibits short-termism 


this characteristic is itself disrupted and re-shaped by financialization in three ways. One, 


competitively, the contemporary period has witnessed institutional investors becoming far 


more transaction oriented where achieving significant financial returns may be disconnected 


from the production or provision process in portfolio firms, (Soros, 2008). In the case of 


portfolio firms this development may further weaken the commitment of British employers to 


management development. Many private equity investors favour managing portfolio firms in 


accordance with the ‘best practice’ strategy outlined in the BVCA’s guide lines monitoring 


group document for effective portfolio firm management, (GLMG, 2009:16). This involves 


managing portfolio firms through a series of advisory panels or consultants.  In addition to 


this deployment of the PEBM in ‘portfolio firms’ reifies the idea of an investment portfolio to 


‘living’ firms which supply goods and services, employ labour and include diverse 


stakeholder interests. The institutional interests of all stakeholders are theoretically 


insignificant in comparison to the interests of private equity firms and their investors who aim 


to extract value from mature asset-rich listed firms. Two, and directly related contemporary 


financial demands increasingly dictate the behaviour of firms and change the basis of 


competitive rules. Thus, at business system level owner-investor management strategies re-


connect finance, ownership and corporate capital but at firm level can disconnect corporate 


strategy from established stakeholder interests. This is particularly the case in secondary 
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private equity deals where portfolio firms or components of a portfolio firm, that is, a firm 


already governed by the PEBM is sold on to another private equity firm. Secondary buyouts 


have dominated private equity activity in 2010 accounting for 60% of market activity 


whereas private equity buy-outs account for over 70% of UK merger and acquisition activity, 


(CIMBOR, 2010 a & b).  Disruption to the British business system and embedded approaches 


to employment relations and HR is captured in the argument that competitively employers, 


particularly under the PEBM, find it more difficult (even if they aim to) to keep their side of 


the bargain as a result of developments in the financial circuit of capital, (Thompson, 


2003:366, Clark 2009a). That is, there is a significant tension between financialization at 


business system level and the demands of high performance work systems and resource based 


approaches to the management of human resources at firm level. Third, grounded, observable 


examples of the contemporary crisis, associated with short-termism, have the potential to de-


stabilize the real economy of business systems, including institutional interests in the labour 


market, which are geographically, economically and politically unrelated to the source of 


such volatility, (Clark 2009b). For example, the global and European Union wide financial 


crises caused by the diffusion of sub-prime mortgages in the USA followed by the 


uncovering of the depth of Greek and Irish sovereign debt. Thus, financialization provides a 


contextual background within which the diffusion of new business models has emerged 


across the British business system to reinforce embedded patterns of short-termism. This is 


the case as financialization appears to further reinforce embedded features of the British 


business system, some of which support diffusion of new business models such as the PEBM 


whereas the absence of supportive institutional coordination inhibits its longer term diffusion 


on the basis of resource based approaches to management in portfolio firms. Thus, the PEBM 


and the associated template for portfolio firm operations may as Bacon et. al. (2010) 


demonstrate lead to the diffusion of longer term value adding resource based approaches to 


business and human resource strategies. However, the embedded presence of more 


minimalist approaches to the inclusion of the human resource function in formulation of 


business strategy identified by Rodregues and Child (2010) may inhibit or disconnect such an 


approach, particularly when short-termism and immediate financial returns are more 


imperative in the context of financial crisis.   
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In summary the key element in the answer to this question is one of perception and position. 


Short-termism reduces longer term competitiveness which is in turn defined by market 


position and sectoral dynamics – Rolls Royce Aero Engines operates successfully in a 


business system with an embedded short-term bias but its sector takes a longer term approach 


-  and systematic risk and increasingly uncertainty. Short-termism always poses risks to 


competitiveness but in recent times the changing nature of shareholder ownership and the 


models informing this ownership have become uncertain as demonstrated by the financial 


crisis. 


8. What action if any, should be taken to encourage a long-term focus in UK Equity markets? 
What are benefits and costs of possible actions to encourage longer holding periods?       


In the UK shareholding market several factors inhibit a long-term focus. First the presence 


and unregulated operation of hedge funds who may or may not entertain short-selling and 


private equity funds which in the deployment of the PEBM aim to re-structure and hollow-


out many large firms, that is extract short-term value. (Both hedge funds and private equity 


may be subject to some minimalist regulation via the EU’s alternative investment funds 


manager’s directive). Second and related, the market for corporate control where hedge funds 


and private equity are active players. Bearing in mind that short-termism is embedded both 


institutionally and culturally in the British business system it cannot be magically removed, it 


can however be better regulated. The ease with which British firms are subject to acquisition 


is a factor in reinforcing short-termism both at firm level in board views and systematically 


across institutions. However, if the share market and investor entry within it is free and open 


friendly or hostile bids for firms are difficult to control and market participants may argue 


any such efforts will reduce market efficiency. Takeover rules a so-called ‘Cadbury law’ to 


prevent hostile overseas acquisitions may be of some utility. 


9. Are there agency problems in the investment chain and, if  so how should they be 
addressed? 


I have already noted the distinction between investors and shareholders in the British 


business system and the intermediary effects of new types of business model and associated 


investors. The key problem that exists in the investment chain is the problem of 


‘disintermediation’ and ‘deniability’.    Disintermediation is a banking term that refers to the 
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de-regulation of banking systems and investment chains. De-regulation in banking systems 


combined with long investment chains separates owners of capital (such as a local authority 


investor in a private equity fund) and the final investment destination of an investment made 


by a capital investor (the business they part fund, but only indirectly own and its business and 


human resource strategies and practices). In political parlance this gives investors contractual 


and legal deniability.  


Once outside investors have majority control of the shares in a portfolio company they 


become the dominant majority shareholder and shares may no longer be traded. Tor example, 


Private equity firms acting on behalf of a series of institutional investors or a sovereign 


wealth fund buy listed firms the way that individuals purchase houses, that is, with a deposit 


supported by mortgage finance often in the form of ‘balloon mortgages’ where the size of 


payments grows over time, for example, those which funded Manchester United or Liverpool 


or Tata’s acquisition of Jaguar Land Rover. However a critical difference is that homeowners 


pay their own mortgages whereas the PEBM ensures that portfolio firms take out these loans 


making them not the private equity investors responsible for the loans, both as a portfolio 


firm and if the private equity investors have sold the firm. Prior to the onset of the global 


economic and financial crises private equity firms typically aimed to re-sell a portfolio firm 


before more onerous repayments became due. The PEBM represents a method of business 


control where investors in a fund and the partners overseeing the PEBM and its deployment 


in portfolio firms are wholly separate, both operationally and contractually from a portfolio 


firm. In the case of success this is not necessarily a problem other than identifying who the 


owner is in the case of marginal disputes in employment tribunals. However, in the 


contemporary period of financial distress the absence of transparency has become extremely 


problematic.  


The onset of financial crisis has witnessed the commercial failure of many portfolio firms 


governed by new business models informed by contemporary approaches to short-termism. 


The commercial failure of a portfolio firm or the failure to sell-on a portfolio firm has 


significant debt and liquidity consequences for debt holders and investors but more 


significantly often unreported or less visible consequences for employees in portfolio firms. 
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The latter are emergent industrial relations issues as the sector and the model moved into 


what is often described as a ‘distressed phase’ since 2008. Prior to this favourable economic 


and political conditions witnessed a weakening of regulatory and underwriting standards. In 


turn this led to substantial growth in leveraged loan commitments where internationally 


compliance and regulatory guidelines for risk management were tested (now evidently) to 


destruction exposing the uncertainties contained in new business models, (GAO, 2008:45). In 


short, short-term financial engineering associated with these models often included 


‘collateralising’ revenue streams from portfolio firm assets by pledging or selling-on assets 


such as a pension fund and its management and property portfolios whilst transferring 


workers to loss making subsidiaries. Subsidiaries are not loss-making in the sense that they 


are not going concerns but because on creation they often have no assets but are created as an 


adjunct to special purpose investment vehicles used to purchase portfolio firms.  Trafficking 


capital and human resources in this way enables loss making subsidiaries to be placed in pre-


packaged administration. This arrangement enables owner-investors to buy portfolio firms 


back at a knock-down price, (so-called fire sales) whilst administrators are often able to 


traffic pension liabilities and redundancy payments to tax payer funded government 


assistance schemes, ( Bailey, et.al., 2010, Harmer, 2008). In addition to this in the current 


economic climate many portfolio firms can only be secured by more draconian ‘vulture re-


financing’.  The regulatory issue centres on stakeholder interests following the 


administration, collapse or sale of a portfolio firm where workers may struggle to secure 


redundancy payments or access to accumulated pension payments or any information on 


ownership decisions taken by private equity owners because of the disintermediation in and 


therefore deniability over responsibilities within a long investment chain.  In summary 


agency problems always exist but are exacerbated by the emergent issue of a difference 


between investors and shareholders the business models that are currently being deployed and 


the increasingly contractual nature of these models and the contractual deniability built into 


such models in periods of success and distress. Thus a key agency issue is one of 


transparency and regulation. 


10. What are the benefits and costs of more transparency in the role of fund managers, their 
mandates and their pay?   
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Private equity fund managers, particularly the venture capital and mid-market buy-out sub-


sectors once occupied a niche where public policy has developed supportively and 


informally. The result of this is that these sub-sectors but more particularly the PEBM have 


developed into substantial but unregulated financial and investor-owner actors, (Gilligan and 


Wright, 2008 forward). Whilst empirically outgrowing this niche the PEBM retains the 


preferential taxation arrangements and opaque regulations for disclosure and regulation of 


stakeholder interests in portfolio firms. Moreover, methodologically the model traffics risks 


and uncertainties associated with credit exposure in acquisitions to other stakeholders, for 


example their investors, the portfolio firm and its employees, customers and taxation 


authorities. The regulation of market activity aims to internalize the risks associated with this 


type of traffic that is, the otherwise externalized costs of individual and systematic risk.  


Individual or systematic risk results from a decision to which a possible range of outcomes 


may result when objective probabilities (probable likelihoods) can be assigned to these 


outcomes. Moving beyond risk there are incalculable uncertainties of outcome which can 


result from particular actions to which objective probabilities cannot be assigned. Many such 


uncertainties are associated with new business models which emphasise short-termism 


precisely because these models utilise untried untested and uncertain methods of financial 


engineering. For example, ‘PIK’ or payment in kind notes which were utilised to part finance 


leverage buyouts on the PEBM model in the boom years before 2008. PIKs allowed 


borrowers to roll up interest payments and pay them off later albeit with high interest rates. In 


boom conditions the uncertainty associated with this in terms of final payment figures was 


not a particular problem as rising asset prices and profitable exits from portfolio firms 


allowed private equity investors to pay off any PIKs or transfer them to portfolio firms and 


secure their own investment and pay a good return to their investors. However, in more 


uncertain conditions associated with the current financial crisis the uncertainties associated 


with the PEBM are threefold; those associated with financial engineering, the private costs of 


business failure and the social costs of systematic collapse across the sector and the wider 


financial system. Each of these uncertainties is in evidence across the EU; uncertainties in 


parts of the UK banking sector led to system collapse across the sector which was only 


secured by nationalization of several large banks. In Greece and Ireland the costs of financial 
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engineering in the banking and financial sectors and in the management of sovereign debt has 


led to massive business failures and systematic collapse of entire financial systems to the 


extent that Ireland is in effect a portfolio economy owned by the European Central Bank. The 


Regulation of market activity creates conflicts of interests for market participants as 


invariably regulatory efforts to protect stakeholder interests restrict the regulated from 


achieving a preferred position and therefore reduce profit and return on capital. Regulation of 


market activity can take several forms such as regulatory and supervisory discretion where 


market participants must comply with best practice guidelines, that is, self regulation which 


in its contemporary form emphasises ‘stress tests’ for bank balance sheets to see if they can 


withstand shocks similar to those experienced in 2007-2008. In contrast to this regulation can 


take the form of market oversight by a regulator. In the boom years in the UK the Financial 


Services Authority undertook this role but emphasised ‘light touch’ regulation. Finally, a 


market can be regulated by legislative intervention forbidding certain types of activity under 


penalty of law. As an alternative to regulation capital gains and profits from market activity 


can be taxed. In the UK during the booms years for the PEBM successive British 


governments provided for light touch and self regulation of the sector combined with a 


taxation regime which provided generous   income tax breaks. 


In summary the benefits of greater transparency are more certainty and less risk in deal 


making. The costs of transparency make markets less competitive and fast moving. For 


example, the argument and debate about the EU Alternative Investment Fund Management 


Directive, (AIFM). In October 2008 the European Parliament agreed on the PES report 


(2007) which recommended centrally designed pan-European legislative regulation of hedge 


fund and the private equity fund managers and the sectors. However, by summer 2009 the EU 


commissioner for internal markets and services promoted voluntary self regulation in the 


form of codes of conduct across the EU on the UK’s voluntary best-practice model. 


Similarly, the AIFM directive seeks to regulate the activities of managers not the sector as a 


whole, the PEBM, the types of deals which managers deploy or templates for workplace 


relationships which private equity owners who utilize the PEBM aim to diffuse in portfolio 


firms. The narrowness of this proposed regulation was supported by then Labour government 


which argued that the AIFM directive and efforts at legislative regulation of the sector as a 
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whole are driven by political rather than economic concerns. These views were reinforced by 


Sweden’s presidency of the EU which commenced in July 2009 when the PES report was 


further downgraded as over zealous regulation. Thus,  EU regulation of the sector, the PEBM 


and fund managers in the AIFD is now moving away from pan European legislative 


regulation towards self regulation on the UK model where national ‘watch dogs’ such as the 


UK’s financial services authority1 will have a key role in implementing any rules via the 27 


nation committee of European Securities Regulators, (CESR). The BVCA Walker code in the 


UK has established no regulations at all but alternatively it oversees disclosure issues and risk 


for funds which come within its definition of a portfolio firm. Similarly the EU AIFM 


directive merely requires managers to register as such, submit data on funds under 


management in order to quantify but not necessarily limit leverage. Finally,  managers of 


non-EU funds offered in the EU must meet certain requirements in order to offer these funds 


across the EU. These requirements can be summarised as authorisation for a workable AIFM 


passport. The AIFM must be transposed into national law by 2012 at the latest. The costs of 


transparency appear marginal in good economic times but have become extremely 


problematic in financial crisis and distress. 


Director’s Remuneration 


11. What are the main reasons for the increase in director’s remuneration? Are these 
appropriate? 


Several factors are relevant here, the globalized marketplace, innovations in remuneration 


packages centred on shares and share options, and sweet equity related to short-term 


performance targets and or share price metrics. Evidence in the literature points to all these 


factors. In addition to this the diffusion of innovative business models which aim to address 


the principal-agent problem by incentivising employees to act like owners has further ramped 


up short-termism. These reasons appear appropriate at the level of the individual firm but 


have led to systematic short-termism which inhibits longer term approaches to corporate 


 


1 The new Con-Dem Coalition announced its intention to abolish the FSA and transfer its regulatory 
responsibilities to the Bank of England in June 2010.   
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governance and firm management in some cases because such approaches would render a 


firm liable to attack in the market for corporate control. 


Questions 12, 13 and 14 beyond my immediate area of competence 


Takeovers 


15. Do boards understand the long-term implications of takeovers, and communicate the long 


term implications of bids effectively. 


Yes and no! because it is not in their interests to do so, they recommend acceptance of 


takeover bids on the basis of share price offerings nothing else. Take for example the recent 


example of Cadbury. In 2007 Nelson Peltz, an American activist investor acquired 3% of the 


then Cadbury Schweppes. Peltz was aiming to force the firm to de-merge as separately 


Cadbury and Schweppes were worth around £16 billion rather than £12 billion. Due to the 


onset of the financial crisis the private equity backers for Peltz’z bid fell away and by 2008 


the Cadbury board recommended de-merger to create pure shareholder value. In less than a 


year Cadbury became subject to a hostile bid from Kraft which the board ultimately 


recommended. The key point is it is the prior decisions taken by boards which need 


examination. In this case the quest for investor and shareholder value borne out of de-merger 


placed Cadbury in a position where it became liable to a hostile take over. As Cadbury-


Schweppes it would have been too large for Kraft to acquire. The long term implications of 


actions in this case as in many others were not addressed because of the bias of short-


termism: What was the longer-term impact of the de-merger? Does ownership and share 


nationality matter in respect of values, ethic and corporate governance? Was the bid to be 


recommended? The latter was the only pertinent question and that was measured purely on 


price and value to investors and shareholders the long term implications of this for workers 


and managers were of no relevance.     


16. Should Shareholders of an acquiring company in all cases be invited to vote on takeover 
bids, and what would be the benefits and costs of this?   


It is not feasible to do this. If an acquisition is by an overseas based firm the UK cannot really 


impose rules on different territories. That is, UK regulatory authorities cannot impose rules 







 


   


   


 


16 


 


on corporate governance in other national territories other than if they are negotiated within 


the framework of the European Union. It might be possible to do this in the case of 


domestically based firms who seek to acquire a particular firm. At the moment boards make 


recommendations to shareholders and to alter this arrangement is a possibility but unlikely to 


have significant benefits      
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		As a template for organizational change  these events have ushered in short-termism as a priority for performance management metrics and reflects the prevailing wisdom among institutional investors and financial economists that instinctively managers and employees are prone to opportunistic, self-serving irrational behaviour at the expense of investors and shareholders, (Jensen, 2007). A central operating presumption of this approach is that active owner-investor engagement, often through the board,  not only creates the market for corporate control but in addition promotes efficiency by incentivizing Directors and employee managers to explicitly act in the interests of investor-owners, (Jensen and Murphy, 2009). So in summary many of the new business models associated with these events for example, the private equity business model aim to grow promising businesses, re-structure them if necessary, incentivize employees to think as owners do with the aim of securing a profitable exit from the business via an initial public offering of shares or a trade sale in the secondary private equity market. That is the prevailing popularity of these models operates in a short-term framework. In addition to this, the success achieved by emergent business models such as private equity backed firms across all sub-sectors has resulted in a best practice dimension to the business model. Acharya et. al., (2009) and Achleitner, et. al. (2009) demonstrates that firms which are not governed by the private equity business model have successfully ‘mimicked’ strategies associated with private equity to raise efficiency levels. That is, mimic strategies the success of which is borne out of a short-term focus on immediate financial returns. 

		2. Does the legal framework sufficiently allow the boards of listed companies to access full and up-to-date information on the beneficial ownership of company shares?

		This too is a question of definition and framework which surround the boards! There is in the UK a prevailing orthodoxy of short-termism which is historically embedded in the UK’s liberal market economy and its associated business system but which is moreover now subject to the academic and practitioner popularity of business strategies and models which are explicitly investor and shareholder focused on a short-term basis. Take for example the Kraft acquisition of Cadbury. No one can argue that Cadbury was an underperforming firm but its board of directors succumbed to the Kraft bid with all the information they needed at   their finger tips. This did not encourage them to turn the bid down because they were increasingly drawn into the conjunction of short-termism described in my response to question one. The Cadbury board was not really required in other than a cursory manner to examine how Kraft might fund the acquisition. The fact that Cadbury is now in-effect a portfolio firm of Kraft debt funded by special purpose investment vehicles generated by Kraft and RBS is of no concern to members of the Cadbury board either as board members or now as individuals. These debts are likely to be leveraged on the Cadbury balance sheet and are of little or no concern to board members even though critics of the deal and its likely funding arrangements were fully available to board members at the time of the deal. Hence the question is not one of availability but one of relevance to the actors.        

		Shareholders and their Role in Equity Markets

		3. What are the implications of the changing nature of UK share ownership for corporate governance and equity markets?






A Long-Term Focus For Corporate Britain 
 


Submission by the Association of Investment Companies (AIC) 
 
Introduction  
 
The Association of Investment Companies (AIC) welcomes the opportunity to 
respond to this consultation.  The AIC represents some 350 closed-ended 
investment companies with assets under management of some £80 billion.  The 
AIC’s Members include UK investment trusts, Venture Capital Trusts (VCTs), and 
offshore investment companies mainly domiciled in the Channel Islands.   
 
Investment companies are a type of collective investment fund.  They are closed-
ended funds meaning that they have a fixed share capital.  Funds are raised through 
the issuance of a set number of shares which are subsequently traded on a stock 
exchange.  Our Members’ shares are traded on the London Stock Exchange, AIM, 
Euronext and the Channel Islands Stock Exchange.     
 
Investment companies are governed by a board of directors.  It is the duty of the 
board to oversee the company to secure the best possible returns for shareholders 
within the framework set out in the company's investment policy.  The vast majority 
of investment companies are “evergreen”.  This means that they are trying to deliver 
their investment objectives for a sustained period of time.  This focuses the board on 
the long-term interests of the company and its shareholders and feeds directly into 
the investment strategy used to deliver that policy.   
 
Investment company directors meet several times a year and monitor the company’s 
performance.  The board is directly answerable to the shareholders.  Most 
investment companies outsource day-to-day investment management.  Where this is 
the case, the board is also responsible for selecting a fund manager and explaining 
its continued appointment to shareholders on an annual basis.   
 
Our Members are therefore both investors in equity markets and listed companies 
operating under company law and their respective market regulations – including the 
UK Listing Rules.   
 
Overview 
 
In preparing this response the AIC has taken into account the following 
considerations: 
 
 UK equity markets have an international reach and appeal.  They are used by 


companies and investors around the world to raise capital and secure returns for 
clients.  Where the Government is considering regulatory changes to the rules 
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 Shares of listed companies are not the only publicly traded securities.  For 


instance debt can also be publicly traded, as can financial instruments such as 
Contracts for Difference.   When considering the role of equity markets, the 
Government must take this broader context into account.   


 
 Traditionally, shareholders in the same share class have the same rights.  These 


are set out in a company’s Articles of Association and in company law.  These 
rights are secured by virtue of ownership of a particular security without any 
assumptions made as to the intent of that holding or the period of time which it will 
be held for.   


 
 Fund managers need to be able to react to market circumstances to enable them 


to deliver returns to their clients and protect their interests.  Considerations such 
as a change in circumstance (driven perhaps by movements in other asset prices 
and/or bank covenants) means that from time to time even long-term investors 
might need to quickly dispose of stock.  A shareholder must always have the 
option to sell his holdings regardless of the length of time the product has been 
held. 


 
 Successful equity markets are reliant upon deep and wide liquidity.  One of the 


key contributors to the liquidity of markets is the diversity of market participants.  A 
variety of different investors brings a diversity of investment objectives and 
strategies.  This helps to ensure that there are always willing buyers and sellers of 
securities, avoiding stagnation and making equity markets attractive for 
companies and investors.  


 
Q1. Do UK boards have a long-term focus – if not, why not?  


 
Boards of investment companies have a long-term focus as one of their primary 
duties is to secure value for shareholders over long timeframes.  Most investment 
companies are ‘evergreen’.  They have no set deadline for selling assets.  Where 
realisations occur, the proceeds are reinvested for another period.  The imperative is 
to focus on investment fundamentals (risk vs return) and the competing attractions of 
allocating capital to one or another investment opportunity.  Given the timeframe of 
investment company strategies, they also want their investee companies to deliver in 
the long-term.  If stable and growing returns can be achieved without churning the 
portfolio, this reduces transactional and other costs.  
 
Some investment companies are limited-life, where the fund has a set lifespan of 
usually 7 to 12 years.  In these circumstances boards have a responsibility to secure 
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value to a set maturity date.  As they move toward the winding-down date 
investments may be disposed of.  However, conducting a planned and agreed 
investment policy with a set maturity date is not the same as short-termism.  Limited 
life investment companies are a legitimate and attractive investment opportunity for a 
variety of retail and institutional investors.   
 
The AIC has not seen any evidence to suggest that boards of UK traded companies 
are taking any less of a long-term strategic view than in the past.  Even in 
exceptional circumstances where a short-term view might be taken, it is tenuous to 
assert that equity markets are a cause of this.   
 
If shareholders are concerned that the board is not taking a long-term view then they 
can act against the directors.  This can include voting for their removal.  Section 172 
of the Companies Act 2006 sets out the duties of a director.  These include having 
regard for “the likely consequences of any decision in the long term”.  These are 
impartial checks which tend to focus directors on the long-term prospects of their 
company.   
 
The AIC is unconvinced that UK companies are overtly affected by short-termism.   
 
Q2. Does the legal framework sufficiently allow the boards of listed companies 
to access full and up-to-date information on the beneficial ownership of 
company shares?  


 
Broadly speaking, the current legal framework provides boards with sufficient access 
to information on the beneficial ownership of shares.  However, the AIC 
acknowledges that the changing nature of equity markets does make this much 
harder to achieve.  A fuller discussion on this topic can be found in answer to Q3 
below. 
 
Q3. What are the implications of the changing nature of UK share ownership 
for corporate governance and equity markets?  


 
There are a number of implications arising from the changing nature of UK share 
ownership.  These include:  
 
 Difficulties in securing access to information on the beneficial ownership of 


company shares  
 
Investors often use nominee arrangements to hold shares.  In these circumstances, 
the nominee becomes the legal owner of the share and their name appears on the 
ownership register.  This makes it more difficult for boards to identify the investor 
making the ‘buy/sell’ decision.  Furthermore, the chain of ownership of a share can 
often be more complicated than simply a beneficial holder using a single nominee.  
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There can be a number of parties in an ownership chain.  This system allows for 
custody and other arrangements to develop and has complicated the task of 
engagement between boards and shareholders.   
 
On balance, the use of nominee arrangements is a positive and necessary aspect of 
modern equity markets.  
 
While nominee arrangements mean that identifying the beneficial owner of a share is 
more complex, if the beneficial owner wants to contact a company and take up 
opportunities for dialogue they can do so relatively easily.  The recent publication of 
the FRC’s Stewardship Code has indicated that a culture of engagement is growing.  
  
 The growing number of passive investors  


 
The vast majority of investment companies are active investors.  This means that the 
fund manager takes an active view on the prospects of portfolio companies.  Passive 
investors purchase (or sell) shares without consideration of the company’s 
performance.  There are a number of factors in modern equity markets which have 
increased the number of passive investors.  These include:  


 
 Innovation in financial instruments.  An example would be a shareholder 


who owns stock in a company as collateral for a financial instrument such 
as a Contract for Difference (CFD).  These shareholders do not have a 
direct interest in the governance arrangements of the company in which 
they hold shares.  CFDs, which give the holder exposure to shares, have 
various advantages over a direct holding including gaining the exposure 
without having to pay the full price.  A CFD can also allow the investor to 
benefit if the share price falls and is an important tool for hedging 
strategies.  


  
 Tracker funds.  These have become more prevalent for a number of 


reasons, including innovations in information technology.  Index tracker 
funds buy and sell shares in order to ensure that the whole investment 
portfolio tracks the general market trend.  Share purchases and sales are 
often triggered automatically as constituents in indices change.  As with 
innovation in financial instruments, the Government should not view the 
increase in tracker funds as necessarily having a negative influence on 
equity markets.  For instance, tracker funds are a lower risk and long-term 
investment strategy used by, among others, pension and life assurance 
funds.  The ability of funds to operate in this manner is essential for these 
investors and brings a tangible benefit to ordinary citizens. 
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 The growth of collective investment funds  
 
Collective investment funds provide accessibility to equity markets for the ordinary 
investor.  The introduction of tax-focussed schemes, such as ISAs and pensions, 
has stimulated demand and allowed the benefits of the stock market to be opened 
up to ordinary citizens rather than the very wealthy, as was historically the case.  As 
a consequence of this, there has been a significant growth in the number and 
diversity of collective investment funds over the last 30 years.  It is not practical for a 
manager of a collective investment fund to actively engage in all the companies in 
which his fund invests.  A fund manager could have an interest in hundreds if not 
thousands of different companies on behalf of his clients.    
 
Q4. What are the most effective forms of engagement?  


 
Engagement is most effective when it provides an on-going relationship between 
shareholders and boards.  This fosters co-operation between the parties and builds 
trust.  True shareholder engagement requires more than just attending AGMs.   
 
Ensuring that engagement takes place in private rather than through the news media 
is also an important factor.  When engagement is made public in this manner it can 
have a detrimental effect by reducing turnout and entrenching positions. 
  
Q5. Is there sufficient dialogue within investment firms between managers with 
different functions (i.e. corporate governance and investment teams)?  


 
Not always.  The current split between governance functions can hinder the ability of 
the fund manager to take a unified view of a company’s prospects.  The fund 
manager – looking at the fundamentals of performance – may have a different 
insight from a governance specialist with a different agenda.  These separate 
functions may also have different levels of access or engagement with the portfolio 
company management.   
 
A problem arises when governance specialists fail to engage with companies.  This 
can be a particular problem for governance agencies which may not have the same 
engagement agenda as investors.  This might arise, for example, because the 
agency represents a wide range of investors with differing attitudes to governance.  
They therefore may take a more ‘standardised’ approach rather than reviewing 
specific issues from the individual perspectives of different investors.   
 
A lack of engagement by governance agencies is something which would bear 
further investigation.  The AIC recommends considering more clearly including 
governance agencies in the UK Stewardship Code or even the development of a 
separate code of practice for the bodies.   
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Q6. How important is voting as a form of engagement? What are the benefits 
and costs of institutional shareholders and fund managers disclosing 
publically how they have voted?  


 
The importance of voting as a form of engagement.  Voting is an important 
method through which shareholders exercise their rights and entitlements.  
Nevertheless, the full value of voting is only realised when it is done “intelligently” – 
that is where the shareholder properly inspects and considers the question at hand 
prior to casting a vote.   
 
Voting will also be more effective where it represents the views of as many 
shareholders as possible.  It may be helpful to establish what can be done to 
increase participation levels.  One approach would be to give more information on 
voting levels to encourage non-voters to have their say.  
 
With this in mind, the AIC recommends additional disclosure requirements on the 
details of shareholder votes.  Alongside publishing the number of votes cast for or 
against a resolution, the company should also be required to disclose the total 
shares eligible to vote.  The outcome of votes should then be disclosed as a 
percentage of total eligible votes.  This will allow shareholders to see the proportion 
of the total shareholding that voted either way on a resolution, highlighting instances 
where a minority of shareholders won a resolution by virtue of inactive shareholders.   
 
The table below demonstrates how this would be helpful where company X seeks to 
pass a resolution at an AGM.  In the second table, it is clear that the resolution has 
been passed without a majority and by a very small margin due to the high 
proportion of non-voters.  This information is not clear in the first example.   
 
Table I: Voting disclosure  
 


Shareholders 
voting in favour  


Shareholders voting 
against  


Outcome 


3.5 million 2.8 million PASSED 
 
 
Table II: Voting disclosure including a proportionality requirement  
 
Total eligible 


voting 
shares 


Voting in 
favour of 
resolution 


Voting 
against 


resolution 


Abstentions Vote not cast  Outcome 


10 million  3.3 million 
33% 


2.8 million 
28% 


0.7 million 
7% 


3.2 million 
32% 


PASSED 
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Public disclosure of voting.  There is no benefit to institutional shareholders 
disclosing publically how they have voted.  Furthermore, this question has no 
bearing on short-termism in equity markets.  No case has been made as to how this 
measure would contribute toward stable corporate governance.  The only outcome 
would be to create additional cost in the system which would invariably be passed to 
investors.  If anything, this requirement would simply encourage management 
companies to automatically cast votes with the board without giving the issue at 
hand full consideration.  This would be detrimental to good corporate governance.  
 
The Government consulted on this matter as part of the Company Law Reform Bill in 
2005.  While the Government’s own cost-benefit analysis estimated the cost of 
implementation of this measure at £6 – £9 million per annum (the AIC predicts this 
cost would be higher for investment companies), it failed to provide a convincing 
account of the benefits which would accrue from it.  The AIC does not believe that 
disclosure of voting practices will enhance the performance of issuers in any way.  It 
is not legitimate to claim enhanced company performance as a benefit of disclosure 
as no causal link has been demonstrated. 
 
Requiring full disclosure by institutional investors is not targeted on a specific 
problem.  Demand for this information is negligible and there is no evidence of 
market failure in this regard.  Consequently, the AIC believes that a requirement of 
this kind would not be proportionate to the cost of its implementation.  
 
Q7. Is short-termism in equity markets a problem and, if so, how should it be 
addressed?  
 
Alleged focus on short-term returns. The AIC does not believe that there has 
been an increase in investors and managers focussing on short-term returns at the 
expense of long-term performance.   
 
Investment companies have a board of directors whose primary duty it is to govern 
the company to secure the best possible returns for shareholders within the 
framework set out in the company's investment policy.  As with any listed company, 
the board is accountable to the shareholders under the UK Listing Rules and 
company law.  
 
Most investment companies are externally managed.  This means that the day-to-
day investment decisions are outsourced to a fund manager.  The board is 
independent of the fund manager and also counts among its duties the appointment 
of the manager.  The board is obliged to justify its choice of fund manager to 
shareholders on an annual basis. 
 
This structure mitigates against short-termism.  As shareholders have an interest in 
long-term returns, it is the role of the board to also take a long-term focus.  
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Consequently the manager will be assessed by its ability to deliver long-term goals 
rather than short-term returns.  
 
Many other non-investment company funds, such as pension funds, take a similarly 
long-term view.  However, they may also need the flexibility to sell stock at short 
notice to respond to specific market circumstances (see opening comments).  
 
Short-term holding of shares.  The consultation contends that a growth in short-
term holding of shares produces a danger of herd behaviour which creates asset 
bubbles.  This cannot be a product of current holding periods, whether longer or 
shorter than in previous years, as asset bubbles have been a problem for equity 
markets for centuries.  The South Sea Company bubble in the 18th Century is a 
commonly cited example.  The consultation also asserts that short-termism may 
result in the inefficient allocation of capital, where those companies with potential for 
sustained growth do not receive the financing they require.  The AIC has seen no 
evidence to support this case.  Indeed, the ability to dispose of stock at any time – 
alongside practices such as “short selling” –  are crucial mechanisms for ensuring 
that investors are attracted to primary capital markets, that capital is effectively 
distributed, and that capital is allocated in the right place so that stocks do not carry 
an artificially high price.  
 
Equity markets serve both investors and listed companies.  In the case of a collective 
investment fund, the fiduciary duty of the fund manager must be to his clients rather 
than the investee company.  From time to time, meeting these duties requires that 
shares are sold after a short holding period.  
 
The AIC does not support any measures that could artificially restrain investors who 
want to dispose of shares.  The AIC strongly rejects any suggestion of a minimum 
holding period for shares and securities.  This would be deeply detrimental to the 
attractiveness of equity markets, cause unjustified damage to legitimate investment 
strategies (such as passive investment), and breach the traditional principles upon 
which equity markets and share ownership operate.  
 
Q8. What action, if any, should be taken to encourage a long-term focus in UK 
equity investment decisions? What are the benefits and costs of possible 
actions to encourage longer holding periods?  


 
See Q7 above 
   
Q9. Are there agency problems in the investment chain and, if so, how should 
they be addressed?  
 
The investment company structure protects against the kind of agency problems 
outlined in the consultation.  The board is able to test the manager on their approach 
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on a regular basis and then must formerly report to shareholders on their continued 
appointment on an annual basis.  Boards are concerned with the long-term benefit of 
shareholders and, as such, assess managers on issues such as the reasoning for 
investments made, the anticipated long-term performance of investments, and the 
balance of risk in the wider portfolio.  Managers are assessed according to their 
ability to deliver the investment strategy over the long term, not the individual 
performance of each share in which they have invested in each year or in each 
quarter.  
 
The AIC is unconvinced by the analysis included in the consultation document at 
paragraph 4.25.  The LSE report to which it refers does not provide any detailed 
evidence to back its assertion.  Further detail would be helpful to understand this 
claim.    
 
Over the last ten years, investment companies have replaced their manager on 66 
occasions; an average of just under 7 contract changes per year in a sector which 
currently includes over 400 companies.  This small but not insignificant figure is what 
one would expect from an industry which has the ability to remove underperforming 
managers yet also takes a long-term view of success.  If directors assessed the 
manager based on quarterly performance, the number of replacements would be far 
higher.  Furthermore, the ability of boards to remove a manager which is 
underperforming makes the likelihood of frequent trading in order to incur additional 
transaction costs (as discussed at paragraph 4.25) unlikely.  Fund managers in the 
investment company sector operate in a highly competitive market with each firm 
battling for market share over their competitors.  This has had the result of pushing 
up standards.  A fund manager’s long term performance is a key contributing factor 
to its corporate reputation.  
 
Q10. What would be the benefits and costs of more transparency in the role of 
fund managers, their mandates and their pay?  
 
The investment company structure already provides for a high level of transparency 
between the investor and the manager through the requirement for annual reviews 
and the publication of audited accounts by each investment company.  These 
include details of performance fees.   
 
Additional transparency requirements for investment companies are unnecessary.  
 
Q11. What are the main reasons for the increase in directors’ remuneration? 
Are these appropriate?  
 
Directors of investment companies are usually paid relatively modest fees on a non-
executive basis.  Research conducted by the AIC in 2008 found that board chairmen 
of investment companies were paid an average of £24,700 per annum.  
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The AIC does not have a specific comment to make on director pay in the wider 
corporate sector.   


 
Q12. What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration?  
 
See answer to Q11 above. 


 
Q13. Are shareholders effective in holding companies to account over pay? 
Are there further areas of pay, e.g. golden parachutes, it would be beneficial to 
subject to shareholder approval?  
 
See answer to Q11 above.  
 
Q14. What would be the impact of greater transparency of directors’ pay in 
respect of:  


 linkage between pay and meeting corporate objectives  
 performance criteria for annual bonus schemes  


 relationship between directors‟ pay and employees pay?  
 


See answer to Q11 above. 
 
Q15. Do boards understand the long-term implications of takeovers, and 
communicate the long-term implications of bids effectively?  


 
The AIC does not have a specific comment on this matter. 
 
Q16. Should the shareholders of an acquiring company in all cases be invited 
to vote on takeover bids, and what would be the benefits and costs of this?  
 
The UK Listing Rules already require the shareholders of an acquiring company to 
vote on takeover bids when the transaction is of a certain size.  Where a takeover 
bid is made for a company worth more than 25% of the acquirer’s share capital, a 
shareholder vote is required.  A deal of this size can be considered ‘transformational’ 
and could present some of the issues for the shareholders of the acquiring company 
noted at paragraph 6.5 of the consultation.  A vote is appropriate in these 
circumstances.  However, in cases where large companies make strategic 
acquisition of other companies which are much smaller, the AIC does not believe 
that a requirement for a shareholder vote would justify its cost.   
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Q17. Do you have any further comments on issues related to this 
consultation?  
 
No  
 


January 2011 
 


For more information on the issues raised in this paper contact: 
 
Guy Rainbird, Public Affairs Director, Association of Investment Companies  
 


Daniel Rosenstone, Public Affairs Executive, Association of Investment Companies  
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Hermes Equity Ownership Services Limited: Registered office: Lloyds Chambers, 1 Portsoken Street, London E1 8HZ. Registered in England No. 5167179. 


 
 
 


1 Portsoken Street 
London E1 8HZ 
United Kingdom 
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Adam Gray 
Long‐term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London  SW1H 0ET 
 
13 January 2011 
 
Dear Mr Gray, 
 
BIS Long‐term Focus Consultation 
 
We strongly welcome this BIS initiative to encourage corporate Britain to be more long‐term 
in its thinking. In particular, we believe that the investment chain contains many 
opportunities for conflicts of interest and short‐termism and point out possible ways in 
which these can be overcome. We focus on the fiduciary duties of directors to their 
shareholders and those that exist in the investment chain.  
 
By way of background, the BT Pension Scheme is the largest private sector pension scheme 
in the UK. It owns Hermes Fund Managers Limited (HFML) which is one of the largest asset 
managers in the City of London. Hermes Equity Ownership Services, an HFML subsidiary, 
responds to consultations on behalf of many clients from around Europe and the world, 
including the BBC Pension Trust, the Lothian Pension Fund, The National Pension Reserve 
Fund of Ireland, PKA of Denmark, PNO Media (Netherlands), Canada’s Public Sector Pensions 
Investment Board, and VicSuper of Australia (only those clients which have expressly given 
their support to this response are listed here). 
 
We answer the specific questions in the consultation paper below. 
 
Yours sincerely, 
 


                                                                                          
 
Tim Goodman            Helene Winch 
Hermes Equity Ownership Services Limited     BT Pension Scheme Limited 
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A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
Call for Evidence Response Form 
 
A copy of the consultation available at: http://www.bis.gov.uk/consultations. 
 
Responses to the Consultation should be received by 14 January 2011. 
 
Completed copies of the response form should be returned: 
 
Via email to: clgconsultations@bis.gsi.gov.uk 
 
Via post to:  
 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London 
SW1H 0ET 
 
 
Name: Tim Goodman 
 
Organisation (if applicable): Hermes Equity Ownership Services 
 
Address: Lloyds Chambers, 1 Portsoken Street, London, E1 8HZ 
 
 
Please tick the box from the following list of options that best describes you: 
 
 Quoted company 
 Other company  
x Investor or investment manager 
 Business representative organisation 
 Investor representative organisation  
 Non governmental organisation (NGO) 
 Trade Union 
 Lawyer or accountant 
 Other (e.g. consultant or private individual) 
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The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
The answer to this question is more complex than a simple yes or no.  
 
All boards should be looking at longer term factors as part of their risk and 
opportunity analysis as they develop and refine strategy. What constitutes long-term 
will vary by industry: the oil industry and fashion retail have very different time 
horizons for example. However, all businesses will be affected profoundly by longer 
term factors (one only has to think about the revolution in IT, data, telecoms and the 
internet or the shift of much manufacturing away from the UK to the developing 
world and so on). We believe that all properly functioning boards will consider the 
long term as appropriate for their business.  
 
Notwithstanding this assumption there are a number of factors that almost universally 
result in a shorter term focus.  
 
Despite some shift away from equities by UK pension funds and insurance 
companies, there has been an increase in equity holdings by similar overseas 
investors. Directors of companies owe a fiduciary duty to these owners, and 
importantly their underlying beneficiaries: pension fund members and policyholders. 
However, these long-term owners, in the main, do not intermediate directly with the 
directors. Within the investment chain fund managers are typically appointed to invest 
on behalf of pension funds and insurance companies. This means that not only is there 
an agency problem at board level there is also one at fund manager level (typified by 
many conversations between fund managers and boards that focus on factors 
influencing short-term share price movements) and sometimes also between pension 
fund trustees and insurance company boards and their underlying beneficiaries.  
 
Capital allocation and decision-making is dominated by the fund managers and boards 
rather than by the underlying owners or their representatives. Both boards and fund 
managers tend to have shorter term perspectives and incentives than those of the 
underlying owners. Whilst we will discuss this more later, we would note at this stage 
that most incentive arrangements for executive directors focus on annual and three 
year time horizons; fund managers can often have one year horizons.  Therefore 
capital allocation and decision-making is likely to be dominated by shorter-term 
decision-making even though the underlying owners of the business wish the 
companies to be run and managed on their behalf both to create and to protect wealth 
over the longer term.  
 
The long-term is not simply an aggregation of a series of short-term periods. Without 
a long-term strategy that is reviewed and executed effectively, companies are likely to 
be doomed to be out-witted, out-performed and over the long term less able to 
compete even if in the short term they perform well.  
Question 2: Does the legal framework sufficiently allow the boards of listed companies to 
access full and up-to-date information on the beneficial ownership of company shares? 
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Comments 
 
We believe that there are enough shareholder identification measures in place and the 
current Companies Act regime permits sufficient identification of shareholders except 
for one major point: where shares are held within the pooled funds of fund managers, 
the underlying beneficial owners can be hard to identify individually. This increases 
the power of the fund manager over the shares, particularly as in nearly all cases they 
also retain control over the voting rights.  
 
We believe that the legal framework could be strengthened to ensure easier 
identification of share holders (see below). Enacting legislation to ensure that the 
underlying holders control the voting rights over pooled funds may be more difficult 
but the regulator of fund managers should ensure that the underlying voting rights are 
retained and readily exercised by the beneficial owner if shares are held within pooled 
funds as part of their testing of the fund manager’s fiduciary obligations to its clients.  
 
We note that it should be a requirement of listed and quoted companies to have 
similar shareholder identification measures enshrined in their articles if they are 
domiciled other than in the UK.  
 
 
Shareholders and their role in equity markets 
 
Question 3:  What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
There has been a shift over the past period towards UK pension funds holding fewer 
UK equities. At the same time long-term foreign investors, including sovereign 
wealth funds have grown and their exposure to UK equities has increased. Other 
developments have included increased short-term holding of UK equities as hedge-
funds, high frequency traders and similar have grown. Meanwhile, many retail 
investors now hold their shares via nominee accounts for a variety of reasons. Markets 
abhor vacuums and, whilst it is important not to overstate their influence and size, this 
hole is being, at least partially, filled by less long-term entities with trading rather than 
ownership philosophies.  
 
Not least among the reasons for this change have been regulatory pressures on 
pension funds. That pressure continues – most recently with the Pension Protection 
Fund’s levy proposals which strongly incentivise bond investment. These regulatory 
pressures also apply in different forms to other in theory long-term investors; for 
example, the influence on insurance companies of Solvency II and its predecessors. 
Much of the regulatory change has significantly negative unintended consequences: as 
investors shift more to fixed income portfolios they invest in higher proportions of 
risky fixed income assets to maximise returns and use swaps and other derivatives to 
increase their exposure to attractive markets. This increased risk and the use of 
derivatives is not at all what was intended. Such regulatory intervention has also 
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driven the shift into other asset classes such as private equity and hedge funds, both of 
which have been associated, not always correctly, with short-termism. There is 
therefore a danger of regulatory intervention as it may result in unintended 
consequences.  
 
We would also note that public authority contracts fall under the EU’s public sector 
tender regime which requires retendering every three years. Whilst there are clear 
public interest benefits in this regime, it does mean that mandates focused on the 
long-term are more difficult to maintain.  
 
What has been relatively unchanging during these changes – and an issue that is not 
fully resolved by the Stewardship Code – is that the fund managers who are appointed 
by the long-term owners and retail investors (many of whom are long-term owners) 
are frequently rewarded and remunerated according to short-term measures, 
frequently of no more than a year’s duration.  
 
Disappointingly, these owners, the institutional and retail customers of the fund 
management industry, have not so far been able to better align the interests of their 
agents with their own. For instance, most payments for success are as a result of 
short-term increases in asset values, normally relative to an index. This encourages 
trading rather than long-term investment aligned to the longer-term periods to which 
long term investors are more closely aligned.  
 
Trading rather than long-term strategies additionally siphon wealth away from the 
underlying owners and into brokerages via transaction charges, the spread in prices 
and of course into the government’s coffers via stamp duty.  
 
Moreover there are problems with the sell-side analyst community. These analysts 
tend to think primarily about trading of shares, rather than more deeply about 
companies’ long-term prospects. As their work is funded by commission payments for 
trading, this focus on transactions is inevitable.  
 
All these factors stem from problems in the investment chain which serve to make the 
connections between the owners of capital and the companies in which the capital is 
invested indirect, with opportunities at each stage for conflicts of interest and 
increased short-termism.  
 
What is needed is a shift to a form of more responsible asset management, which 
more closely aligns the interests of the fund manager with those of the client. As well 
as taking account in investment decision-making of longer-term issues such as 
governance, strategy and culture and environmental, social and economic 
sustainability risks, such an approach would focus on the fiduciary duty owed to 
clients. This fiduciary approach includes: transparency over mandates and 
benchmarks, and honesty about performance relative to them; a focus on risk-adjusted 
returns, encompassing all the key risks from a client’s perspective; a genuinely long-
term approach to investment; and effective alignment of interests through fee and pay 
structures.  
 
On the issue of fee and pay structures, we would welcome the FSA being flexible 
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when applying its rules to individual remuneration structures such that they respect 
the impact of fee structures which themselves build in long-term performance 
measurement and deferral. It would be unfortunate if a one-size fits all approach to 
remuneration hampered the development of longer-term fee structures. 
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Question 4: What are the most effective forms of engagement? 
 
Comments 
Engagement, to be effective, is time and resource intensive because it requires 
detailed research, experienced staff (usually requiring a different skill-set) and a 
longer-term perspective in which to effect change. Those who have a shorter-term 
perspective will not be interested in effecting change that can take years to come 
about. Above all, engagement has a financial benefit over the long-term and such a 
result is the most important indicator of effective engagement.  
 
If engagement were easy, everyone would be doing it. For engagement to be 
successful one must identify companies at which there are issues on which to engage, 
develop an understanding of the issue, and engage persistently with the company to 
attempt to bring about change. To achieve worthwhile change is often not easy; it may 
take a number of meetings with various board members together with associated 
correspondence and other contact, working with other shareholders and other 
stakeholders as well as using voting influence as a tactical tool. Before an engagement 
starts, it will be necessary to conduct research, identify objectives and milestones 
along the way so that success can be identified. 
 
One important aspect of engagement which we believe is important is that, except in 
very rare circumstances (such as when relations with the board have irretrievably 
broken down) details of any engagement should be kept confidential between the 
board and those engaging (and their clients). Whilst leaks to the media or elsewhere 
may act as a catalyst for progress over the shorter term, they will sour future relations 
as trust will be eroded and such leaks can also serve to increase the tension, thereby 
making useful progress more difficult.  
 
We are strongly of the view that to attempt to measure engagement quantitatively is 
disastrous. This will lead to poor quality engagement which will not achieve 
significant success, will alienate boards and will make it more difficult for those who 
wish to conduct more serious engagement as their efforts will be in danger of being 
tarnished by association with those who are ill equipped to do such work. Not only for 
confidentiality reasons but also for ensuring quality should engagement be judged 
solely by the clients of those conducting it and not broadcast to the general public.  
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Question 5:  Is there sufficient dialogue within investment firms between managers with 
different functions (i.e. corporate governance and investment teams)? 
 
Comments 
This question cannot be answered “yes” or “no”.  
 
As we have previously discussed the fund management industry acts as agents for 
many long-term owners. We have also argued that there are significant problems with 
this agency relationship, notably the short-term outlook of much of the fund 
management industry.  
 
In turn this means that many fund managers do not place much emphasis on longer 
term matters, not only of governance related matters but also of longer term risks such 
as climate change, stakeholder relations and reputational management.  
 
In turn, this leads to unequal relations within many fund management firms where 
governance and other longer term matters are not given sufficient prominence or 
importance. It also leads to Socially Responsible Investment strategies for a small 
proportion of the funds under management as a substitute for taking a longer term 
approach to all investments.  
 
In contrast, within some firms the dialogue is more developed and longer-term factors 
are taken into account in investment decisions, dialogue with companies and voting 
decisions. Whilst the Stewardship Code has both reflected and encouraged this 
development, as has the development of some more explicit mandates from owners, 
much of the fund management industry is at best playing lip service to this dialogue.  
 
We believe that the owners themselves must ensure that fund managers run money 
over more appropriate time frames. This in turn will drive better dialogue on longer-
term issues which will therefore assume greater importance.  
 
This problem spills over into relations with investee companies. We would suggest 
that what frustrates companies is to have two separate, sometimes contradictory, 
conversations with different representatives of fund management firms, one covering 
shorter-term investment (trading) matters and the other longer-term factors. This 
problem might be addressed in multiple ways, perhaps by fund managers integrating 
longer-term issues into their analysis and investment decision-making, or by the staff 
considering governance and long-term factors having greater cognizance of the 
business specifics of the company in question. We would note, however, that in some 
ways the two-pronged dialogue is a reflection of the bifurcated nature of the 
investment community, with investment decisions predicated on short-term thinking, 
fund managers incentivised over the short-run and focused on risks to the fund 
manager, while the governance and other long-term risks matter to the underlying 
clients, who seek to ensure that these are raised and addressed through different 
routes. It will only be addressed in the end by a more effective alignment of interests 
of fund managers – both firms and the individuals within them – with the long-term 
risks and perspectives of their clients.  
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Question 6: How important is voting as a form of engagement?  What are the benefits and 
costs of institutional shareholders and fund managers disclosing publically how they have 
voted? 
 
Comments 
 
The cost of voting disclosure should be minimal. The chief benefit of vote disclosure 
is transparency and as a demonstration that the institution has voted.  
 
It is important however to note the caveats towards voting disclosure being viewed as 
particularly meaningful. It is a very quantitative measure. From mere voting 
disclosure, it is impossible to understand the thought processes behind the voting or 
the care taken or the contact that has taken place between the company and the voter.  
 
It is self-evident that voting in line with a proxy agency or in line with the board’s 
recommendation is not in any sense engagement.  
 
Moreover, a conversation that merely obtains clarification on a point that has not been 
well disclosed prior to voting is not an engagement. Engagement as a minimum must 
be concerned with effecting change. However, merely contacting a company to 
explain how an investor intends to vote or how it has voted will be unlikely to effect 
significant change. Most engagement will involve far more than this simple step as it 
generally takes more than one conversation to make substantive change. Such change 
is more likely to come about when those advocating change have a healthy, 
constructive relationship with the board. Votes against the board can jeopardise the 
achievement of change by making the relationship more confrontational than it need 
to be. Discussing concerns with boards and agreeing to change over time rather than 
sending a signal via voting against the board is far more resource intensive, but may 
achieve greater influence and over time better results than casting votes with minimal 
contact either beforehand or afterwards to explain the reasons. We would therefore 
argue that voting against management is likely to indicate that engagement has not yet 
been successful or has failed or as is frequently the case a substitute for engagement. 
At the very least, voting and voting disclosure is a very blunt tool. Without 
meaningful dialogue with the company, voting can erroneously be seen as a substitute 
for engagement. We also explain elsewhere that without disclosure as to the reasons 
for casting votes both for and against resolutions, assessing the quality of voting 
decisions by a fund manager or underlying owner may lead to the wrong conclusions. 
Moreover, as we also explain, disclosure of these reasons may jeopardise the spirit of 
trust and mutual respect that is important in nearly all engagement work.  
 
We would also note that some owners are disenfranchised as their fund manager casts 
the votes attached to their shares without consultation and without the owner having 
the ability to direct the votes. Votes are often therefore cast in line with the fund 
manager’s strategy that may not be aligned to the long-term, as we have already 
discussed. An underlying beneficial owner may also use different fund managers with 
different voting intentions, leading to situations where a single investor’s votes cancel 
each other out. There should be a requirement on fund managers to enable their 
clients to vote their shares easily in the way in which they wish to do so. This right 
should extend to pooled funds. It is clear to us that a fund manager’s fiduciary duty to 
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its clients can only be upheld if it provides this right without equivocation and without 
additional cost. We believe that the investment industry’s regulators must test this 
point as part of their supervisory work.  
 


 
 
Question 7 : Is short-term ism in equity m arkets a problem  and, if so, how should it be 
addressed? 
 
Comments 
 
Please refer to our previous answers which demonstrate that inappropriate short-
termism is a problem in the market. 
 
We believe that the investment industry needs to be transformed by participants 
within it, most notably long-term owners need to ensure that the fund managers that 
they appoint are aligned both philosophically and via the construction of their 
consideration to them. 
 
The fund management industry must ensure that it fulfils its fiduciary duties to its 
clients.  
 
The sell-side analysts need to be more demonstrably independent from the companies 
about which they conduct research and from the trading activity of the banks which 
employ them.  
 
Issuers’ boards need to be firmer on the importance of longer-term perspectives. 
Those companies who have refused to provide quarterly results updates should be 
applauded as an important step in this direction.  
 
To address some of these failings we suggest:  
 
Better disclosure to underlying beneficiaries by pension funds and insurance 
companies: As a minimum the pension funds and other long-term owners of assets 
should explain the principles behind the fee structures for their fund managers, in 
particular explaining the time period over which performance is measured, the 
performance measures used and how they align the fund manager with the beneficial 
owner.  
 
Fund manager remuneration should be better aligned We also believe that there 
should be far more investment by fund managers in their own schemes so that rather 
than taking commissions they share in the risks as well as the upside of their 
strategies. We therefore believe that disclosure to clients from fund managers should 
include how much of the firm’s wealth and the fund manager’s remuneration is 
invested, and reinvested when performance fees are paid, in their funds.  
 







 10


Moreover, base fees should solely cover the administrative costs of the fund manager. 
To minimise the ability to inflate base fees there should be more transparency over 
costs and their allocation for fund managers’ clients.  
 
Fund managers should explain how their strategies are aligned with the mandate 
agreed with them and in the client’s long-term interests As well as disclosure on 
remuneration, fund managers should therefore provide details to their clients on how 
their strategy is aligned with their clients’ interests, in particular explaining how 
buying and selling strategies are tied into developing sustained, long-term value and 
managing risk and how the frictional costs of transactions are weighed up against 
these long-term goals. They should report to clients the frictional costs of share 
trading. Mandates should set turnover expectations and subsequent reporting should 
provide explanations for any breaches of these expectations. Such mandates should 
also discuss and agree the risk profile of the fund and be otherwise transparent to 
demonstrate alignment to the fund manager’s clients. Fund managers must ensure that 
they are good fiduciaries of their clients’ monies and this means putting clients’ 
interests ahead of their own. This means putting integrity ahead of winning business 
that is not appropriate for clients.  
 
Pooled accounts Fund managers must ensure that their clients have unrestricted 
voting rights in pooled accounts and that they report to companies, on request, the 
major holders of shares within them. Moreover, the underlying owner should have the 
ability to exercise its ownership rights, such as voting and engagement, over these 
shares.   
 
Voting The regulatory intervention on voting in the US and Europe should be 
supported and the following should be enacted:  


• Custodians to facilitate and support voting;  
• An audit trail of votes should be enacted so that those voting obtain 


confirmation that their vote has been successfully cast 
• Holders of borrowed stock should be unable to vote 


 
Once enacted such reforms will enable greater use of voting rights in a considered 
way.  
 
Regulatory supervision The relevant regulators within the industry must ensure that 
the fund managers, their clients and their clients’ beneficiaries have their fiduciary 
rights safeguarded, taking into account these matters.  
 
 
 
Other points 
In our response to question 3 we touched on the sell-side analyst community. Whilst 
there are some creditable exceptions to the research that is more ordinarily produced, 
the fundamental issue would be best resolved by owners becoming more assertive 
over their rights and reducing the conflicts in the investment chain. The sell-side 
analysts exist to encourage trading, thus creating brokerage revenues. Research that 
encourages long-term investment is therefore counter-productive for many brokerage 
firms. As fund managers become increasingly aligned to the longer term, demand for 
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more strategic, long-term research will increase. Moreover, the analyst community 
should begin to focus their discussions with boards on longer term issues which will 
have further beneficial effect.  
 
Long-term owners, particularly smaller pension funds are disparate, isolated and find 
it hard to exercise their ownership rights as a result of the asymmetry of power, 
information and influence compared both to companies and fund managers. It is 
important that pension funds are more empowered by solutions to these problems: 
these might best include making it easier for pension funds to consolidate.  
 
 
Question 8: What action, if any, should be taken to encourage a long-term  focus in UK 
equity inv estment decisions? W hat are the benefits and costs of  possible actions to 
encourage longer holding periods? 
 
Comments 
We refer to our previous answers.   


 
Question 9: Are there agency problems in the investment chain and, if so, how should 
they be addressed?   
 
Comments 
We refer to our previous answers.  
 
 


 
Question 10: What would be the benefits and costs of more transparency in the role of 
fund managers, their mandates and their pay? 
 
Comments 
We do not believe that the costs of greater disclosure either by the fund managers or 
by their clients would be significant. However, we see significant benefits in greater 
disclosure:  


• Trustees and other agents of the beneficial owners would have a 
greater sense of different approaches in the market and could more 
readily assess what was available and what most readily fitted their 
longer-term requirements;  


• Underlying beneficiaries would be able to challenge the trustees if they 
felt mandates were awarded that were not properly aligned 


 
We further believe that such transparency would help discussions between the board 
and its owners and their representatives as it would assist the board in understanding 
better their shareholder register.  
 
We would note that there are likely to be difficulties around commercial sensitivity of 
public disclosure of the precise details of mandates and consideration. However we 
believe that the general terms and descriptions of the mechanisms by which fund 







 12


managers are rewarded would nevertheless be helpful.  
 


 
 
Directors’ Remuneration 
 
Question 11: What are the m ain reasons for the incr ease in directors’ remuneration? Are 
these appropriate? 
 
Comments 
Whilst there are global competitive pressures on pay, particularly on the largest 
companies and in booming sectors, there is some evidence that both remuneration 
committees and investors have not been as successful as they should have been in 
aligning pay to longer-term performance.  
 
There have been a number of successes, such as reducing contract periods, abolishing 
retesting of share awards and more transparency over pay schemes. However, pay 
appears sometimes to be increasing faster than it needs to and is not always aligned as 
strongly to performance as it should be.   
 
Reasons for this include:  


• Regular benchmarking rather than paying what is the minimum 
appropriate to recruit, retain and motivate; for example newly 
promoted individuals should not be paid the median for their role; we 
also note that selection of comparator groups can enable misleading 
results to be obtained. Benchmarking can be skewed to provide results 
that can demonstrate that directors are underpaid by careful selection 
of comparators. We have recently seen one relatively newly appointed 
executive be compared with executives of larger, more successful 
companies in his industry who have been in place for long periods in 
an attempt to justify a substantial pay increase. This is not unusual.  


• Pay schemes often have design flaws which enable substantial payouts 
to the executives when shareholders’ experience is different. For 
example, sometimes awards are made for relative total shareholder 
performance (TSR) being above median whilst absolute TSR has 
fallen; remuneration committees seldom use their discretion to scale 
back awards to align more properly their executives with the 
experience of shareholders who have suffered an absolute fall in their 
returns.  


• Directors tend to receive bonuses and share awards as multiples of 
salary. In the event of share price decreases, this has the effect of 
increasing the number of shares awarded and therefore the potential 
return from any increase in TSR via share price accretion and dividend 
payment. However, shareholders may still be nursing losses from their 
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original holding whilst the executive has the opportunity to obtain 
substantial awards for the three year period for which he was granted 
new conditional shares at a low price.  


• Bonuses are seen as an entitlement rather than as a result of good 
performance. This leads to bonuses being paid whilst owners have 
suffered poor performance.  


• Retention is being used as an excuse to over-pay: if there is a retention 
issue, it suggests that the board has not addressed succession 
sufficiently well;  


 
We could provide a number of other examples of problems. Essentially, remuneration 
committees often develop pay policies that are insufficiently aligned to the long-term 
and are generic in nature rather than specific to the company. Where pay seems 
unmerited on the high side, they are generally reluctant to resolve the issue, in 
particular through the use of discretion, whereas when performance is less good there 
often seems more willingness to use discretion or to claim that softer measures have 
been met to enable payments to be made.  
 
We would note that the previously discussed conflicts in the investment industry also 
play a baleful influence on remuneration. As a result of the inappropriately short-term 
focus of much of the industry, there is a preponderance of focus on shorter-term 
measures in remuneration schemes. For example, earnings per share is used very 
widely, despite its flaws including the danger of over-leverage, its susceptibility to 
change as a result of accounting choices and it taking no account of the cost of capital. 
All three of these drawbacks can cause significant problems to companies over the 
longer term.  
 
Remuneration consultants continue to play a questionable role. We believe that 
remuneration committees must explain better how they ensure that consultants are 
independent and should, as part of this assurance, approve all appointments of the 
consultants for other matters. The remuneration consultants’ code of practice needs to 
be properly independent and therefore should be properly monitored, policed and 
enforced. Reliance on the self-proclaimed integrity of the firms and individuals within 
them is insufficient.  
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Question 12: What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration? 
 
Comments 
 
We do not believe that widening the membership of the committee solves the 
problem. The fundamental issue with remuneration committees is that of quality and 
as part of investors’ assessment of quality is their communication – both via 
consultation, engagement and disclosure in the annual report. We would therefore 
encourage remuneration committees to improve their performance rather than to 
believe that there are panaceas available.  
 
Meanwhile the investment community should ensure that it engages more fully with 
the committees to encourage not only more thoughtful schemes but also better 
disclosure of them.  
 
In this regard, consultations should be more thoughtful and sufficient time should be 
allowed for them to take place in a constructive manner. Too many consultations take 
place too close to AGMs and the dispatch of notices of meetings. Remuneration 
committees should plan better to ensure that this does not happen.  
 
 
 
Question 13: Are shareh olders effective in ho lding companies to account over pay? Are  
there further areas of pay, e.g. golden parachut es, it would be beneficial to subject to 
shareholder approval? 
 
Comments 
We do not believe that more votes solve the problem; in fact they risk replacing 
thoughtful engagement with voting – a vote against the board’s recommendation at an 
AGM typically means that engagement has failed (or has not properly taken place).  
 
We would encourage remuneration committees to be bolder in pushing back on 
undeserved pay awards, using discretion appropriately and engaging with 
shareholders appropriately about its use, particularly when discretion is upward, and 
explaining clearly in the remuneration report about its use.  
 
Moreover, we would encourage remuneration committees to be less timid when 
confronted with having to require changes to executives’ contracts, if necessary, of 
directors in return for the consideration payable to directors. Disappointingly, 
remuneration committees are too timid in their dealings with executive directors in a 
way that causes reputational damage to the companies of which they are directors.  
 
 
 
Question 14: What would be the impact of greater transparency of directors’ pay on the: 


 
• linkage between pay and meeting corporate objectives 
• performance criteria for annual bonus schemes 
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• relationship between directors’ pay and employees’ pay? 
 
Comments 
 
We believe that good disclosure is an essential part of the remuneration committee’s 
role and it should help to explain the rationale of the remuneration policy. This is why 
we have been co-sponsoring the Transparency in Governance Awards with ICSA 
which include awards for remuneration reporting.  
 
We do not believe that disclosing the relationship between directors’ pay and 
employees’ pay is helpful via quantitative measures, nor do we find the usual 
boilerplate that pay is set taking account of pay elsewhere within the organisation in 
any way germane. Nevertheless, helpful disclosure on all these issues that 
demonstrate that the remuneration committee is able to articulate its decision making 
process is extremely helpful.  
 
 
Takeovers 
 
Question 15: Do boards understand the long-term implications of takeovers, and 
communicate the long-term implications of bids effectively? 
 
 
Comments 
The furore over the possible acquisition by the Prudential of AIG’s Asian assets 
demonstrate that this is not always the case.  
 
We would refer BIS to our response to the Takeover Panel’s recent consultation for 
our wider views.  
 
 
 
 
Question 16: Should the shareholders of an acquiring company in all cases be 
invited to vote on takeover bids, and what would be the benefits and costs of 
this? 
 
 
 
 
 
 
Comments 
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We do not believe that it is helpful for acquiring companies to put all takeovers to a 
vote. This would put publicly quoted companies at a disadvantage to private equity 
companies and would put UK companies at a disadvantage to foreign ones.  
 
As we have previously explained elsewhere in this response, voting against 
management can represent a failure to engage or a failure of engagement. The 
example of the Prudential is instructive; the takeover was not put to a vote because of 
the likelihood of the takeover being voted down. This was as a result of intensive 
engagement with the company.  
 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
 
To encourage greater board diversity (and for us this includes not only gender and 
ethnicity but also different backgrounds, attributes and experience) and to encourage 
greater debate about board composition both amongst boards and their owners, we 
believe that 1% rather than 5% of voting rights is a better threshold for being able to 
nominate directors. We believe that this should be introduced and that companies 
should publicise the closing date for nominations to be permitted without cost well in 
advance of the deadline. Whilst candidates will require election by ordinary 
resolution, so inappropriate candidates will not be foisted upon boards, the facility 
should encourage nominations committees to be more active in engaging with 
investors on diversity and in ensuring the appropriate board balance.  
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Mr Adam Gray 
Long Term Focus Consultation 
Corporate Law and Governance  
Department for Business, Innovation and Skills 
1 Victoria Street 
London   SW1H 0ET 
 
 
By email: clgconsultations@bis.gsi.gov.uk   


14th January 2011
 
Dear Mr Gray 
 
A Long-Term Focus for Corporate Britain – A call for evidence 
 
Equiniti is the UK’s leading provider of share registration, employee benefits and associated services, providing 
share registration services to over 700 UK plc’s, including around 60 of the FTSE100.   
 
A fundamental part of the services that we provide relate to corporate governance, particularly the identification of 
shareholders and the administration and support of company general meetings, and we therefore have unrivalled 
expertise in these areas.  We have not directly canvassed views on the consultation paper from our customers 
but have had a number of discussions with some of them to explore issues raised by the consultation paper and, 
to that extent, those views are reflected in this response.   
 
As requested, we have used the response form prepared by BIS, and this is attached.  I do hope that our 
comments are helpful, and will be happy to discuss any of them should that be of further assistance.    
 
Yours sincerely,  


 
Peter Swabey        
Company Secretary       
Equiniti Limited       
Equiniti Financial Services Limited  
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A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
Call for Evidence Response Form 
 
A copy of the consultation available at: http://www.bis.gov.uk/consultations. 
 
Responses to the Consultation should be received by 14 January 2011. 
 
Completed copies of the response form should be returned: 
 
Via email to: clgconsultations@bis.gsi.gov.uk 
 
Via post to:  
 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London 
SW1H 0ET 
 
Name:  Peter Swabey 
 
Organisation (if applicable): Equiniti Limited 
 
Address: Aspect House, Spencer Road, LANCING, West Sussex. BN99 6DA 
 
 
Please tick the box from the following list of options that best describes you: 
 
 Q uoted company 
 Other company  
 Investor or investment manager 
 B usiness representative organisation 
 Investor representative organisation  
 Non governmental organisation (NGO) 
 Trade Union 
 La wyer or accountant 
 Other (e.g. consultant or private individual) 
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The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
Our belief is that UK boards do try to have a long-term focus, although this is sometimes challenged by the 
short-term interests of investors, politicians and press.  It can be difficult for a Board to properly focus on the 
long-term interests of the company and its stakeholders when faced with the requirement for quarterly 
reporting in the form of Interim Management statements or otherwise; the requirement for announcement to 
the market of potentially price-affecting information, which may often be of a transient or short-term nature; and 
the focus of a number of investors on short-term share price movement – typically as a result of their own 
obligation to report on a short-term basis.  


 
Question 2: Does the legal framework sufficiently allow the boards of listed companies to access 
full and up-to-date information on the beneficial ownership of company shares? 
 
Comments 
 
Yes.  The UK shareholder identification model – part 22 of the Companies Act 2006 – which is typically 
referred to as s793, but which actually relies to a large extent for its effectiveness on the supporting legislation 
in the rest of that part of the Act, provides the most comprehensive solution in global markets to the problem of 
beneficial shareowner identification.  We believe that it is imperative in the interests of UK companies that the 
Government take steps to ensure that this class-leading regime is not watered down as a presumably 
unintended consequence of otherwise well-intentioned legislative activity from the EU.   


 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share ownership for 
corporate governance and equity markets? 
 
Comments 
 
Our overall impression is that the changing nature of UK share ownership has tended towards a decrease in 
the number of investors who are interested in the stewardship responsibilities associated with their 
shareholdings.  Many investors do take an increasingly keen interest in the companies in which they invest and 
serve a very real ‘stewardship’ function.  However, this seems to us to have been more than counterbalanced 
by the effect of changes in the way in which investment decisions are made.  For example, some tracker 
investors take the view that they will always be ‘in’ a stock regardless of any governance issues because it is, 
for example, a constituent of the FTSE350 index.  Other chart based investors or users of computer based 
programmed trading, where buy and sell decisions are based on a computer program and may happen many 
hundreds of times a day, move in and out of a stock so quickly that they deem it a poor use of resource to 
spend time understanding the business in which they ‘invest’ – the very essence of short-termism.   There has 
also been an increase in the use of cross-border investment vehicles, which have a reputation for lower levels 
of engagement.   
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Question 4: What are the most effective forms of engagement? 
 
Comments 
 
Companies will be better able to answer this question than ourselves.   


  
Question 5:  Is there sufficient dialogue within investment firms between managers with different 
functions (i.e. corporate governance and investment teams)? 
 
Comments 
 
Companies will be better able to answer this question than ourselves.  Certainly there is anecdotal evidence 
that this has not always been the case, but we have not heard of recent examples.   


   
Question 6: How important is voting as a form of engagement?  What are the benefits and costs 
of institutional shareholders and fund managers disclosing publically how they have voted? 
 
Comments 
 
We believe that voting is critically important as a form of engagement – it is after all clear, public and simple for 
both sides.  We believe that there are clear benefits of institutional shareholders and fund managers disclosing 
publicly how they have voted, both in terms of demonstrating that they have taken their stewardship obligations 
seriously and in terms of the consequently increased focus on corporate governance in UK companies, 
notwithstanding that a vote against should be a last resort following engagement.  We believe that the costs of 
such disclosure are negligible.   
 
However, given the length and complexity of the share ownership chain in some cases, it is important to 
recognize that there is no value in institutional shareholders and fund managers simply reporting the voting 
decision that they have made unless they also report clearly the steps that they have taken to ensure that their 
agents communicate that voting decision accurately and in a timely manner to the company.  In recent years 
there have been a number of complaints from institutional investors that their votes have been ‘lost’ and this 
has been the focus of the work of the Shareholder Voting Working Group.  As registrar, we have been asked 
by a number of our clients to carry out a forensic audit of voting, and in all cases these have indicated that the 
votes are not ‘lost’ – they are simply either not properly executed by the institutional shareholders or fund 
manager’s agent(s) or the shares are no longer owned by the institutional shareholders or fund managers 
concerned – perhaps through lending, or perhaps through a disconnect between the corporate governance 
and investment teams.   
 
In terms of timely delivery of votes, we have been aware in the last year or so of a tendency for votes to be 
received closer and closer to the voting deadline.  This has coincided with the development of a market 
practice whereby one provider is used by the majority of custodians.  We believe that it would be beneficial if 
there were legislation or regulation to require the immediate transmission of votes through the system, rather 
than their being held back and lodged late in the process, with the associated risk of conflict of interest where 
information on intended voting patterns may be offered for sale by intermediaries.  


 
   







 


Page 5 of 7 


 


 
  


To ensure security for customers and staff and to help us maintain a quality service, telephone calls may be recorded or monitored. Equiniti Limited and Equiniti Financial Services 
Limited are part of the Equiniti group of companies and whose registered offices are Aspect House, Spencer Road, Lancing, West Sussex BN99 6DA. Telephone 0845 607 6838. Company 
share registration, employee scheme and pension administration services are provided through Equiniti Limited, which is registered in England & Wales with No. 6226088. Investment 
and general insurance services are provided through Equiniti Financial Services Limited, which is registered in England & Wales with No. 6208699 and is authorised and regulated by the 
UK Financial S ervices A uthority. T extel/Minicom: 0870 600 3950. Equiniti ar e a  c orporate member (No.  323) of the P lain English Campaign a nd are committed to c learer 
communication. 


Question 7: Is short-termism in equity markets a problem and, if so, how should it be addressed? 
 
Comments 
 
Others will be better able than ourselves to identify whether short-termism is a problem in equity markets, but it 
is extremely difficult to suggest how it can adequately be addressed.  It is not practicable to require investors to 
hold their shares for a minimum period, or to limit voting rights to those who have held shares for a given 
period, as both models would have a significant impact on the law of property – how can you reasonably 
prevent someone selling an asset ?   
 
Question 8: What action, if any, should be t aken to encourage a long-term focus in UK e quity 
investment decisions? What are the benefi ts a nd costs of p ossible actions t o e ncourage longer 
holding periods? 
 
Comments 
 
If it is believed that too many shareholders focus overly on the short-term and that a long-term focus is right for 
the UK, then the Government might give consideration to the possibility of encouraging longer-term investment 
though changes to the fiscal regime, and of encouraging greater levels of direct investment in companies by 
retail shareholders, for example through changes to Capital Gains Tax arrangements or the reinstatement of 
dividend tax credits.  


 
Question 9: Are there agency problems in the investment chain and, if so, how should they be 
addressed?   
 
Comments 
 
As outlined above, there are conflicts between the duty of directors to manage companies in the long-term 
interests of shareholders and the focus that the market – in terms of share price movement – and 
consequently many investors place on short-term indicators.  However, we have no suggestions as to how 
these may be addressed.   
 
In the investment chain itself, fund managers make their voting decisions, but generally do not follow up to 
ensure that their agents lodge these votes.  Custodians hold the shares, but seem to have little incentive to 
ensure that votes are actually lodged.   


 
Question 10: What would be the benefits and costs of more transparency in the role of fund 
managers, their mandates and their pay? 
 
Comments 
 
More transparency in the role of fund managers, their mandates and their pay may help investors to choose 
their agent, but we are not aware of any wider market benefit from such disclosures.   
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Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ remuneration? Are these 
appropriate? 
 
Comments 
 
Our perception, based on discussions in the market, is that the main reasons for the increase in directors’ 
remuneration include:  


 Greater transparency through Directors Remuneration Reports, which seems to have created a 
ratcheting effect;  


 Increased use of remuneration consultants, who will not benefit from recommending pay restraint;  


 Pressure from US executives, where high expectations are the norm; and 
 An apparent lack of focus from some Boards on the cost/benefit of obtaining their preferred candidate 


– if Mr X is seen as the best available candidate, then it sometimes seems that he must be employed 
at any cost, rather than accepting Mr Y at a lower cost.  


 


Question 12: What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration? 
 
Comments 
 
We are not convinced of the benefits of widening the membership of the remuneration committee, not least 
because of the difficulty of ensuring that some of the stakeholders who have been proposed would not be 
conflicted by a responsibility to act in the interests of the company as a whole.  There may be an argument for 
legislating against cross-membership of remuneration committees.  


 
Question 13 : Are shareholders effe ctive in ho lding companies to  a ccount ov er pay? Are  there 
further areas of pay, e.g. golden pa rachutes, i t would be bene ficial to subje ct to sha reholder 
approval? 
 
Comments 
 
Our experience is that shareholders generally are effective in holding companies to account over pay, and this 
will be more the case from 2011 with the Corporate Governance Code requirement that all directors offer 
themselves for re-election, which will enable shareholders to remove directors who are perceived to not be 
delivering value.  We regularly see effective challenge to remuneration policies at company general meetings.   
 
The issue of golden parachutes is a complex one, given the fact that these are now so standard in executive 
remuneration packages, and we have no specific view to offer.  
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Question 14: What would be the impact of greater transparency of directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
The linkage between directors pay and meeting corporate objectives and the performance criteria for annual 
bonus schemes should be clear in the Directors’ Remuneration Report insofar as it can be without revealing 
commercially sensitive information.   


 


Takeovers 
 
Question 15: Do boards understand the long-term implications of takeovers, and 
communicate the long-term implications of bids effectively? 
 
Comments 
 
We believe that boards do understand the long-term implications of takeovers, and communicate the long-term 
implications of bids effectively.  However, it is important not to overlook the pressures placed on them by 
investors with a focus on short-term indicators or a desire to obtain short-term benefits.  Effective board 
evaluation will help to ensure that the performance of the board is adequately assessed in this regard.   


 
Question 16: Should the shareholders of an acquiring company in all cases be invited to 
vote on takeover bids, and what would be the benefits and costs of this? 
 
Comments 
 
We are not persuaded of the benefit of requiring shareholders in an acquiring company to vote on takeover 
bids unless this can be enforced on non-UK acquiring companies.  We accept the argument that this may be 
desirable in the light of studies suggesting that value is often not increased for acquiring company 
shareholders, but believe this is more than outweighed by the competitive restriction that it would place on UK 
companies.  Effectively the Government would be increasing the likelihood that UK companies will be taken 
over by a non-UK predator.  


 
Question 17: Do you have any further comments on issues related to this consultation? 
 
Comments 
 
No thank you.   
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12th January 2011 


Dear Mr Gray 
 
Re: A Long-term Focus for Corporate Britain – call for evidence 
 
Gartmore is an independent, specialist asset management firm whose focus is the provision of 
investment products to a broad range of institutional and retail investors.  Gartmore has offices 
strategically located in London, Tokyo, Boston, Madrid and Frankfurt. Interests in Gartmore 
Investment Management Limited are held by private equity funds affiliated with Hellman & 
Friedman LLC, and members of Gartmore’s fund management and executive teams and a 
number of employees. Assets under management total some £20.7bn. (September 2010) 


As a substantial investor in UK quoted companies on behalf of its clients, Gartmore has a keen 
interest in efforts to improve the long term returns earned by those companies and makes the 
following response to the government consultation in order to assist the process of the 
development of government policy in this important area. 


THE BOARDS OF DIRECTORS 
 
1: Do UK boards have a long-term focus – if not, why not? 
 
The appropriate time horizon will vary from company to company and from time to time 
depending on the nature of the company business and the business conditions which it faces. 
We consider that it is important for a company to communicate with its shareholders what its 
progress is likely to be and what its broad capital requirements are. That way a company is likely 
to attract a shareholder base matching its returns profile. Investors also have a variety of time 
horizons and fund managers need to deliver on the realistic expectations of those who have 
entrusted them to mange savings. With this in mind, fund managers will seek companies whose 
return profile matches that of their investors.  


2: Does the legal framework sufficiently allow the boards of listed companies to access full 
and up-to-date information on the beneficial ownership of company shares? 
 
Gartmore has always been willing to share with companies, or appropriately appointed 
representatives of companies, the details of holdings managed on behalf of clients including 
positions in contracts for difference where an economic interest but not a legal shareholding is 
created. We consider that the current 3% disclosure level, when taken with the additional 
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requirements during takeovers, appears appropriate to allow companies to establish who their 
significant shareholders are. 


SHAREHOLDERS AND THEIR ROLE IN EQUITY MARKETS 
 
3: What are the implications of the changing nature of UK share ownership for corporate 
governance and equity markets? 
 
Gartmore considers that UK corporate governance sets a high standard driven by best practice, 
as articulated by business leaders, while allowing sufficient flexibility for adaptation to the 
peculiar requirements of individual companies. There is pressure from investors in other markets 
for improvements in governance standards which has led to some world wide convergence of 
governance principles, though differences remain, reflecting different legal and cultural 
backgrounds. As UK investors have diversified more into overseas markets, the same incentives 
have led to more overseas investors diversifying into the UK. The more diverse nature of the 
shareholding base imposes greater demands on companies in understanding the objectives of 
their shareholders and can makes co-operation between shareholders more difficult, if those 
shareholders have different legal requirements limiting the sharing of information or taking joint 
action. There are only a very small number of companies providing proxy research and advice. 
Where these advisors are inflexible about standards applied or operate with standards more 
applicable to the market of their clients than the UK, there is a danger of tick box voting at 
company general meetings which can operate against the best interest of the company 
concerned. 


4: What are the most effective forms of engagement? 
 
In UK equities, Gartmore has a bias towards smaller companies both in terms of the number of 
investments held and in the proportion of the company held on behalf of its clients. Such 
companies require a more ‘hands on’ approach than larger companies as they have less 
resources available to them. Gartmore meets regularly with the companies in which it invests 
with the aim of understanding the growth dynamic of the industry in which the company 
operates and its prospects for ongoing expansion the management, governance and the 
sustainability of the company strategy, and the financial viability of the company’s strategy, and 
itsoutlook for earnings growth, cash flow generation, and gearing. We aim to communicate our 
expectations of the company to its management.  


In a small minority of cases where we consider that the course being pursued by the company is 
not in the best interests of shareholders, we would aim to engage in further dialogue with the 
company offering advice on possible solutions to its problems and where desirable working on 
their behalf in strengthening the board or strategy of the company. While in most cases this 
results in an agreed programme of change, in a number of cases, Gartmore may feel obliged to 
vote against company proposals at a general meeting and has sought to call a general meeting 
to secure necessary changes. 


The most effective engagement occurs where the dialogue between the parties is open, where 
confidences are respected and where there is agreement of mutual interests and practical 
objectives. This process is rarely assisted by public disclosure, though we recognise the 
legitimate interest of clients in the actions being taken on their behalf and try to meet these client 
expectations. 
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Where an investment manager holds a significant stake in a company, it is possible to identify 
the impact that the engagement has brought about. For large companies where shareholdings 
are widely dispersed it is much harder for individual shareholders or their agent to be certain of 
the influence that their engagement has secured and easier for a company to claim that ‘no one 
else has raised this issue’. Co-operation between investors can mitigate this effect but is 
inhibited by concerns about concert party rules and insider trading. Further clarity in these areas 
would be helpful. 


5:  Is there sufficient dialogue within investment firms between managers with different 
functions (i.e. corporate governance and investment teams)? 
 
At Gartmore, the corporate governance manager is located close to the investment 
management teams and is involved in daily interaction with them over consultations by 
companies and on proxy voting decisions. In cases of disagreement or particular controversy, a 
process of escalation exists, ultimately to the executive committee of Gartmore. The 
engagement specialist for UK smaller companies forms part of the investment management 
team for that area and has had extensive appropriate experience in the field of private equity. In 
our experience, the work of monitoring the corporate governance of investee companies and 
ensuring that proxy decisions are appropriately taken is sufficiently important and of a significant 
volume as to require separate and specialist resource at most major investment management 
operations. Large companies and, increasingly, smaller companies recognise that this division 
of labour has taken place and know how to make the right contacts at investee organisations. 


6: How important is voting as a form of engagement?  What are the benefits and costs of 
institutional shareholders and fund managers disclosing publicly how they have voted? 
 
The shareholder’s right to vote on the election of directors, changes in company constitution, 
changes in capital and major transactions is critical to the whole engagement process. It is this 
right which gives shareholders the authority to ask for meetings with companies at which to 
engage on the development of the business or on the composition of the board. Voting at 
company meetings is also important as a signalling mechanism even where opposition to a 
proposal is only in a minority or where, as is the case of the vote on the remuneration report, the 
vote is only advisory. The background against which voting is taking place is one in which it is 
customary for management proposals to be carried by an overwhelming majority. Investors are, 
generally, voting at meetings of companies in which they have chosen to invest because they 
agree with the strategy being pursued and the agents (the board) executing it. In those 
circumstances a substantial minority vote against the board, and the attention it receives, can 
send a strong message to the board which should lead the directors to engage more closely 
with their shareholders.  


Gartmore recognises that clients have a legitimate interest in the proxy voting undertaken on 
their behalf and in the processes by which such decisions are made. We are less convinced of 
the value of public disclosure of proxy voting and have not seen a strong case made for it. The 
most significant market where there is such disclosure is the US where, in our experience, the 
process has involved a very legalistic approach to the collection of records and a significant 
disconnect between the managers of the assets and those overseeing the proxy voting process. 
For many US investors, proxy voting is outsourced to a third party who can be accused of a tick 
box approach and there is not the well established UK process of engagement. Anecdotally, we 
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have received few enquiries from the general public about our voting at particular meetings and 
discussions with other fund management colleagues have not revealed any great demand for 
such disclosure. 


7: Is short-termism in equity markets a problem and, if so, how should it be addressed? 
 
The provision of liquidity to investors and new capital to companies at reasonable costs are key 
roles for equity markets. The time horizons of manifold investors and quoted companies can be 
expected to vary widely. Investors are reliant on the trading in markets to ensure that their 
investments are properly valued. Short-termism matters if the markets can no longer reflect 
these needs and if equities become seriously mispriced. While there may be evidence that 
holding periods have fallen, we have not seen evidence that the markets are failing in their 
functions or that there are better mechanisms against which the current system may be judged. 


8: What action, if any, should be taken to encourage a long-term focus in UK equity 
investment decisions? What are the benefits and costs of possible actions to encourage 
longer holding periods? 
 
In our experience, there are a number of reasons why UK equities are less widely held by 
investment institutions. Firstly, there is a wider range of alternatives available and funds have 
been encouraged to take advantage of them by their advisors. Secondly there is a wider range 
of instruments which combined with more liquid markets and competitive dealing costs 
facilitates shorter holding periods by reducing the penalty for transactions. Thirdly tax 
considerations (eg stamp duty) penalise holding equities rather than equity derivatives. Recent 
prolonged low interest rates and again tax treatment encourage companies towards debt rather 
than equity finance. Moves towards tax neutrality would be welcomed by equity markets. 


It has been suggested that longer term holders should be awarded additional voting rights. We 
do not consider this to be appropriate. The most significant market where this is common is 
France where the practice serves to entrench a management through associated parties whose 
economic interest in the company is much less than their voting interest. For institutional 
investors there would be additional costs associated with tracking transactions through 
portfolios to establish voting rights at any time in consequence of portfolio changes which may 
reflect liquidity flows rather than changing views of the underlying investment. 


9: Are there agency problems in the investment chain and, if so, how should they be 
addressed?   
 
Undoubtedly there are agency problems in the investment chain, for example an investment 
manager may invest for other clients in a company whose pension fund it also manages and 
may therefore be conflicted at votes at that company’s general meeting. However, Gartmore and 
most major investors have processes to resolve this conflict which are disclosed under the 
Stewardship Code ( Gartmore’s policy may be found at: 
http://www.gartmore.com/NR/rdonlyres/A4A699EF-7ABD-4CB3-9A64-
11781356B078/0/GartmoreStewardshipPolicy2010.pdf ). 


Over time , concern has been expressed about the efficiency of the chain by which proxies are 
delivered to registrars with some evidence that some ‘votes’ are ‘lost’. Since custodians are 
generally paid in a bundled fashion and have incentives to operate omnibus accounts there 
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appears to be little incentive for them to improve the efficiency of this service to the underlying 
owners of the assets. 


The consultation documents suggest that “fund managers can generate income for themselves 
through fees related to the number of portfolio changes (which could lead to excessive churn in 
the equity markets) yet these may not necessarily result in increased long term value for their 
clients”1. We believe that this comment is inaccurate. 


Gartmore is paid fees related to a percentage of funds under management and the performance 
of the funds under management.  Client assets are held separately from the manager. There is 
no incentive to trade as the trade costs are not paid to us as investment manager and because 
the associated costs are netted against the measured performance of the funds under 
management and therefore (ceteris paribus) may reduce investment performance. Trading 
commissions accrue to market makers and brokers, not to investment managers, whose interest 
it is to keep such costs to a minimum.  
 
10: What would be the benefits and costs of more transparency in the role of fund 
managers, their mandates and their pay? 
 
The basis for fees charged by collective investment vehicles managed by Gartmore is disclosed 
in the scheme documents. Fees charged to other institutional clients are negotiated with them 
and clearly disclosed to them. Remuneration of individual fund managers is currently subject to 
the FSA’s implementation of the Capital Requirements Directive, and it is too early to see any 
impact from these new regulations which would suggest that it is too early for further regulation. 


DIRECTORS’ REMUNERATION 
 
11: What are the main reasons for the increase in directors’ remuneration? Are these 
appropriate? 
 
Remuneration of executives is a complex issue as there is only limited exchangeability of 
executives and therefore it is difficult to present the market as completely free and competitive. 
The increasing use of benchmarking appears to be associated with increased remuneration, as 
advisors and directors are more aware of rates of pay elsewhere and their efforts to achieve a 
given point on the benchmark itself raises the benchmark for all later comparisons. Ironically, 
the greater disclosure of director remuneration appears to have contributed to this process. 


12: What would be the effect of widening the membership of the remuneration committee 
on directors’ remuneration? 
 
Changing the composition of the remuneration committee would not remove the pressure on 
boards to ensure that ‘their’ directors receive the ‘right’ amount. Limited anecdotal evidence 
from other European jurisdictions does not suggest that widening the remuneration committee 
to include representatives of the workforce would be a panacea. 


                                                 
1 Paragraph 4.25 
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13: Are shareholders effective in holding companies to account over pay? Are there further 
areas of pay, e.g. golden parachutes, it would be beneficial to subject to shareholder 
approval? 
 
The introduction of the vote on the remuneration report has promoted much discussion between 
shareholders and companies and has changed the structure of executive pay and this may be 
taken as evidence of accountability but the enhanced dialogue has not controlled the level or 
the tendency for executive remuneration to continue rising. Among the changes resulting from 
the dialogue between companies and their shareholders has been a reduction in the length of 
contracts and consequently compensation for loss of office (though this has been counteracted 
by the growth in salary and bonus levels). We do not believe that there is a major problem of 
golden parachutes in the UK, compared, say, to the US but we believe that there has been a 
growth in rewards to new executives ‘signing on’ to compensate them for the loss of incentives 
in changing companies. 


14: What would be the impact of greater transparency of directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
The current levels of disclosure appear to take account of most of the elements which make up 
executive remuneration but because so many elements are conditional it is difficult to arrive at a 
total value for remuneration. Further disclosure in this area may assist.  


Performance criteria for long term incentives are almost always of greater significance than the 
criteria for bonuses as the potential rewards are greater. The performance related elements of 
longer term elements of executive remuneration have been subject to a number of conventions 
which sometimes have only an indirect link to the strategy being pursued by the company but 
this is an issue which needs to be resolved between companies and their owners rather than 
subject to further regulation.  


Disclosure of bonus performance criteria at the beginning of a period tends to be limited 
because of the risks of divulging information to competitors. Enhanced disclosure after the 
bonus period would be helpful in assessing how well the company performed against the short 
term criteria it set itself and in assessing the performance of the remuneration committee. 


TAKEOVERS 
 
15: Do boards understand the long-term implications of takeovers, and communicate the 
long-term implications of bids effectively? 
 
Gartmore considers that the UK system for bids and the processes leading to them is generally 
well constructed by international standards. An efficient market in corporate control is a 
significant spur to companies to ensure that they deliver on the potential value available to the 
company and not tolerate management weakness. In our experience companies generally 
understand the implications of making bids though that does not always mean that potential 
benefits are always achieved. Companies wishing to oppose a bid they have received are 
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inevitably at the disadvantage of offering risky future prospects against the value of 
demonstrable current value which gives an intangible advantage to the bidder. 


16: Should the shareholders of an acquiring company in all cases be invited to vote on 
takeover bids, and what would be the benefits and costs of this? 
 
Since a bidder nearly always has to pay a premium to achieve control, a case can be made to 
require a bidder submit a case to a vote of its holders. Anecdotal examples of overoptimistic 
bids at the wrong time in the market cycle are not hard to find which might strengthen a case for 
requiring the bidding company to substantiate its case to its owners. However, we would be 
concerned that this would disadvantage quoted UK bidders compared to overseas bidders or to 
unquoted vehicles. 


 


OTHER 
 
17: Do you have any further comments on issues related to this consultation? 
 
No. 


If you wish for any further information, we would be only too happy to assist. 


Yours sincerely 


 


Tony Little 
Head of Corporate Governance 
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The private equity business model and associated strategies for HRM:
evidence and implications?


Ian Clark*


International Management and Organization Research Group, Birmingham Business School,
The University of Birmingham, Edgbaston, Birmingham, UK


Are private equity firms significant actors in the UK market for corporate control? Do
they represent a new organizational form befitting a new business model? What are the
direct and indirect pressures on management that flow from the diffusion of this
business model and its associated organizational form? In terms of human resource
management does acquisition by private equity have a significant or negligible effect?
This paper looks at the development and diffusion of private equity and the ‘take
private’ private equity business model (PEBM) and the effects of these on the
management of HR. In addition to this the paper evaluates the PEBM within
comparative institutional approaches to international business and HRM.


Keywords: business model; HRM; national business systems; private equity;
shareholder value


1. Introduction


Soothsayers and futurologists in the academic community have a vested interest or stake in


proclaiming the new. Other members of the academic community–sometime, historical


materialists, institutionalists or those who remain doggedly unfashionable–continue to


proclaim the old in proximate terms such as embeddedness, historically informed or


historical specificity. This divergence of approach is at its zenith when a new conceptual


category such as ‘varieties of capitalism’ appears to explain why different economies (in


pre business school language mixed economies and free market economies) are more or


less successful in terms of economic efficiency and industrial democracy. The Zen quality


of business systems theory and the varieties of capitalism thesis give both soothsayer and


dinosaur the opportunity to proclaim the virtues of their position in the face of headline


evidence to the contrary.


A key analytical, methodological and perspective issue is that it is not only possible but


essential to identify and work within the distinctive varieties of managerial capitalism.


Based on some form of systemic cultural and institutional coherence which, in the past,


formed the bases of successful economic performance and improved social distribution,


these varieties fuel the academic industry sometimes beyond but more usually within the


business school format. Academics are fuelled in the same way that the ASBO industry,


the Green industry, the Holocaust industry and the Slavery industry separate the interests


of professional purveyors therein from those who suffer the misery of anti-social


behaviour, extra taxation, holocaust survival and racial discrimination. Discussion of the


merits and de-merits of different varieties of capitalism in distinctive business systems is
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not only useful to academics, it is vital for ones scholarly and research career but


it is of distinctly less importance to customers of, employees in and suppliers to businesses


that are subject to the private equity business model (PEBM).


Accordingly the paper addresses three issues. First, the emergence of private equity


firms as significant actors in the UK’s market for corporate control does trail a new


organizational form and associated business model which is being diffused across other


European varieties of capitalism. Second, potential pressures on management that flow


from the diffusion of this new business model and associated organizational form are both


direct and indirect. Direct in that a firm acquired by a private equity investor is likely to be


subject to significant financial, commercial and organizational re-structuring. Indirect in


that management in firms that are circled by private equity investors may have to adopt


private equity type strategies to persuade shareholders or family owners not to sell out.


Potentially, this pressure leads to aspects of the PEBM becoming a best practice innovation


in non-private equity backed firms. Third, acquisition by private equity may have a


significant or negligible effect on HRM at firm level. Management remuneration may be


boosted by the diffusion of agency inspired performance management incentives, whereas


employees may become subject to tighter and more onerous technical and bureaucratic


controls with growth in the size of peripheral employees as the firm is downsized and


slimmed to it core competences. Alternatively, the impact of shareholder value and the


PEBM on HRM may be positioned in the framework of the diffusion of country of origin


effects versus host country effects, (see Ferner et al. 2004) sometimes without convincing


empirical support. (For critical analysis demonstrating the embeddedness of equity


markets in the British business system see Pendleton and Gospel 2005, pp. 59–83.)


In summary, this paper looks at the development and diffusion of private equity, the


private equity ‘take private’ phenomenon and the associated PEBM. After a discussion


of research methods the following section addresses the PEBM and the operational


rationale of private equity firms. Section three inserts the diffusion of the PEBM within


the comparative institutional and varieties of capitalism approach to the evaluation of


international business. This is followed by discussion and evaluation of managerial and


HR changes associated with private equity control or ownership which is supported by


empirical evidence gathered from case studies and a sector mapping survey.


Methodology


The empirical material drawn on in this paper flows from several separate yet interrelated


research projects where the term ‘private equity’ or ‘equity investors’ was first


encountered in research examining business and HR strategies in American multinational


firms, Colling and Clark (2002).1 These references were subsequently followed up and


further developed in work commissioned by the Financial Services Authority (FSA) and


the Treasury Select Committee (TSC) in its examination of private equity, (FSA 2006;


Clark 2007; TSC 2007). The commissioned work including the subsequent case study


material examines the extent to which acquisition, ownership or control by private equity


results in patterns of management in job regulation which are characteristic of the private


equity stereotype, particularly in its ‘take private’ variant. The findings presented in


section four draw on 25 qualitative semi-structured case study interviews with interview


respondents from the British Venture Capital Association (BVCA), the FSA, two of the


largest private equity funds based in the UK that specialise in ‘take private’ deals, legal


officers and regional convenors as well as the general secretaries of the GMB and UNITE


trade unions, fund managers and lay trade union representatives and workers in firms’ that
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are owned or controlled by private equity. Access to trade union officials was particularly


useful as this revealed employer material on human resource and employment relations


strategies that has proved very difficult to acquire or corroborate on company web sites.


These interviews brought to the surface details of buy-out strategies and associated HR


strategies that survey approaches may fail to reveal, for example the extent to which


private equity firms use ‘union busting’ consultants such as the Burke Group. There are,


however, limitations to the empirical material; it was at times difficult to get


‘management’ interviews in some firms as opposed to fund management ‘management’


appointees. This limitation is mitigated by the fact that in the Select Committee sessions


fund managers from four of the UK’s largest private equity funds appeared content with


the criticism of some of their actions in The AA, for example, stating that they had done


nothing unlawful, see, Treasury Select Committee Tenth Report, (TSCTR) oral and


written evidence, (2007). In addition to this primary research previously published


material is drawn from sources as diverse as the BVCA, regulatory authorities such the


FSA and the take over panel, other government departments and private equity funds


themselves.


2. Private equity and the private equity business model in the British business


system


Defining the private equity business model


Traditionally publicly quoted firms raise investment funds from two sources. First, on


London’s stock exchange public equity market and second sometimes this is


supplemented by debt based funds in the form of debentures, which in the event of


default or bankruptcy give debt holders creditor status over company assets. In contrast to


this established pattern of investment funding there has recently been significant growth in


capital flowing into private equity funds. This growth is so extensive that the private equity


sector within Britain’s capital market now provides a specific business model designed to


support start-up and established businesses. It involves innovative commercial and


operational strategies centred on sophisticated financial management and debt leverage


that aim to enhance company efficiency but on a shareholder not a stakeholder model of


corporate governance. To be precise private equity fund management partnerships are one


part of a highly stratified fund management and venture capital sector that comprises three


components. First, a large group of small entrepreneurial firms which focus on smaller


domestic transactions, more popularly these providers are often termed venture capitalists


who look to support promising business ventures in search of start-up and roll-out capital;


the role of which as been recently vulgarised in the BBC television programme ‘Dragon’s


Den’. A second group of larger firms tend to focus on more mid-sized domestic


transactions in the form of management buy-outs or in some cases management buy-ins to


established but predominantly private, that is unlisted British based businesses. A third


group comprising fewer but much larger members is dominated by five businesses


The Carlyle group, Blackstone, KKR, Perimira and 3i. These firms undertake very large


domestic and international transactions on the private equity business model and it is this


group of firms with which this paper is primarily concerned.


The contemporary activity of these firms and their fund managers extends beyond


private firms or small firms seeking start-up capital. Recently the private equity sector has


become renowned for ‘take private’ deals whereby via a combination of equity and bank


debt private equity firms acting for themselves, a consortium of banks or individuals


buy-out all the publicly quoted shares in a company taking the company private.


I. Clark2032


D
o
w
n
l
o
a
d
e
d
 
B
y
:
 
[
U
n
i
v
e
r
s
i
t
y
 
o
f
 
B
i
r
m
i
n
g
h
a
m
,
 
U
K
]
 
A
t
:
 
1
3
:
5
4
 
1
3
 
J
a
n
u
a
r
y
 
2
0
1
1







So operationally private equity firms establish and operate collective investment schemes


and advise on, assess and manage investment deals for clients, (FSA 2006, p. 79). These


groups are predominantly funded by institutional investors such as pension funds,


commercial and retail banks, insurance companies, government agencies and local


authorities. Private equity firms focus on the legal duty to maximise value for their


investors and shareholders and may break-up an acquired company selling up to 50% of its


assets to support debt levels incurred in a purchase, (see Clark 2007).


To summarise many private equity firms are unlisted limited partnerships which are


made up of general partners – the fund managers and limited partners – the investors who


provide the bulk of the investment capital for the fund. The PEBM rests on the


sophisticated use of financial engineering to transform ‘cheap’ or ‘underperforming’


businesses. Theoretically, private equity partnerships are freed from the burden of


quarterly reports and associated transparency and risk averse, that is, discretionary


management. Therefore they can manage a business run on the PEBM to emphasise


governance principles based on direct ownership and agency wherein management control


reflects stock ownership rather than the impact of a separation between ownership and


control. The theoretical basis of the PEBM rejects the utility of managerial theories of the


firm that emphasise managerial discretion and shareholder deference to professional


salaried managers (Means 1930; Berle and Means 1932; Marris 1964; Williamson 1964,


1967; Chandler 1977). The alternative emphasis on agency theories (Alchian and Demsetz


1972; Jensen and Meckling 1976) and transaction cost theories (Williamson 1975) focuses


not on institutionally embedded patterns of efficiency and organizational capability in


national variants of managerial capitalism but its waste and inefficiency for shareholders.


Thus, within the PEBM there is a contractual approach to management and returns to


investment that in effect takes the form of a partnership agreement between fund managers


and professional institutional investors.


In crude terms the PEBM is based on debt and leverage whereby an acquisition is


actually debt-funded by its own assets such as the sale and lease back of property


portfolios. For example, one of the first moves that private equity buyers make is to split an


acquisition into an operating company and a property company with the former selling the


latter and then leasing it back. One result of this is that owners and managers become


‘better managers’ because debt levels give them an incentive to perform in order that


cash-flow is sufficient to meet interest payments on debt incurred in the primary purchase


and the sale and lease back of property (Jensen 1989). Private equity practitioners and their


peak associations such as the British Venture Capital Association and the European


Venture Capital Association argue that the PEBM is an increasingly dynamic and efficient


component of the capital market that offers a compelling business model with the potential


to deliver substantial reward to general and limited partners and their investors,


management in an acquired firm and current and future pensioners whose income is


invested in private equity.


Beyond the relentlessly up-beat advocacy of the PEBM described above there is a


downside. An alternative way to describe private equity acquisition and the PEBM is one


that asset strips and seeks to reduce operating costs because the model is inherently


short-termist in that private equity investors must make their investment attractive to


future buyers. An acquisition must be attractive to sell-on in order that fund managers can


secure a return for their investors. More significantly there is a distributional and taxation


question which in recent times has proved particularly thorny for supporters of private


equity. Remuneration packages for senior management in private equity controlled firms


are often switched to salary plus equity investment packages and similarly for fund
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managers share portfolio dividend income is classed as a capital gain and if shares are


owned for a period of 2 years pay tax at 18% rather than 40% (the rate was only 10%


before April 2008). Similarly interest on debt incurred by fund managers to support an


acquisition can be written off against tax. Last, the PEBM rests on a ‘2 and 20’ reward


model; a transaction cum management fee of up to 2% of the fund invested in the firm per


annum and a 20% performance cut of any profits triggered once returns exceed a defined


level. In the language of the neo-classical theory of the firm 2 and 20 represents a new form


of leakage from the system or a new inclusion in normal profit. As some critics have


argued once the real numbers of 2 and 20 are discounted the efficiency of plc firms and


PEBM based firms is comparatively equal, (see Folkman, Froud, Sukhdev and Williams


2006; Froud and Williams 2007; GMB TSC 2007).


The innovative quality of the PEBM centres on more explicit investor engagement in


the management of their investment which has a twofold rationale: first, to establish


adequate systems to monitor corporate performance and second and directly related to


realise potential in the form of high rates of return – 20–25% – on risky investments. It is


the risk associated with this type of investment that requires investor engagement beyond


purely financial measures in corporate governance to deal with the agency problem; that is


investor engagement aims to reconcile the effects of the separation between management


and finance, (see Shleifer and Vishny 1997, p. 773). By devising and diffusing systems of


performance management that are designed to fuse the interests of principal and agent,


agents can be incentivised or disciplined to maximise performance in pursuit of the


principles’ interest.


Private equity investor engagement: organizational forms and re-structuring


Private equity fund managers are not magicians but they very nearly are; the PEBM


operates in a highly leveraged manner meaning that the debt component as a percentage of


an acquisition is very high – up to 70% in some cases. The slight of hand is evident in two


ways, on the one hand strategically in terms of exit. Fund managers aim to sell-on firms


they acquire within a 5 year time frame often through a new public offering of shares once


again returning a business to the listed market. In simple terms this will enable private


equity partners to re-pay their debt to investors, secure their tax breaks but pass on the


firm’s debt. For example, debts that result from sale and lease back of property portfolios


or an under-funded pension scheme are easily passed to a new firm. On the other hand


operational slight of hand involves extracting value for shareholders and investors by


cutting costs to improve margins, selling off or out-sourcing the management of some


assets to reduce debt, for example HR can be out-sourced on a shared business model.


In terms of employment relations theoretically and empirically this is achieved by harder


HRM and more broadly moving towards lower road strategies for workplace agreements


on substantive and procedural terms and conditions of employment.


While discussion of private equity as a new type of investment fund is not contentious,


the argument that a PEBM is emerging is more contentious for four reasons. First, as this


paper aims to make clear, the model is unresearched in any systematic manner and, to be


balanced, so are the claims of practitioners who support its diffusion as are the claims of its


detractors. Second, because of this the extent to which the PEBM is viable in the longer


term is questionable but while this is an unknown the indirect effects of the PEBM do


appear even at this stage to becoming embedded in contemporary business practice. For


example, the popularity of funding acquisitions on the basis of asset sales and the use of


share buy backs and re-capitalisations as the precursors of special dividend payments
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to private equity owners. Third, while the model may not be viable in the longer term the


consequences of its deployment for employees both in work and those who are retired will


be evident over the long term as more stringent agency influenced HR strategies are


unlikely to be wound up by future owners, whereas pension liabilities and deficits remain


on the balance sheet of businesses once owned by private equity. Last, many practitioners


across all types of business system see the PEBM as an example of the superiority of


Anglo-American business strategies and the applicability of this across different forms of


capitalism. In contrast to this, politicians, trade unions and some business associations in


coordinated business systems see the PEBM as problematic. However, the evidence


suggests that most if not all business systems have a nationally based private equity


presence greater than one would expect. This is particularly the case where the presence


takes the form of sovereign wealth funds controlled by the central state or ruling families


as in the cases of China and Dubai.


3. The PEBM and the comparative business systems approach and new
institutionalism


The two approaches to institutional theory, one centred on the new institutionalism of


organizational analysis associated with DiMaggio and Powell, (1983, 1991) and the other


grouped around the business systems varieties of capitalism approach associated with


Whitley (1992, 1999) and Hall and Soskice (2001) emphasise how business organizations


adapt to institutional environments. The new institutionalism strand of research


concentrates on the global diffusion of particular business strategies, associated business


models and managerial practices such as shareholder value and the PEBM. A key


conceptual and empirical issue relates to the extent to which ‘global diffusion’ refers to


managerial and organisational concepts that become subject to local variation or the extent


to which business strategies, practices and models become more similar on a global scale.


The isomorphic pressures to adopt similar solutions in the same situation, for example


short term pressures for shareholder returns can operate at firm level or business system


level. Institutional pressures operate at firm level in coercive, mimetic and normative


forms. Management in non-private equity firms may have to compare themselves to


competitor firms in the same sector which are managed on the PEBM, this may lead to


mimetic pressures to copy or benchmark against practices in these firms. In turn this may


lead to normative pressures whereby practices associated with the PEBM become ‘best


practice’ or at least aspirational for non private equity controlled firms. These firm level


pressures exist separately from competitive isomorphism at the level of the business


system which necessarily assumes and requires the presence of more market oriented


competition. The presence of competitive and institutional isomorphism suggests


globalisation of practices whereas the presence of either competitive or institutional


isomorphism suggests that there is space for local adaptation of global practices.


The business systems and varieties of capitalism strands of research reflect the


embeddedness of local practices and attempt to empirically ground theoretical arguments


about the independent role of embedded institutions in shaping economic and political


outcomes. Here differences in national level institutions refract common economic


pressures differentially. That is, institutional trends, for example towards shareholder


capitalism and the adoption of the PEBM are mediated by national institutional


arrangements. This position casts doubt over convergence based arguments that proclaim


the standardisation of global practices. Hall and Soskice (2001) outline a theory of purely


contractual arm’s length market coordination in what they term contractual coordination
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in liberal market economies and extra contractual institutional regulation in liberal


coordinated economies. The depth of embeddedness in different traditions establishes


patterns of institutional complementarities that in turn encourage different forms of


competitive advantage. For example, in the contemporary period light touch regulation in


the UK and USA appears to support job creation and business start-ups and the diffusion of


new business models such as PEBM. Alternatively, in Germany institutionally inclusive


and consequently less conflict bound job regulation and state regulation and enforcement


in vocational training and development have helped to secure the retention of a


comparatively high productivity manufacturing sector.


In contrast to Hall and Soskice, Whitley (1992, 1999) develops a series of institutional


characteristics for the comparison of different business systems. These range from the


nature of the firm as a contractual actor and patterns of ownership coordination and control


in different societies to patterns of non-ownership coordination and the management of


employment relations. Non-ownership coordination refers to the extent to which


established rules and common codes of conduct reflect collective goals as agreed in


inter-firm networks and business federations which can be cooperative or competitive. For


example in Germany there is currently some debate within the business class about the


utility of shareholder value approaches and the PEBM. Some firms are subject to private


equity ownership and actively advocate the PEBM, for example Deutsche Telecom,


whereas others do not, arguing the importance of national control for core businesses and


the implications of foreign ownership for embedded patterns in, and systems of, training


and development, for example BMW.


While apparently theoretically authoritative and empirically proven, the varieties and


comparative institutional theses do suffer from determinism in respect of how different


approaches develop, persist and change over time. As early as 2000 the emergence of a


trend towards international adoption of shareholder capitalism and associated practices


such as the diffusion of the PEBM was identified as possessing the potential to create new


types of relationships for organisations, managers and the management of employment


relations in Anglo-American market economies and continental coordinated economies,


(Dore 2000; O’Sullivan 2000, pp. 154–164, 280–282). Some of these relationships are


now evident at firm level in the UK but are also evident across different types of business


system. For example, as controlling owners of domestic and multinational firms’ private


equity investment partnerships differ significantly to more traditional models of ownership


which have developed historically within national pathways to industrial capitalism.


Private equity firms are only accountable to capital markets with general partners and fund


managers emerging as a new elite removed from the constraints of any one business


system, for example in 2005 private equity funds based in the British business system only


raised 21% of their capital in the UK with 45% coming from the USA and continental


based providers (in the main France and Germany) in stakeholder business systems


providing a further 22%, (FSA 2006, p. 13). This evidence suggests further dominance by


international finance capital in the market for corporate control in the UK with investors in


stakeholder business systems actively supporting private equity albeit not in the home


economy.


A significant theoretical and empirical discontinuity exists between the two broad


strands of institutional analysis; at system level embedded institutions are presented as


central mechanisms that shape employer, managerial and employee behaviour. However,


in contrast to this focus on embeddedness, at firm level the focus of analysis in


employment relations has shifted to the evaluation of the firm as a strategic actor that


can shape its own strategic and operational environment, (Frege 2005, pp. 189–193;
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Heery and Frege 2006). The discontinuity borders on the tautological; while shareholder


value and the PEBM appear as significant factors in corporate governance the evaluation


of employment relations is compromised because the PEBM is not readily evaluated in


theory or empirically. Indeed, at firm level the ways in which business strategy is shaped


by the PEBM is unclear other than references to the institutional configuration of a


business system; short-termism in the case of the UK and the USA. Similarly headline


discussion of the PEBM in a coordinated business system such as the German one suggest


significant political opposition and operational difficulty due to the nature of family


shareholdings and liquidity in the form of block controlled bank credit rather than open


and dispersed stock market equity.


The discontinuity in theoretical and empirical evaluation at business system and firm


level is manifest because what is less clear in general evaluation of the varieties of


capitalism and business systems approaches is that ‘embeddedness’ refers to different


things in different types of system. In Anglo-American economies (Australia, Canada,


Ireland, the UK, the USA and New Zealand, see Freeman, Boxall and Haynes 2007)


embeddedness relates to a common cultural descent and lineage and a commonality of


economic behaviour and political attitudes that support market based systems and


comparatively small governments. In contrast to this in liberal coordinated continental


European economies embeddedness relates less to system level and the historically


derived state tradition and more to the interdependency of relations between financial,


education, industrial relations and production systems – but at firm level – that follow on


from economic and political coordination.


The discontinuity continues even though the term ‘managing for shareholder value’ is


widely diffused in the evaluation of international business and international and


comparative HRM. As a key measure of business performance (managing for) shareholder


value presumes and promotes competitive isomorphism – convergence – in business


strategies and policies that prioritise shareholder interests in short term financial results


and improvements in share price that reflect a higher monetary value of a business.


Empirically, the substantive effects at organisational or firm level of the rhetoric of SHV in


coordinated systems remains an open question that is it lacks substantive institutional


isomorphism. There is some evidence though that at firm level the organisational focus on


labour as a cost plus productive resource and source of competitive advantage will be


eroded where shareholders become the more dominant stakeholder, (see Clark 2006).


Discontinuity and confusion in analysis will persist because ‘managing for shareholder


value’, private equity and the PEBM and implicit evaluation of firm level and business


system level effects reveals only part of the picture. What remains largely hidden is that


the PEBM and the impact of private equity funds as institutional investors is the driver


behind the move to shareholder value as a key measure of corporate performance. Thus,


the PEBM is significant not necessarily as a substantial empirical presence but because it


represents the missing competitive and institutional innovation which O’Sullivan (2000,


p. 2) identified as the limiting factor in the diffusion of shareholder capitalism and its


sustainability in the United States and Germany. O’Sullivan identified the sustained


success of retain and reinvest approaches to mass production, managerial capitalism and


associated HR strategies in the American business system as resting on its model of


innovation at business system level, its managerial theory of the firm and a series of


managerial performance metrics. Underpinned by simple, technical and bureaucratic


controls in the workplace, managerial capitalism was and partially remains as a set of firm


level management practices and associated human resource strategies and business system


ideology. O’Sullivan’s (2000) historical evaluation of corporate growth and contemporary
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development provides the contextual material necessary to establish the argument that to


legitimise and sustain shareholder capitalism managerial practice has to be re-aligned


exclusively towards owner interests. These do reflect the theory of shareholder value but


more significantly it is the PEBM that creates and sustains shareholder value and which


requires a ‘downsize and distribute’ approach away from a wider group of stakeholders


towards key private equity shareholders. However, many American and the vast majority


of German firms and the majority of those in many other business systems remained


operationally wedded to national variants of managerial capitalism on the Chandlerian


model. So across business systems the efficiency claims of the PEBM while contentious


and controversial are recognised but for some actors and institutions they remain socially


inappropriate and therefore less legitimate.


Outline discussion of private equity in other varieties of capitalism


Beyond the liberal market business systems of countries such as Australia, the UK and


the USA the varieties thesis implies that the PEBM will be less developed and treated


with greater hostility in more coordinated business systems. While this might have been


true for Germany in the last days of the SPD regime under Merkel the situation is now


different. The PEBM continues to find scrutiny in Germany but as the EU’s most well


developed stakeholder economy comes to terms with persistent unemployment and


inward FDI private equity and more specifically venture capitalists are winning the


support of business leaders and politicians. The economics Secretary, Michael Gloss is


particularly supportive in the face of German institutional investors putting more of


their funds into German controlled private equity firms whilst the latter in-league with


the American Chamber of Commerce in Germany lobby for investment taper relief to


continue on the current UK model. In contrast SPD members of the coalition


government remain concerned about the e1.5 billion that tax write offs cost the German


taxpayer every year. The German private equity and venture capital association argue


that German owned private equity firms raised e2 billion in support of the PEBM in


2006, a 20% rise on 2005 (BVK 2007). This rate of growth suggests that the model is


embedded and likely to develop and extend further over the next couple of years.


Similarly in France a French owned sector is well developed with Eurazeo appearing as


the leading player having made a recent bid for the conglomerate firm Vivendi. The


French private equity association suggests that private equity investors based in France


invested £7.1 billion compared with the UK figure of £22 billion in 2006. The evidence


indicates that the vast majority of French private equity investment is invested in France


(AFIC (2007). In addition the prevailing philosophy of private equity in France is more


pluralistic than in the UK with at least 20% of private equity owned firms offering


‘sweet equity’ to managers and non-managers.


In Japan private equity investment has barely taken root accounting for about 1% of


Japanese economic activity in 2006, in contrast the PEBM is well developed in other Asia


Pacific markets such as Singapore and Taiwan. The main impediment to the diffusion of


the PEBM in Japan is not necessarily managerial or public hostility but a lack of financial


sophistication in the established management class. In addition the tradition of


conglomerate firms in Japan makes owners reluctant to see firms broken up; however,


established Japanese firms such as Toshiba ceramics have been acquired by private equity.


In the language of the PEBM terms such as under performance in the Japanese business


system is a largely untapped resource precisely because of the break-up and sale and lease


back possibilities that conglomerate ownership can provide. As with South Korea the
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Japanese government is encouraging the creation of a domestically owned private equity


sector to replace international firms that are in the main American and British.


In China about 90% of corporate finance is provided by bank loans and the PEBM is


poorly developed but private equity investment in mainland Chinese business has doubled


in value between 2005 and 2006 to $7 billion. Beyond the domestic economy the Chinese


government is pursuing a private equity FDI strategy and has recently placed $3 billion of


its foreign exchange reserves with Blackstone, the US private equity group in an effort to


secure greater returns than they receive from US Treasury bills. Similar strategies are


being developed in the Indian business system particularly by conglomerate firms such as


Tata that have openly adopted the PEBM to secure its merger and acquisition strategies


domestically and internationally. So while this evidence is summative and general it is


possible to conclude that the PEBM is well developed across business systems and on this


point it is worth considering the growth of private equity investment in the UK over the


past 5 years which has seen exponential growth in fund size, returns and size of


acquisitions.


Evaluating the PEBM in this way may extend the varieties of capitalism thesis and


push it beyond the static sterility of framework over innovation. This is the case because


the emergence then diffusion of the PEBM across business systems will have implications


for the theoretical analysis of institutional frameworks which will require systematic


empirical evaluation. First, greater investor engagement in strategy and operations


post-acquisition suggests that the concept of ‘strategic fit’ between business and HR


strategies will have to be further refined to accommodate the PEBM. For example, the


pressure of efficient capital markets is becoming as or in some cases more significant than


competitive pressures that flow from efficient product markets. Over the short term, cash


flow is becoming more important than productivity or the quality of working life, a


pressure that pushes organisations and managers towards particular courses of action as


best practice, for example, funding acquisitions on the PEBM. Second, the presence and


impact of convergent business strategies and practices that culminate in the national


diffusion of the PEBM may compel business systems, established sectors and firms


therein to converge towards a homogeneous organizational pattern of best practice for


optimal efficiency as defined by the efficiency of capital markets thesis. That is, to avoid


becoming a target of private equity acquisition or to grow in size without hurting


shareholder value evidence suggests non private equity firms gradually adopt aspects of


the debt leverage model. BA is part of a private equity dominated consortium bidding for


Iberia the Spanish national airline, similarly Tata, is funding its acquisition of Corus on


the private equity model, that is using the Corus assets (property and pension funds) as


leverage rather than its own funds. In Germany, Deutsche Telecom, which is part owned


by an American private equity firm, is embroiled in a battle with trade unions as it seeks to


downsize its operations on the PEBM and transfer 40% of its employees to a lower cost


subsidiary employer.


4. The PEBM: implications for human resource management some initial empirical


findings


The material reported on in this section draws on primary research on private equity


ownership, business strategies and labour management and a sector mapping survey


undertaken for submission to the Treasury Select Committee on private equity and


commissioned submissions to the Financial Services Authority discussion paper on private


equity (FSA 2006). In addition to this the findings draw on interviews with the GMB and
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UNITE trade unions and interviews with trade union representatives whose employers


have been transferred to private equity owned businesses and four fund managers


employed in UK based private equity partnerships. For comparative purposes three


interviews were held with the director and director of European and international affairs at


the Confederation of German Employers (BDA).


Turning from theory to the empirical evaluation of the PEBM and employment


relations much of the current media and academic discussion is couched implicitly or in


terms of potential impact and in many respects trade union campaigns are ahead of the


academic community. Prominent contributions to the literature discuss the impact of


shareholder value as a governance ideology on finance and ownership strategies in


established features of short-termism in the British business system such as financial


engineering and growth strategies centred on merger and acquisition activity, (Bach 2005,


pp. 24–26; Pendleton and Deakin 2007). Alternatively, many commentators lump the


evaluation of private equity in with shareholder capitalism or shareholder value often


erroneously linking the two to O’Sullivan (2000). At the headline level, private equity


firms do operate within the ideology and established performance index of short-termism


but it is necessary to say more than this, namely that the short term investment strategy


within the PEBM is a threat both directly and indirectly to sustainable company growth


and employment and investment in the form of research and development and innovation,


(TSC 2007). The constant drive for short-term financial returns measured on a weekly or


monthly metric creates an operational situation where downward pressures on wage levels


and terms and conditions of employment may not lead immediately to job loses but move


the employment relations framework towards the ‘lower road’. Similarly, in terms of


operating performance, profitability can be boosted regularly by short-term sweating or


even reducing the level of capital investment and investment in employee development,


see media reports on The AA, Bird’s Eye, Gate Gourmet, Pizza Express and Travel Lodge,


none of which have been challenged by private equity owners. (In the Treasury Select


Committee hearings private equity owners appeared unconcerned about this type of


criticism.) The empirical material reported on in this part of the paper identifies the direct


and indirect effects of the PEBM under three headings – managerial remuneration and


distribution, impact on established patterns of IR/HR at the workplace and organisational


consolidation and downsizing.


Managerial remuneration and distribution


Case studies revealed two issues of interest under this heading – executive remuneration


and pension scheme provision. Previous sections of the paper have established that in


theory and often in practice the PEBM is inherently short term in focus in that its


organisational rationale is to reduce operating costs to secure cash flow and make a


business an attractive ‘sell-on’ proposition. One feature of this process is either the


introduction or further development of stratified management remuneration systems in an


acquired firm. Interviews with operational managers and fund managers found that


so-called equity incentive packages often become one component in performance


management systems where salary (that is, money) represents only a small part of a wider


remuneration system, interviews suggest that at the time the split between salary and


equity incentive package was in the region of 30:70. In effect management teams are


incentivised through agency approaches to operate like business owners by the use of


share option schemes and participation in management buy-ins within a private equity


management buy-out. Not only does this encourage management to consider share price
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and short-term returns above all else but in addition this development contributes to


greater disparity of income as corporate level incomes increase significantly faster than


those of worker grade employees often despite increased productivity and profitability.


Reinforcing the significance of this point, interview evidence and ‘sight of’ contract


agreements revealed that as more management remuneration is placed in equity incentive


packages it is often the case that stock options are back dated and future geared towards a


target share price.2 As long as these shares are held for a period of 2 years the taxation


breaks enjoyed by private equity partners (fund managers) are extended to senior


executives and middle level management employees. Thus, however much academics


may criticise rational actor approaches when its financial rewards are placed in front of


you it is easy to see why managers find it so attractive, for example four senior managers at


‘QinetiQ’ who clubbed together to borrow about half a million pounds to secure 3% of the


privatised defence firms equity capital have recently secured a 20,000% return on their


investment (NAO 2007).


The second area of concern is company pension schemes. Before detailing the issues it


is important to point out that employee contributions via PAYE deductions into a company


pension scheme is saving or deferred pay. This issue is often lost in more abstract


discussion of pension fund defaults due to under funding by an employer.


Recently in several private equity ‘take private’ acquisitions, for example Alliance


Boots, the buyers have announced an intention to borrow – leverage the purchase by using


‘hard assets’ (property and pension schemes) as collateral.


Interviews with fund managers, trade union officials and line managers uncovered


several organisational, managerial and HR issues that flow from this development. First, as


an emergent best practice many new private equity owners choose to under fund an


existing pension scheme because of high levels of leverage and the use of the pension


scheme as collateral. For example, one private equity bid for Sainsbury’s collapsed


because the scheme is currently in deficit to the tune of £400 million, a deficit that could


grow to over £3 billion as a result of the proposed private equity takeover. Failure to agree


on the funding gap resulted in the proposed deal falling through, as pension trustees felt


unable to recommend the deal to shareholders. Second, pension liabilities although they


relate to previously earned wages and salaries are in accountancy terms defined as


‘unsecured creditors’ who are someway down the queue in the case of corporate


insolvency. An evaluation of recent applications to the pension protection fund and the


financial assistance scheme conducted for this research found 59 pension funds associated


with private equity in the financial assistance scheme and a further 38 in the pension


protection scheme. In addition to this there is an unknown number of private equity


controlled firms where buyers have placed pension fund schemes in less solvent subsidiary


operations which in many cases caused union members to lose all or part of their pensions


(GMB 2007). Regulation wise the provisions of the 2004 Pensions Act are designed to


prevent this process, however the pension regulator has to make a fine judgement about


such ‘organisational re-structuring’ as deliberate ‘dumping’ or merely ‘more risky


re-structuring’. The key point is that without the burden of a pension scheme cash flow


improves and a firm becomes immediately more profitable for its private equity owners


who once they have sold the business can leave an under funded pension scheme behind in


a less solvent subsidiary. The need for this type of risky re-structuring may be done away


with by a third empirical finding uncovered in the secondary private equity market. There


is an emerging market for pension scheme buy-outs, fronted by insurance providers and


private equity providers. Under this scheme a private equity firm, post-acquisition is able


to ‘off-load’ its pension liabilities to an insurer or a bulk annuities group in return for
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a premium payment. Insurer’s make their margin through the economies of scale and


scope that result from one organisation running several pension schemes. De-coupling the


pension scheme from the firm will again boost revenues.


PEBM and established terms and conditions of employment


The challenge for trade unions in collective bargaining and individual employees centres


on the issue of prior consultation with respect to the organisational and managerial


developments described above. This is the case because TUPE Regulations 2006 do not


cover business transfers through share purchases, that is where a company name remains


intact through a take private deal such as those that funded Debenham’s, EMI, or Alliance


Boots, but majority ownership changes. In this situation no prior disclosure is necessary.


In addition to this, private equity owners have argued that performance management


changes to terms and conditions of employment are not related to the transfer of business


but to new incentivised forms of HRM. In many cases bargaining agreements and pension


funds will be unaffected by private equity purchases or the PEBM. However, there is a


dearth of independent academic empirical work on this issue precisely because private


equity firms refuse all requests for access other than for work they commission. Evidence


that is available and which can be regarded as impartial reveals that in PEBM controlled


firms 40% of managers are hostile to trade unions with only 10% of the survey population


supportive (Thornton 2007).


The fact that TUPE regulations do not apply to business transfers through the majority


sale of shares in effect allows employers to de-recognise collective bargaining agreements


and introduce ‘substitution’ policies sometimes despite considerable employee opposition.


In at least two of the case studies reported on here (a car breakdown service provider and a


chain of car parks) trade union opposition did subsequently result in agreement to


re-recognise and the cancellation of the de-recognition decision. In contrast with some of


the established literature findings on non-unionism and de-recognition (McLoughlin and


Gourley 1994; Claydon 1997) the private equity employer (the same in both cases)


made no attempt to improve on the established terms and conditions of employment


and neither were they taking advantage of low union density or apathetic


membership. In addition to this the private equity installed management choose not


to devise or develop any non union representation arrangements common in more


established non union employers, (see Gollan 2007, pp. 89–91). The issue of


de-recognition is further compounded because trade unions, the pension regulator and


individuals face a transparency issue relating to who actually owns a company acquired by


private equity. Both the GMB trade union and the UNITE trade union made it clear at the


Treasury Select Committee that these protections and respect for established features of


collective bargaining agreements can only be achieved by improved government


regulation and or changes to UK and EU law, (TSC/UNITE 2007; TSC/GMB 2007).


Organisational consolidation and downsizing


In the vast majority of merger and acquisition cases firms usually resort to some form of


consolidation and restructuring that results in job losses. Such restructuring is unfortunate


but in cases beyond the PEBM information and consultation regulations over redundancy,


TUPE regulations and any collective bargaining agreements in place are usually respected.


In the case of the PEBM, acquisition is fuelled by debt and considerations of short-term


cash flow to meet interest payments, because of this overriding requirement acquired firms
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are usually examined as a bundle of assets that can be unbundled through the sale of


peripheral units, the sale and lease-back of property or transport units, pension scheme


de-coupling, etc. The main organisational effect of these strategies is redundancy,


downsizing, closure and tighter HR systems at the workplace. That is, in contrast to merger


and acquisitions focussed on the longer term consolidation of a sector say for example that


which occurred in retail banking in the late 1990s re-structuring is unlikely to expand and


further develop a new company.3


There is a substantial literature investigating the economic effects of private equity


management buy-outs that demonstrates a positive, if econometrically based association


between re-newed and re-structured corporate organisation and the productivity and


profitability of an acquired firm (see, for example, Rappaport 1998; Jensen and Murphy


1990). More recent contributions to this literature modify the line of argument slightly but


while the established and contemporary studies draw out the implications of private equity


control for the management of HR there is little specific mention or evaluation of HR


policies and strategies. For example, Harris, Siegel and Wright 2005 found that buy-outs


lead to more economically efficient use of resources, reduced agency costs and better


management. Similarly, although Kaplan and Schoar (2005) conclude that the PEBM does


secure better financial returns than those managed more traditionally the authors’ state


quite clearly that net of the 2 and 20 type fees the returns are broadly similar. This leads to


the conclusion that whatever type of HR system was in place in PEPM backed firms in this


study it made very little difference. Last, Martin, Casson and Nisar (2007) addresses the


impact of the PEBM in terms of investor engagement with acquisitions, specifically


strategies to secure high returns in respect of high risk investments. Almost as a


modification of the neo-classical theory of the firm high return (20%þ) is in this study


seen as a factor return for risk and the case study material that the authors’ present


evaluates the extent to which private equity investors play an active role in investee


companies beyond their obvious financial role. This includes a more hands-on


management role but little or no evaluation of what this entails. Last, Hall (2007)


demonstrates that methodological weaknesses in surveys commissioned by the private


equity sector make their claims of a positive effect of private equity on employment in the


USA and across Europe ‘effectively worthless’, for example some surveys include


estimates and others include venture capital and start-up capital along with private equity


buy-outs. Moreover, many surveys are self selecting in terms of reporting and inclusion.


These points are particularly telling because private equity firms will seek out acquisitions


that have good growth and cash flow potential on the basis of the PEBM, therefore in the


short-term they are likely to grow faster than the average firm not subject to the rationale of


the PEBM (TSC 2007).


The case studies conducted for this research identify two sets of findings at firm level


that help to explain the meanings of ‘improved performance’ and ‘better management’.


First, operational improvements – what specialists in HRM term performance


management – flow from a reduction in managerial discretion and an associated


re-alignment of investor and owner interests with those of management. While


performance improvements were evident in most of the cases under evaluation it was


measured in terms of improved cash flow and head count reductions over shorter term


performance metrics described in the previous section. These case studies confirm most of


the arguments presented by Thornton (2007) who found that management buy-outs on the


PEBM first cut employment levels then expanded employment but found workers to be


worse off than comparable private sector workers. In the cases examined for this paper


deterioration resulted from the introduction of stricter performance management systems.
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Second, performance improvements could result from more overtly aggressive


management of HR focussed on the application of lower road approaches that reduce


working capital and ‘sweat’ capital and labour by reigning in workplace pluralism – the


de-recognition of collective bargaining agreements described above. This has the effect of


re-distributing rents away from employee and customer stakeholders, moving to a more


unitarist but unsophisticated framework for workplace employee relations. For example,


at the AA a well publicised case of private equity ownership it is a matter of public record


that the private equity owners de-recognised the trade union, ended check-off


arrangements and offered to pay staff subscriptions to a new ‘staff association’ and


subsequently offered redundant staff an £18,000 take it or leave it deal that was reduced to


£12,000 in the second round of redundancies. Under the terms of the de-recognised


collective bargaining agreement longer serving employees could have received


redundancy payments of up to £50,000. In total the AA made over 3,500 workers


redundant (35% of the workforce) resulting in fewer patrol staff, a less comprehensive out


of hours service and reduced cycle times for patrol staff to diagnose break-downs. In effect


the latter has resulted in many AA members experiencing a tow not fix service as patrol


staff have only 15 minutes per breakdown, that is if patrol staff think it will take more than


15 minutes to undertake a repair or re-start the vehicle it will be towed to a garage,


(interview notes and TSC 2007). After a sustained trade union campaign the AA’s private


equity boss agreed to re-recognise the GMB trade union. However, when the AA and Saga


merged late last year the new management of the combined group disassociated itself with


the previous commitment of the AAmanagement team to re-recognise the GMB union and


cut off all negotiations. Similarly, at the Bird’s Eye plant in Hull private equity owners


closed the entire plant only 5 months after acquiring the site from Unilever for £1 billion.


There was no consultation with the staff at all who both collectively via the recognised


union and individually in letters from the management were told that the plant would be


kept open (interview notes TSC 2007). Last, at a feminine hygiene products company’s


private equity owners abandoned the previous owner’s policy of allowing workers aged


50þ to draw their pensions with no actuarial reduction in benefits for early retirement


where their jobs were made redundant in cases of plant closure (interview notes).


5. Conclusions: institutional determinism or the convergent futurology of


private equity?


Is it acceptable however necessary it might be for academics to say they don’t know what


the answer is either theoretically or empirically? Is it acceptable however necessary on the


basis of theoretical, institutional and empirical limitations for academics to come to


relatively simple conclusions in respect of the three issues the paper set out to address?


Probably not.


1. The emergence of the PEBM as a significant actor


Operating within the dominant literature sets that examine comparative business


systems and developments therein the evaluation of private equity firms and the


PEBM detailed in this paper demonstrate that each has the capacity to counter the


accepted wisdom of national business systems as givens. The PEBM appears


capable of operation in business systems that are more or less institutionally


favourable and in Germany as in the UK governments have sought to facilitate the


operation of the PEBM despite opposition from national stakeholder groups.


For example, in the UK British based private equity owns or controls businesses
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that account for 9% of the employed population or about 2.4 million workers


(ITUC 2007). In Germany in 2007 German based private equity controlled


businesses that accounted for just over 1 million workers (BVK 2007). However, in


both Germany and the UK 5 years ago the figures were much smaller. Thus,


while on the one hand, the activities of the BVK – the German venture capital


association – are more extensive than one might think, on the other hand in the UK


where private equity is better developed only one FTSE top 100 firm is controlled


by private equity.


2. Diffusion of a new business model and associated pressures


As an innovation the PEBM has, going forward, the potential to challenge


established patterns of managerial capitalism and gradually become part of them.


Competitively and institutionally national patterns of managerial capitalism are


based on public equity markets whereas the PEBM is firmly located within the


theory of efficient capital markets where risk is compensated by high returns. Once


the PEBM becomes a best practice template it is likely to change the institutional


and competitive behaviour of firms and the competitive and institutional character


of national business. However, the extent to which isomorphism leans towards the


competitive or the institutional will require systematic longitudinal evaluation, but


is this claim an exaggeration? Just think about what has happened to established


businesses in the UK this year – Prêt a Manger, Jaguar, Land Rover, Alliance


Boots, EMI, Aston Martin, Derby County FC, Liverpool FC and Manchester City


FC (and many more less well known but important businesses) all subject to private


equity or at least private equity backed acquisitions in the form of take private deals.


3. Acquisition by private equity – the effects on HRM


The managerial and HR implications of the PEBM are theoretically obvious but in


the absence of system empirical research less evident. However, the academic


community are behind the curve in their attempts to force each of these into existing


frameworks. Organisational implications centre on how the internationalisation of


investment in private equity is changing the competitive and institutional rules of


business to the extent that cash flow is more important than more traditional


measures of competitiveness such as productivity and the quality of working life. In


addition this makes it necessary for academics to think about further refining


concepts such as ‘strategic fit’ between business strategies and HR strategies; that


is, how might private equity ownership change existing business strategies?


Managerial implications centre on more severe pressure towards short-termism and


revenue generating strategies. The implications for HRM while not yet subject to


convincing empirical evaluation suggest further division between managerial


grades and senior executives and everyone else, particularly in the private sector.


Original research suggesting a movement towards lower road strategies either


directly or indirectly is common.


Private equity, the PEBM and the private equity sector: significant factors in the British
business system or hot topic for jobbing researchers


The theoretical, institutional and empirical arguments and evidence detailed in this paper


require more rigorous and sustained empirical evaluation. While this is the case it does not


necessarily or automatically have to fall within the confines of established approaches


precisely because they tell us how we understand what is going on which is not the same


as how employees at the AA, Gate Gourmet, Travel Lodge, New Look, Alliance Boots,
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etc. are likely to experience private equity ownership organisationally and managerially.


Contentious it may be but for the management of HR it is the PEBM that is significant.


This is the case because as the material presented here demonstrates and that gleaned from


some high profile cases illustrate the model and its associated business and HR strategies


evidently remain even when a firm has been returned to the listed market.
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Notes


1. Research supported by the ESRC (R000238350). The project team comprised Phillip Almond,
Peter Butler, Ian Clark, Trevor Colling, Anthony Ferner, Len Holden, Michael Muller, all then at
De Montfort University, Leicester and Tony Edwards King’s College London. Specific findings
were followed up and further developed by the author in work commissioned by the Financial
Services Authority and the Treasury Select Committee in its examination of private equity. Case
study interviews were facilitated and supported by the GMB trade union and fund managers in
UK based private equity partnerships. Financial support administered by Jacqui Ward and office
management by Jane Whitmarsh.


2. ‘Sight of’ means that during the interview process contracts of employment and the
remuneration, target and bonus details of senior managers was made available. In addition to this
several managers were happy to talk about their own incentive packages. But in both cases it was
not possible to copy these contracts or show them to or talk to other managers about them.


3. In the interests of balance during the TSC sessions and in numerous media interviews Fund
Managers from Permira regularly cited the investment in and expansion of the Travel Lodge
chain of budget hotels as evidence that points away from an Asset Stripping strategy, and it was
the case that during the period of PE ownership the chain did expand significantly its number of
outlets with new investment money.
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A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
Call for Evidence Response Form 
 
A copy of the consultation available at: http://www.bis.gov.uk/consultations. 
 
Responses to the Consultation should be received by 14 January 2011. 
 
Completed copies of the response form should be returned: 
 
Via email to: clgconsultations@bis.gsi.gov.uk 
 
Via post to:  
 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London 
SW1H 0ET 
 
 
Name: Peter Webster 
 
Organisation (if applicable): EIRIS 
 
Address: 80 – 84 Bondway, London, SW8 1SF 
 
 
 
 
Please tick the box from the following list of options that best describes 
you: 
 


 Quoted company 


 Other company  


 Investor or investment manager 


 Business representative organisation 


 Investor representative organisation  


 Non governmental organisation (NGO) 


 Trade Union 







 Lawyer or accountant 


X Other (e.g. consultant or private individual) 


 
 


The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 


Comments 


 
We set out below and in other boxes our responses to the Department for 


Business Innovation & Skills consultation, ‘A long-term focus for Corporate 


Britain’ of October 2010 (the ‘Consultation’). We welcome this opportunity to 


provide comment.  


 


EIRIS Ltd is a leading international research organisation within the responsible 


investment field. The EIRIS Foundation (Charity registration 1020068), its parent 


company, and EIRIS, were established to undertake research into corporate 


social, environmental and other ethical performance. As part of this process we 


interact with companies and investors and have seen changes in this field over 


the last twenty-eight years.  


 


The extent to which UK boards have a long-term focus varies from company to 


company; however, on the whole there could be a greater long-term focus across 


UK boards. Short-term reporting requirements, the lack of incentives and 


remuneration for directors based on long-term objectives, and often the lack of 


clearly expressed shareholder interest in long-term risks and opportunities, have 


led to a predominantly short-term focus by boards.  


 


However, not all boards are the same and some do have a more long-term focus 


than others. For example, some boards, due to the nature of their business and 


shareholders’ interests, are attempting to have a more long-term perspective e.g. 


resources companies for whom capital must be committed over the long term due 


to the lead time on major projects and the need to secure access to resources.  


 


From our work, it is evident that there is a substantial body of UK companies that 


increasingly take a long-term view on the importance of environmental, social 


and governance matters and a growing body of investors for whom this is 


important. The danger remains that mainstream investors’ demands for quarterly 


returns and short-term trends can mitigate against this movement.  


 


Auditing and Reporting 


Arguably too many boards currently work on a quarterly reporting schedule as 


they are expected by investors to give regular updates on short-term financial 


returns rather than establishing a longer-term perspective. These also require 


reporting primarily on purely financial matters, not on wider risks that could have 


a financial impact in the long term, such as environmental, social and governance 


issues. Including the latter issues in reporting can provide a more accurate 


picture of the all-round risks facing a company over the long term.  


 


It is stated in paragraph 3.12 of the Consultation that ‘There have however been 


questions about the role of audit, including suggestions that audits do not address 







the issues of most concern to investors and are therefore little read.’ Audits are 


primarily backward-looking. There is a need for forward-looking reporting which 


might take greater account of long-term risks to a company, and as the NGO 


FairPensions argues, forward-looking reporting that is also independently audited.  


 


The inclusion of environmental and social matters into a company’s Operating and 


Financial Review would be helpful here. Similarly, the initiative for integrated 


reporting on environmental, social and governance matters with the annual 


report, led by the International Integrated Reporting Committee, aims to address 


a number of the same issues.  


 


These moves towards integrated reporting provide an important opportunity to 


encourage companies to report on longer-term plans, costs and opportunities 


where relevant. Given the focus that will be necessary by many parties to make a 


success of the integrated reporting initiative, it would make a lot of sense to look 


at how best to influence and develop that stream of work in this direction, rather 


than to launch any closely related ventures independently. Gathering and 


publishing this information will better inform boards for the long-term life and 


development of a company, as well as providing information that will assist the 


market in better reflecting long-term value in share prices.  


 


Remuneration 


In many cases the remuneration structure for board members does not reflect 


long-term incentives. There is a need for ‘appropriate remuneration frameworks 


for sustainable success’.1 Shareholders need to engage with companies to actively 


vote against unacceptable remuneration; perhaps ask for disclosure / explanation 


behind packages and the integration of environmental, social and governance 


issues into both short and long-term variable pay. Regulators may need to 


similarly underpin the requirement for long-term focus in remuneration practices 


through legislation.  


 


Roles on the Board 


It may be worth considering that not all board members may be required to think 


about or prioritise long-term issues to the same extent. There may be 


differentiated ways that long-termism could be integrated into their roles. Finance 


directors, for example, might be in a position to organise information about long-


term issues in a way that encouraged the board to consider them in a 


constructive way - and their professional associations should be encouraged to 


develop this role within companies. Those directors with specific responsibilities in 


relation to risk-management systems might be given explicit responsibility to 


ensure that long as well as short-term risks are given proper consideration within 


their work.  


 


 


                                            
1 EIRIS and EUROSIF, ‘Remuneration’, Theme Report – 3rd in a series, January 2010   







 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 


Comments 


 
 
 
 
 
 
 
 


 
 


Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 


Comments 


 
The Consultation suggests that between 1963 and 2008 the composition of UK 


share ownership has become more institutional (as opposed to individual) and 


comprised of more non-UK owners (as opposed to domestic).  


 


It is worth noting that whilst there may have been an increase in the number of 


institutional investors during this time, the ultimate owner of pension funds is the 


pension policy holder, the individual. It is necessary therefore to find ways to 


empower the individual to articulate their long-term interests and thereby bring 


the individual back into the equation. It could be argued that the general public, 


individuals, are also interested in environmental, social and governance issues 


and enquiring about these risks with regards to their investments. These issues 


can and do affect the long-term financial sustainability of companies; having due 


regard of them can thereby preserve and enhance long-term value. 


 


A positive aspect of the trends mentioned above in terms of progress towards 


longtermism is that large asset owners, such as sovereign pension funds and 


their equivalent, tend to act as universal owners. They own a large proportion of 


the global economy (including the UK) and they increasingly realise that they 


cannot externalise risk and costs without that externalisation affecting their other 


investments, because they invest in them all. Therefore, longtermism may be 


better served by those sorts of investors. However, one would expect them to 


only be a small proportion of UK plc shareholders.  


 


 







Question 4: What are the most effective forms of engagement? 
 


Comments 


 
Engagement by shareholders can take many different forms. It can be by voting 


on a shareholder resolution or taking part in wider ongoing conversations with the 


board. To be effective, engagement needs to be addressed to the decision makers 


in a company and focus on issues that are placed in a business context i.e. the 


long-term risk and opportunity for environmental, social, governance and political 


issues to affect the ability of a company to survive and thrive. The more investors 


ask these types of questions and bring these challenges to boards’ attention, the 


more companies are likely to respond, thereby encouraging a culture of, and 


creating an expectation of, the adoption of a long-term perspective.  


 


Effective engagement also requires active ownership by the shareholder and 


those involved in the investment chain.  


 


Engagement is not just between the investor and the company board, but 


between all those in the investment chain; between asset owners and asset 


managers and between asset managers and consultants, proxy voting agencies 


and brokers. The recent UK Stewardship Code by the Financial Reporting Council 


(2010) and the National Association of Pension Funds’ ‘UK Stewardship Code: 


Guidance for Investors’ (November 2010) support this. We welcome both as 


providing direction in this area. It is imperative that asset owners, as long-term 


responsible owners give clear guidance and instruction to their (often many) 


asset managers regarding their mandate (which should require fund managers to 


report back to them on how they are ensuring that the companies in which they 


invest are properly tackling long-term sustainability).  


 


Where voting is the vehicle for engagement and an investor votes against or 


abstains, the process will be more effective if investors explain their vote to the 


company concerned and if companies take the opportunity to enter into dialogue 


with their shareholders on the points raised. Both parties should be encouraged 


to play their part here (including in any reporting obligations on investors or by 


clarifying who is responsible for such dialogue at the company end). 


 


To develop this a little further: if an investor summarises for their clients (if an 


asset manager) or stakeholders (if an asset owner) and for the other companies 


in which they hold shares, details of the categories under which they have 


withheld their support (and their general reasons for doing so), and some 


analysis of the responses they received from companies as a result, this would 


help all parties involved understand the role investors are playing and adjust their 


future decisions accordingly.  


 


Foreign companies listed on a UK stock exchange may be less responsive to 


engagement, due to their relative unfamiliarity with some of the standards and 


issues which prevail amongst some UK and other investors. Differences in 


corporate culture are often a challenge for those involved in engagement. 


However, by listing in the UK, they will be exposed to broader considerations and 


may be encouraged to think in a more long-term manner.  


 


Engagement by investors is likely to be more effective if they have (or develop in 


the course of the dialogue) clear objectives and timescales for any changes or 







developments sought or agreed and ensure that these are documented. 


 


There are many practical lessons about successful engagement (like discussing 


issues with companies in the context of their peer groups,  focussing engagement 


around strategy where relevant and finding an appropriate level of “ask”) but 


many of these are not always easy to define unambiguously.  


 


Collaborative engagement (where investors group together to raise issues of 


common concern with a company) or even informal discussion, is important. It 


gives a clear signal from the asset-owner and asset-management community as 


to what they are expecting from companies. Such action can be inhibited by the 


effect of rules designed to prevent investors acting in concert, and it would be 


helpful to reinforce the more robust view that as long as a change of overall 


control (involving, for example, multiple changes in board membership) is not 


envisaged, investors can be confident in working together to improve the long-


term sustainable value of their company by engaging with the board and 


exercising their rights as owners in relation to environmental, social, governance 


or other long-term issues. The practicalities of engaging with a 3,000-8,000 share 


portfolio across the world which face larger asset owners, mean that without a 


capacity to share the load with other like-minded investors it is simply not going 


to be feasible for them to play the role of engaged and responsible owners. Even 


the fear of (or uncertainty about) the legal framework here can be a major 


disincentive to active participation. The UN Principles for Responsible Investment 


offers an opportunity for institutional investors to inform each other of issues of 


concern and pursue collaborative engagement together. An increasing number of 


EIRIS clients are also interested in pursing engagement on environmental and 


social issues.  


 
 


  
 
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 


Comments 
 


It is best if there is proper and full co-operation between the various teams in 


investment firms. At worst the portfolio managers may wonder what the point of 


corporate governance (or ESG) analysts is, and the corporate governance 


analysts (often now including environmental and social considerations within that 


brief) are allowed to process the votes, but otherwise bemoan the lack of 


commitment from others on integration between  their work and that of portfolio 


managers. 


 


This arises partly because of different time frames involved. Many traditional 


governance concerns aim to deliver value over a period of several years (next 


board succession, major transaction or proper oversight of “unlikely but 


unpleasant” risks), and environmental and social considerations (maintaining 


human capital through a business cycle or responding to the climate change 


challenge) can relate to value over decades in some cases. The portfolio 


manager, on the other hand is daily facing many more immediate issues. 







 


But the dialogue between these functions is important to ensure that the investor 


speaks with one voice to the investee company (even if the message is complex).  


 


This will be facilitated within investment firms if the firm is clear at the top level 


about the significance it places upon ESG issues and has explicitly given thought 


to how to integrate long, medium and short-term considerations into its 


investment process. This will give clarity about how the ESG aspects fit into both 


their investment process and the work of the portfolio managers, and therefore 


how different colleagues should relate with one another within that framework.  


 


In practical terms it would be helpful if that message was regularly reinforced by 


senior managers in investment firms in terms of practical examples as well as in 


theory, by including their assessment of the significant ESG (and other long term) 


risks (and opportunities) in the market place in annual or other reports for 


investors and shareholders together with an explanation of how their firm is 


addressing those issues. This would also help asset owners and other 


stakeholders understand the extent to which such considerations play a part in 


the  work of each asset manager. 


 


   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 


Comments 


 
Voting is significant in its own right and it can be used as part of, and in tandem 


with, other forms of engagement.  


 


Responsible owners of companies should give due consideration to how they 


exercise their shareholder vote. They should not solely outsource their vote to 


others (such as proxy voting agencies). Active voting demonstrates an interest by 


the shareholder in how the company is being run.  


 


Voting can also be used in addition to engagement. Voting can register concern 


about a company’s performance by voting shares accordingly. Investors should 


be encouraged to vote on and place or promote environmental-, social- and 


governance-type resolutions, as in the BP / Shell resolutions that gained 


prominence in 2010.    


 


The benefits to institutional shareholders and fund managers of disclosing publicly 


how they have voted outweigh the potential costs (e.g. loss of confidentiality on 


how they have voted and the time involved in displaying this information publicly 


on a website). Please also see answers to question 4 on what can make this a 


more effective form of engagement. Increasingly it is seen as best practice for 


shareholders to: a) vote all their shares and b) publicly disclose how they have 


voted their shares. Following this practice shows accountability to the ultimate 


owner and gives a clear message to companies of how that investor viewed their 


performance, as expressed by the voting. End beneficiaries of institutional 


investors have a fundamental right to understand how their investments are 


being used. Reporting on this on at least an annual basis should be a minimum 







requirement.  


 


 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 


Comments 


 
There have been a wealth of recent publications as well as academic and media 


commentary on short-termism in equity markets and suggestions for how this 


can be addressed. Areas to address include, amongst others:  


o reduction in the average time investors hold each share; 


o increased focus on quarterly performance;  


o encouragement of asset owners by consultants to focus on short-term 


performance; 


o requirement for regular valuations by regulation for a balance sheet, 


solvency or market-transparency purposes (which may take little 


consideration of long-term factors);  


o greater coverage given by the media to short-term performance 


comparisons between products and funds;  


o adoption by sell-side research of a more short-term focus, and  


o the growth in new short-term trading strategies by hedge funds 


(automated trading).  


 


Crucially, current prices in the equity market appear unlikely to reflect the longer-


term risk and value of shares if many of those operating in that market pay 


insufficient regard to long-term factors. If current prices in the market reflected 


the long-term potential of the shares, then other forms of shareholder 


engagement would be less important.  


 
 


 
 
 
 
 
 
 
 
 
 
 







Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 


Comments 
It may be helpful to divide possible solutions into those designed to make current 


prices better reflect long-term considerations, and those on the other hand which 


are designed to boost the voice of those who operate (or wish to operate) to a 


“longer than consensus” timeframe and find their voice drowned out, or failing to 


reach sufficiently far, down the investment chain. 


 
EIRIS has recently carried out a survey for the investment community called 


‘Making Markets more long-term’. Responses are not yet complete, but in this we 


gave respondents options of various approaches to effectively making long-term 


issues a larger part of the current valuation of companies including, amongst 


others: 


o discouraging a sole focus on quarterly / half-yearly reporting;  


o asset owners remunerating asset managers on a longer-term basis;  


o analysts / consultants, including sell-side brokers and buy-side analysts, 


providing more research into (and using) scenarios that explore how 


issues that play out over the long term can affect a company’s plans and 


opportunities;  


o analysts explicitly stating what part of their valuations relate to 5+ years 


in the future and how they evaluate the company’s strengths for that long-


term period;  


o investment consultants need to include longtermism in their advice to 


asset owners and other institutional investors, particularly when 


recommending fund managers. Asset owners mandates should therefore 


have specific reference to longtermism in their investment management 


agreement and statements of investment principles;  


o there is also a need to encourage the accountancy profession to devise 


and promote metrics and indicators that measure risk and long-term 


stewardship of a company by investors, and  


o regulators introducing trading schemes designed to price in and internalise 


more long-term impacts (e.g. carbon markets).  


 


In the meantime, investors can also be encouraged to counter short-termism 


through joining ventures like the UN Principles for Responsible Investment or the 


Carbon Disclosure Project and by becoming active members. Investors can use 


voting and engagement strategies to communicate their longer-term concerns 


directly to the companies in which they invest and work towards clearer 


mandates for consideration of long-term risk and opportunity at all stages of the 


investment chain. They can also press directly for directors’ remuneration to be 


geared more towards long-term returns, risk management and opportunities, 


rather than short-term performance.  


 


There is a tendency to only think of longer-term issues (such as environmental, 


social and governance concerns) once disaster has struck. If investors and other 


parties considered these issues as part of their mainstream analysis, arguably 


some disasters could have been avoided, such as the potential disasters oil 


companies face when operating in fragile environments and on the edge of 


technical capacities. We need a comprehensive understanding of risks by all, 


including analysts, civil society and the media; this would pay due, close attention 







to all issues and threats to companies in the long term.  


 


It appears to us that there are many suggestions for making markets more long 


term, but as yet little successful adoption of these. The EIRIS Foundation is 


hoping to run a project that explores the gap between and obstacles to the 


adoption of proposals for greater longtermism. We want to aid the development 


of financial institutions which place long-term value at the heart of their business 


models to better serve the long-term interests of investors as well as society and 


the environment.  


 


 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 


Comments 


 
As noted in paragraphs 4.23 to 4.29 of the Consultation, there are problems 


between the agency and principal in the investment chain and in some cases 


potential conflicts of interest with regards to long and short-term perspectives.  


 


There is also the specific problem that many asset owners delegate much of their 


governance role in relation to their ultimate investments to their investment 


managers. In relation to many sectors this can work well, and there are many 


examples of good governance and ESG teams created by asset managers in 


response to this demand from asset owners. But it is less obvious that the 


governance of the finance sector itself should be left in the hands of other fund 


managers who may lack the detachment or ability to question conflicts of interest 


around excessive focus on the short term, when the same focus is present in their 


own organisation as well.  


 


Asset owners might therefore be encouraged to give a particular focus to the 


governance of the finance sector (including asset managers). Due to time and 


resource constraints, asset owners are limited in the extent to which they can 


“govern” a whole portfolio of investments though their voice remains an 


important one; but their unique contribution could be to spend time selecting 


asset managers that reflect their values, timescales and risk concerns more 


closely and taking more interest in the governance of the finance sector generally 


in order to help foster the culture and leadership that can help ensure that the 


investment chain operates in the long-term interests of the ultimate owners.  


 


As noted in paragraph 4.25 of the Consultation, the income generated by fund 


managers for themselves through fees related to the number of portfolio 


changes, is a significant issue. Investment managers need to inform clients how 


their pay is structured and to what extent their pay linked to short- compared to 


long-term funds managed, so that the asset owner can make an informed choice 


of manager. Asset owners could more actively request this information.  


 


In essence, we need to encourage completion of the chain through consideration 


and communication of long-term issues at all stages. Under the King Code III in 


South Africa, the direct responsibility of asset owners (such as pension funds) to 


their members is emphasised through reporting requirements to members. This 







ensures that asset owners are more actively interested in including these issues 


further down the investment chain and receiving reports from their asset 


managers on such issues.  


 


 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 


Comments 


 
The benefits could include increased informed choice for asset owners, potentially 


greater business for the fund manager and general encouragement of investment 


over the longer term. The costs might be considered to include disclosure of 


competitive advantage (such as levels of pay), but ultimately, we would expect 


that greater accountability and transparency would be rewarded by greater 


confidence in the fund manager. In our opinion, the benefits would outweigh the 


costs.  


 


At the very least, there needs to be greater transparency between asset 


managers and their clients, including asset owners. Please see the answer to 


question 9 above with regards to greater disclosure by asset managers to asset 


owners on how their pay is structured. Asset owners must give managers a clear 


mandate. Asset managers can then report back on how this mandate has been 


implemented. If a long-term element has been included in the investment 


management agreement, there will be a need to report back on the efficacy of 


implementing that element of the mandate.  


 


Some asset owners may not be currently aware that asset managers could 


include long-term risk considerations in their risk assessments of investments, or 


that they do not. It may be an issue of increasing awareness.  For example, in 


the case of charities investing, this might be a desire to align objects / mission 


with the impact of a charity’s invested money. In this context the EIRIS 


Foundation has created a free online resource for charities interested in aligning 


their mission with their investment: www.charitysri.org .  


 
 


 
 
 
 
 
 
 
 







Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 


Comments 


 
 
 
 
 
 
 
 


 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 


Comments 


 
 
 
 
 
 
 
 
 


 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 


Comments 


 
 
 
 
 
 
 
 


 
 







Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


• linkage between pay and meeting corporate objectives 


• performance criteria for annual bonus schemes 


• relationship between directors’ pay and employees’ pay? 
 


Comments 


 
In terms of the linkage between pay and meeting corporate objectives, if senior 


management and board pay are dictated by short-term considerations, then 


others working in an organisation are going to be encouraged to work in the 


same fashion, in order to progress. The resulting corporate culture therefore 


discourages longtermism.  


 


We want to encourage the linking of pay to longer-term performance metrics and 


appropriate risk management and payment over longer periods of time (i.e. for 


bonuses and vesting of share options), as an incentive to achieve long-term 


corporate performance.  
 
 


 


Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 


Comments 


 
 
 
 
 
 
 
 


 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 


Comments 







 
 
 
 
 
 
 
 


 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 


Comments 
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Re: ICGN response on the UK Department for Business Innovation & Skills’ 
consultation ‘a long term focus for corporate Britain, a call for evidence’ 
 
Dear Madams and Sirs, 
 


We are writing on behalf of the International Corporate Governance Network (ICGN) 
regarding the consultation being conducted on amendments to the Code of Corporate 
Governance by the German Corporate Governance Commission. The ICGN is a global 
membership organisation of over 500 institutional and private investors, corporations and 
advisors from 50 countries. Our investor members are responsible for global assets of 
US$12 trillion. The mission of the ICGN is to contribute meaningfully to the continuous 
improvement of corporate governance best practices through the exchange of ideas and 
information across borders. Information about the ICGN, its members, and its activities is 
available on our website: www.icgn.org.  
 


The ICGN welcomes the UK Department for Business Innovation & Skills’ 
consultation ‘a long term focus for corporate Britain, a call for evidence’ and is glad to 
provide you with our views.  


We share the objective that efficient, effective and transparent allocation of capital 
should be ensured in order to safeguard the long-term sustainability of UK companies. 


In the UK it is well recognised -through the recently introduced Stewardship Code as 
well as the revised UK Corporate Governance Code- that the quality of the relationship 
between company boards and shareholders is pivotal to the long-term success of 
companies. By seeking to live up to high quality corporate governance standards, 
companies will be better able to take the decisions which will protect and enhance value for 
their long-term shareholders. The ICGN also believes that dialogue between shareholders 
on the one hand and senior executives and board-members (executive and non-executive) 
on the other is a necessary part of effective corporate governance. Such a dialogue starts 
from a more productive base in case companies make public disclosures which are 
substantive and company-specific rather than boilerplate. 


The objective of companies is to generate sustainable shareholder value over the 
long term. Companies will only succeed in achieving this in the long run if their focus on 
economic returns and their long-term strategic planning include the effective management of 
their relations with shareholders as well as other stakeholders. Other stakeholders include --
-amongst others- employees, suppliers, customers, local communities and the environment 
as a whole.  


Shareholders on the other hand should act in a responsible way aligned with the 
company’s objective of long-term value creation. Institutional investors should for example 
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recognise the responsibility to generate long term value on behalf of their beneficiaries, the 
savers and pensioners for whom they are ultimately working.  Institutional investors should 
be ready, where practicable, to enter into a dialogue with companies in order to achieve a 
common understanding of objectives. Pension funds and those in a similar position of hiring 
fund managers should put sufficient resource into governance analysis and engagement 
which deliver long term value. 


The ICGN recognises that both companies and their shareholders should contribute 
to the long-term success of UK companies. At the same time we would like to point out that 
while an investor might have a long term investment strategy, which does not necessarily 
mean that each individual stock is held for a longer period of time. It might for example be 
that an investor buys the shares of a company because of the belief that these are 
undervalued. As soon as the shares are again fairly priced in the investor’s opinion, he might 
make a conscious decision to sell. The investor has duty towards his beneficiaries to realise 
an optimal investment return. 


By answering the questions as outlined in the consultation document the ICGN 
hopes to contribute to the discussion about the long-term sustainability of the UK equity 
markets. 


 
Consultation Questions  
 
The Board of Directors  


1. Do UK boards have a long-term focus – if not, why not?  


While there is no evidence to suggest that UK boards do not have a long-term focus 
and that their strategic decisions are driven by short term share price movements, we 
acknowledge concerns that short term thinking may influence decision-making processes. In 
general UK boards appear to recognise the importance of having a long-term focus when 
setting strategy and, following the introduction of the Companies Act 2006, understand that 
they now have a statutory duty to do so.        


2. Does the legal framework sufficiently allow the boards of listed companies to access full 
and up-to-date information on the beneficial ownership of company shares?  


The current legal framework in the Companies Act 2006 obliges the largest 
shareholders (above 3%) to disclose their holdings to the market and also where appropriate 
enables the boards of listed companies to require shareholders of below 3% to disclose their 
shareholding. Boards of listed companies therefore already have all of the requisite tools 
under the current legal framework to identify their beneficial owners.   


Whilst acknowledging that the use of nominee accounts in the UK does make it quite 
complicated for the boards of listed companies to identify the beneficial owners of their 
shares, changing the legal framework to oblige all shareholders to routinely disclose their 
shareholding would be impractical.  


In recent years many companies have made more of a concerted effort to identify 
their beneficial owners via their company secretarial departments, registrars and proxy 
solicitors. There appears to be no evidence to suggest that fund managers and institutional 
investors have refused to cooperate with companies in disclosing their shareholdings. 
Although there is scope for this communication to develop and improve, in our view it is a 
more practical solution than changing the legal framework.          
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Shareholders and their role in equity markets  


3. What are the implications of the changing nature of UK share ownership for corporate 
governance and equity markets?  


The most important trend since the mid 1990s has probably been the increased 
ownership of listed UK companies by overseas shareholders. This means that the boards of 
UK listed companies have to seek the views of a wider range of shareholders on strategy 
and corporate governance. This probably introduces greater challenges for boards when 
trying to garner different views and seek consensus. It is also possibly more difficult for 
overseas shareholders than domestic shareholders to engage effectively with the boards of 
UK listed companies given the logistical challenges.  


This trend also has the potential to make stewardship less integrated with the 
investment decision making: increasingly overseas shareholders are employing in-house 
corporate governance teams or third parties who are responsible for voting and engagement 
rather than delegating the responsibility to their fund managers. This means that the fund 
manager who has decided to invest in a particular company may not actually be responsible 
for voting and engagement. This can lead to confusion amongst companies particularly 
where an institutional investor votes against management without informing them in advance 
of the general meeting.         


4. What are the most effective forms of engagement?  


For long-term investors and companies the most effective forms of engagement or 
‘stewardship’ activities depend very much on the issue that has initiated the engagement 
and the extent to which this could impact long-term investment returns. For example, a 
change of company strategy (such as a merger or acquisition) would require quite different 
forms of engagement to the restructuring of an executive remuneration plan or a CEO’s 
succession. A change of company strategy would require company executives to engage 
proactively with investors whereas the restructuring of an executive remuneration plan may 
only require a letter to investors in conjunction with a conference call with the Remuneration 
Committee Chairman where appropriate.       


Importantly it is the responsibility of both boards and investors to communicate 
effectively in order to establish what forms of engagement are required and necessary 
particularly where concerns could potentially result, for example, in a significant level of 
opposition at a company’s general meeting. The Stewardship Code, which requires fund 
managers to outline how they approach stewardship and escalate engagement in order to 
protect long-term shareholder value, should lead to increased transparency to their clients 
on how they fulfil their responsibilities.      


5. Is there sufficient dialogue within investment firms between managers with different 
functions (i.e. corporate governance and investment teams)?  


How fund managers and institutional investors allocate and structure their corporate 
governance and investment responsibilities amongst internal and external personnel differs 
significantly. For example, some employ in-house corporate governance specialists who 
work alongside the investment teams whereas others may choose to outsource their 
stewardship, voting and engagement activities to third parties.    


Some boards of UK listed companies have complained that within fund managers 
there can be a lack of communication between investment and corporate governance teams 
and that this can result in mixed messages to companies: for example, a corporate 
governance team deciding to vote against management at a general meeting when the 
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company was told that the investment teams were supportive. However, there appears to be 
little evidence that this actually happens in practice: according to the IMA, who surveyed 32 
fund managers in 2008 (representing 68% of UK equities under management) on how they 
integrate engagement into their investment process, the vast majority said that voting and 
engagement activities and decisions involved both their corporate governance and 
investment teams. 


Where institutional investors don’t delegate voting and engagement activities to their 
fund managers, it is clearly important that they satisfy themselves that their policy and 
procedures protect long-term investment returns and where appropriate is suitably aligned 
with the wider investment process rather than being simply a box-ticking exercise.            
 
6. How important is voting as a form of engagement? What are the benefits and costs of 
institutional shareholders and fund managers disclosing publically how they have voted?  


For long-term investors to exercise their voting rights effectively, particularly on 
contentious or material issues, engaging with companies before the general meeting is 
invaluable. Voting at general meetings is not an end in itself: it should actually be viewed as 
a form of stewardship which prompts engagement rather than a form of engagement itself. 
Voting against management without prior engagement essentially blunts voting as a 
stewardship tool and is likely to be counterproductive and less likely to result in companies 
making changes particularly where investors have concerns. 


The obvious benefit to institutional investors and fund managers from disclosing their 
voting activities publicly is one of enhanced reputation: it creates the perception that by 
being transparent they are fulfilling their fiduciary responsibilities. However, public disclosure 
of voting activities can also be misleading: in the US, the rules requiring public voting 
disclosure by mutual funds has led some consultants to publish tables which ‘name and 
shame’ mutual funds with the fewest votes against management. Since voting is not an end 
in itself, these tables fail to capture the extent to which investors have engaged with 
companies prior to the vote and have encouraged changes. In addition since there is clear 
statistical evidence that the public have very little interest in voting data on investors’ 
websites (increasingly UK fund managers are publishing their voting voluntarily on their 
websites). Despite these concerns, the ICGN expects from responsible investors to be 
transparent on their actual voting behaviour. 


The ‘comply or explain’ Principles on disclosure to clients and members, and public 
disclosure, in the Stewardship Code are a more productive and practical way of increasing 
the quality of voting and engagement reporting and transparency than prescriptive 
disclosure rules.       


7. Is short-termism in equity markets a problem and, if so, how should it be addressed?  


The Bank of England report which is mentioned in the consultation “evidencing 
increased short-termism” refers to the significant decrease in holding periods and increases 
in turnover since the 1960s. However, we believe that it would be misleading to describe this 
as simply a ‘short-termism problem’. There are a number of explanations for increases in 
turnover which have little to do with short-termism: changes in mandates, for example 
moving from segregated to pooled funds. Also the increasing importance of high frequency 
trading can be a reason for the decrease in holding periods and an increase in shareholding 
turnover. More analysis is required of changes in turnover and holding periods before 
drawing any definitive conclusions from the Bank of England report about equity markets 
generally.       
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Since the 1960s the growth of quant funds, which have higher turnover within their 
portfolios, has also reduced holding periods. However, to describe this as an unwelcome 
trend is misleading: having both long and short term investors in the equity markets helps to 
increase liquidity and lower the cost of capital.   
     
 8. What action, if any, should be taken to encourage a long-term focus in UK equity 
investment decisions? What are the benefits and costs of possible actions to encourage 
longer holding periods?  


Some commentators in the UK have suggested that long-term share ownership could 
be encouraged by giving long-term shareholders additional voting rights and/or increased 
dividends. Double voting rights to long-term shareholders (for example, 10 years) are 
applied by many French companies and are essentially a reward to those investors that 
have been loyal to the company.  


The ICGN Corporate Governance Principles clearly state that "corporations’ ordinary 
shares should feature one vote for each share" and that "divergence from a ‘one-share, one-
vote’ standard which gives certain shareholders power disproportionate to their equity 
ownership should be both disclosed and justified". We also believe that there are many 
practical difficulties in differentiating classes of short- and long-term shares.   


As we highlighted in our response to question 7 above, since both short- and long-
term investors are required to create market liquidity and lower the cost of capital, we 
believe that rewarding long-term investors and penalising short-term investors could have a 
detrimental effect on equity markets.     


9. Are there agency problems in the investment chain and, if so, how should they be 
addressed?  


We are not aware of any agency problems in the investment chain and question the 
comments in the consultation that fund managers are incentivised to increase portfolio 
turnover because it generates higher management fees. Since fees are either performance 
related and/or based on a percentage of funds under management, the costs associated 
with portfolio turnover would actually reduce rather than increase fees.      


10. What would be the benefits and costs of more transparency in the role of fund 
managers, their mandates and their pay?  


We believe that fund managers are already fully transparent with their clients. The 
terms and objectives of mandates, reporting requirements, and fees are discussed fully with 
institutional clients prior to the fund managers’ appointment. Fund managers have a fiduciary 
duty to both their retail and institutional clients to adhere to the terms of the mandates and 
be transparent.  


One of the key objectives of the Stewardship Code is for fund managers to increase 
transparency to their clients on how they exercise their stewardship responsibilities on 
clients’ behalf, particularly where this could enhance long-term investment returns. Since the 
Code was only recently introduced, and there has been insufficient time to assess its impact, 
we believe that it would be counterproductive to introduce new rules.  


Directors’ Remuneration  


11. What are the main reasons for the increase in directors� remuneration? Are these 
appropriate?  
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Companies increasingly benchmark their executive directors’ remuneration against 
global peer groups which comprise inter alia competitors and similar sized companies. In 
recent years global regulations requiring companies to provide fuller disclosure on executive 
remuneration may have actually increased the ratcheting effect because it is easier for 
executives to see what their peers are earning. In addition, a greater proportion of executive 
remuneration is now via long-term performance share awards and is aligned with 
performance conditions. This is a positive trend since it means that there is now more focus 
on long-term performance metrics, however it also means that potential awards for 
executives are higher particularly if they achieve their maximum performance targets.    


Importantly however global companies need to pay competitive remuneration in 
order to retain and recruit the right calibre of executives. Whilst quantum is a consideration, 
long-term investors are probably more interested in how remuneration structures align 
executive and shareholder interests.   


12. What would be the effect of widening the membership of the remuneration committee on 
directors’ remuneration?  


It is very difficult to say what the effect would be, although it would not necessarily 
result in lower levels of remuneration given the need to pay competitive levels to recruit high 
calibre executives. We believe that remuneration committees should comprise independent 
non-executive directors who are elected by and accountable to shareholders.     


13. Are shareholders effective in holding companies to account over pay? Are there further 
areas of pay, e.g. golden parachutes, it would be beneficial to subject to shareholder 
approval?  


Shareholders in UK listed companies have an advisory vote on the remuneration 
report and also get to approve new long-term incentive plans. There have been several 
instances in recent years where a significant proportion of shareholders have opposed 
companies’ remuneration structures. For example: GSK, RD Shell and Tesco. This level of 
opposition has encouraged remuneration committees to engage with shareholders and has 
led to positive changes on several occasions. 


We believe that requiring UK listed companies to put individual elements of the 
remuneration package, such as golden parachutes, to the shareholder vote could potentially 
be very complicated when recruiting new executives. In our opinion, shareholders already 
have sufficient rights to hold companies accountable over pay.  


14. What would be the impact of greater transparency of directors’ pay in respect of:  


�     linkage between pay and meeting corporate objectives?  
�     performance criteria for annual bonus schemes?  
�     relationship between directors’ pay and employees’ pay?  


We believe that in the UK there is already sufficient transparency on the linkage 
between pay and meeting corporate objectives. Importantly the advisory vote on the 
remuneration report has encouraged UK companies to engage more with their shareholders 
particularly when they are making changes to their long-term remuneration structures. This 
increased dialogue has helped shareholders to develop a greater understanding of how pay 
and corporate strategy are aligned. 


The performance criteria for annual bonus schemes are often not disclosed by UK 
companies because of concerns about commercial sensitivity. Whilst we understand the 
concerns that many companies have, we would welcome additional retrospective disclosure 







Page 7 of 7 
 


 


 
 
 
Alexander Juschus 
Co-Chair, ICGN Shareholder Rights 
Committee 
 


of performance targets once annual bonuses have been paid. This would allow shareholders 
to assess the linkage between pay and performance.   


Re the relationship between director and employee pay, we believe that the new 
regulations which will require UK companies to make a statement in their remuneration 
report on how employee pay was taken into account when setting executive director pay is 
welcome and will provide greater transparency.      


Takeovers  


15. Do boards understand the long-term implications of takeovers, and communicate the 
long-term implications of bids effectively?  


We agree with the IMA’s suggestion that boards could communicate the long-term 
implications of bids more effectively by disclosing in the offer document on how the directors 
believe the offer fulfils their duties under the Companies Act to promote the success of the 
company and to consider the long-term effects on all stakeholders.  


16. Should the shareholders of an acquiring company in all cases be invited to vote on 
takeover bids, and what would be the benefits and costs of this? 


We understand the logic and rationale for suggesting that shareholders of an 
acquiring company be allowed to vote on takeover bids. However, there may be practical 
and competitive implications for UK bidders versus foreign bidders, particularly where the 
latter is not subject to such regulation, which might actually prove detrimental to long-term 
shareholder value.   


Other  


17. Do you have any further comments on issues related to this consultation?  
 
We have no further comments. 


               We welcome dialogue on the issues noted in this letter or regarding our activities. 
 


 
Yours sincerely, 
 
 
 
 
 
 
 


 
 
Bram Hendriks 
Co-Chair, ICGN Shareholder Rights 
Committee 








 


14 January 2011 
 
Adam Gray 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London 
SW1H 0ET 
 
Re: Department for Business, Innovation and Skills Long-term Focus Consultation 
 
Dear Mr. Gray: 
 
I am writing in response to the Department for Business, Innovation and Skills call for evidence 
on the existence of short-termism and market failures in UK equity markets, issued on 25 
October 2010. I am responding on behalf of Calvert Asset Management Company, Inc., a 
diversified financial services company with more than $14.7 billion in assets under 
management, as of 13 January 2011, that offers one of the largest families of sustainable and 
responsible mutual funds in the United States. 
 
Calvert fully supports the arguments made in the submission Publish What You Pay (PWYP) 
made to this inquiry on 14 January. The well-documented depletion of conventional oil reserves 
and the declining grades of mineral resources such as gold are forcing oil, gas and mining 
companies to intensify their efforts to get the most out of their existing assets and to develop 
resources in more places where these industries have not operated on a large scale before. 
The result is increased operational and investment risk and the growing consensus that the era 
of relatively easy to access and develop natural resources is coming to an end. 
 
The increasing technical risks of modern natural resource development are coupled with 
growing political, regulatory and reputational risks. Whether it is the threat of production 
disruptions in the Niger River Delta, nationalization or abrupt changes in tax policy risks in 
Venezuela, or tenuous license to operate in Guatemala, country-specific political risks are 
becoming more acute as companies push further into the frontiers of petroleum and mineral 
exploration. 
 
An investor’s ability to fully assess the breadth and severity of political risks to extractive 
industries companies is dependent on a full understanding of the financial relationship between 
the company and the governments where it operates. Without reliable, consistent information 
regarding taxes, royalties, signature bonus and similar benefits streams, investors may struggle 
to account fully for the often abrupt changes in host government policies and international 
operating conditions. Exactly how investors, such as Calvert, quantify and incorporate these 
risks into their investment analysis methodologies is outlined in the attached paper released by 
Calvert in April 2010 titled “Materiality of disclosure required by the Energy Security through 
Transparency Act.”  
 
Fortunately for investors engaged in markets regulated by the U.S. Securities and Exchange 
Commission (SEC), President Obama signed the Dodd-Frank Wall Street Reform and 
Consumer Protection Act and its Section 1504 regarding disclosure of payments by resource 
extraction issuers into law on 21 July 2010. Section 1504, now referred to as Section 13(q) of 
the Securities Exchange Act of 1934, addresses investors’ need for consistent and reliable 


 







natural resource tax and other payment data by requiring extractive industries companies 
registered with the SEC to report disaggregated, project-level host government payment 
information in a consistent manner and at reliable intervals through annual reporting forms 10-K, 
20-F or 40-F. In addition to helping investors make stronger decisions regarding political and 
social risk, this disclosure will improve the governance structures in natural resource producing 
governments, which would help investors make better long-term assumptions about the 
evolution and implementation of regulatory policies within a given country. 
 
While Section 13(q) will cover a very significant portion of the public companies engaged in 
resource extraction internationally and, thereby, signal a new industry-standard for disclosure, 
the implementation of similar requirements in markets such as the UK would broaden the reach 
of this important reform and provide investors with information that is as broad and consistent 
as possible.  
 
On behalf of Calvert, I would like to reiterate my appreciation for the opportunity to provide input 
in this very timely inquiry. Please do not hesitate to contact us should you have questions or 
would like to discuss these comments. 
 
Sincerely, 
 


 
 
Bennett Freeman 
Senior Vice President, 
Sustainability Research and Policy 
Calvert Asset Management Company, Inc.  
4550 Montgomery Ave.  
Suite 1000N 
Bethesda, MD 20814 
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Mr Adam Gray 
Long Term Focus Consultation 
Corporate Law and Governance  
Department for Business, Innovation and Skills 
1 Victoria Street 
London   SW1H 0ET 
 
 
By email: clgconsultations@bis.gsi.gov.uk   


13th January 2011
 
Dear Mr Gray 
 
A Long-Term Focus for Corporate Britain – A call for evidence 
 
The Institute of Chartered Secretaries and Administrators Registrars Group (the Group) represents the major 
service registrars in the United Kingdom whose members are outsourced registrars for more than 99% of all 
quoted companies in the UK. The three major Registrars are Capita Registrars, Computershare Investor Services 
and Equiniti. The Group is responsible for formulating policy and best practice guidelines in all areas relating to 
share registration. 
 
A fundamental part of the services that we provide relate to corporate governance, particularly the identification of 
shareholders and the administration and support of company general meetings, and we therefore have unrivalled 
expertise in these areas.  We have not directly canvassed views on the consultation paper from our customers 
but have had a number of discussions with some of them to explore issues raised by the consultation paper and, 
to that extent, those views are reflected in this response.   
 
As requested, we have used the response form prepared by BIS, and this is attached.  I do hope that our 
comments are helpful, and will be happy to discuss any of them should that be of further assistance.    
 
Yours sincerely,  


 
Peter Swabey        
Chairman  
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A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
Call for Evidence Response Form 
 
A copy of the consultation available at: http://www.bis.gov.uk/consultations. 
 
Responses to the Consultation should be received by 14 January 2011. 
 
Completed copies of the response form should be returned: 
 
Via email to: clgconsultations@bis.gsi.gov.uk 
 
Via post to:  
 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London 
SW1H 0ET 
 
Name:     Peter Swabey 
Organisation (if applicable): The Registrars Group of the Institute of Chartered Secretaries  
                and Administrators 
Address:               Aspect House, Spencer Road, LANCING, West Sussex.  
                BN99 6DA 
Email:      
 
Please tick the box from the following list of options that best describes you: 
 
 Q uoted company 
 Other company  
 Investor or investment manager 
 Business representative organisation 
 Investor representative organisation  
 Non governmental organisation (NGO) 
 Trade Union 
 La wyer or accountant 
 Other (e.g. consultant or private individual) 
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The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
Our belief is that UK boards do try to have a long-term focus, although this is frequently challenged by the 
short-term interests of investors, politicians and press.  It can be difficult for a Board to properly focus on the 
long-term interests of the company and its stakeholders when faced with the requirement for quarterly 
reporting in the form of Interim Management statements or otherwise; the requirement for announcement to 
the market of potentially price-affecting information, which may often be of a transient or short-term nature; and 
the focus of a number of investors on short-term share price movement – typically as a result of their own 
obligation to report on a short-term basis.  


 
Question 2: Does the legal framework sufficiently allow the boards of listed companies to  access 
full and up-to-date information on the beneficial ownership of company shares? 
 
Comments 
 
Yes.  The UK shareholder identification model – part 22 of the Companies Act 2006 – which is typically 
referred to as s793, but which actually relies to a large extent for its effectiveness on the supporting legislation 
in the rest of that part of the Act, provides the most comprehensive solution in global markets to the problem of 
beneficial shareowner identification.  We believe that it is imperative in the interests of UK companies that the 
Government take steps to ensure that this class-leading regime is not watered down as a presumably 
unintended consequence of otherwise well-intentioned legislative activity from the EU.   


 
Shareholders and their role in equity markets 
 
Question 3: What are the i mplications of the cha nging nature of UK share ow nership for 
corporate governance and equity markets? 
 
Comments 
 
Our overall impression is that the changing nature of UK share ownership has tended towards a decrease in the 
number of investors who are interested in the stewardship responsibilities associated with their shareholdings.  
Many investors do take an increasingly keen interest in the companies in which they invest and serve a very real 
‘stewardship’ function.  However, this seems to us to have been more than counterbalanced by the effect of 
changes in the way in which investment decisions are made.  For example, some tracker investments take the 
view that they will always be ‘in’ a stock regardless of any governance issues because it is, for example, a 
constituent of the FTSE350 index.  Other chart based investors or users of computer based programmed 
trading, where buy and sell decisions are based on a computer program and may happen many hundreds of 
times a day, move in and out of a stock so quickly that they deem it a poor use of resource to spend time 
understanding the business in which they ‘invest’ – the very essence of short-termism.   There has also been an 
increase in the use of cross-border investment vehicles, which have a reputation for lower levels of engagement.  
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Question 4: What are the most effective forms of engagement? 
 
Comments 
 
Companies will be better able to answer this question than ourselves.   
   
  
Question 5:  Is there sufficient dialogue within investment firms between managers with different 
functions (i.e. corporate governance and investment teams)? 
 
Comments 
 
Companies will be better able to answer this question than ourselves.  Certainly there is anecdotal evidence 
that this has not always been the case, but we have not heard of recent examples.   


   
Question 6: How important is voting as a form of engagement?  What are the benefits and costs of 
institutional shareholders and fund managers disclosing publically how they have voted? 
 
Comments 
 
We believe that voting is critically important as a form of engagement – it is after all clear, public and simple for 
both sides.  We believe that there are clear benefits of institutional shareholders and fund managers disclosing 
publicly how they have voted, in terms of demonstrating that they have taken their stewardship obligations 
seriously and in terms of the consequently increased focus on corporate governance in UK companies, 
notwithstanding that a vote against should be a last resort following engagement.  We believe that the costs of 
such disclosure are negligible.   
 
However, given the length and complexity of the share ownership chain in some cases, it is important to 
recognize that there is no value in institutional shareholders and fund managers simply reporting the voting 
decision that they have made unless they also report clearly the steps that they have taken to ensure that their 
agents communicate that voting decision accurately and in a timely manner to the company.  In recent years 
there have been a number of complaints from institutional investors that their votes have been ‘lost’ and this 
has been the focus of the work of the Shareholder Voting Working Group.  As registrars, we have been asked 
by a number of our clients to carry out a forensic audit of voting, and in all cases these have indicated that the 
votes are not ‘lost’ – they are simply either not properly executed by the institutional shareholders or fund 
manager’s agent(s) or the shares are no longer owned by the institutional shareholders or fund managers 
concerned – perhaps through lending, or perhaps through a disconnect between the corporate governance 
and investment teams.   
 
In terms of timely delivery of votes, we have been aware in the last year or so of a tendency for votes to be 
received closer and closer to the voting deadline.  This has coincided with the development of a market 
practice whereby one provider is used by the majority of custodians.  We believe that it would be beneficial if 
there was legislation or regulation to require the immediate transmission of votes through the system, rather 
than their being held back and lodged late in the process, with the associated risk of conflict of interest where 
information on intended voting patterns may be offered for sale by intermediaries.   
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Question 7: Is short-termism in equity markets a problem and, if so, how should it be addressed? 
 
Comments 
 
We believe that short-termism can be a problem in equity markets, but it is extremely difficult to suggest how it 
can adequately be addressed.  It is not practicable to require investors to hold their shares for a minimum 
period, or to limit voting rights to those who have held shares for a given period, as both models would have a 
significant impact on the law of property – how can you reasonably prevent someone selling an asset ?   


 
Question 8:  What ac tion, if any, should be taken to  encourage a long-term focus in UK equity 
investment decisions ? What are the benefits a nd costs of p ossible actions t o encourage l onger 
holding periods? 
 
Comments 
 
If we truly believe that too many shareholders focus overly on the short-term and that a long-term focus is right 
for the UK, we should have a tax system which does more to encourage long-term ownership of shares.  The 
Government could in that case consider the possibility of encouraging longer-term investment though changes 
to the fiscal regime, and of encouraging greater levels of direct investment in companies by retail shareholders, 
for example through changes to Capital Gains Tax arrangements or the reinstatement of dividend tax credits.  


 
Question 9: Are there agency problems in the investment chain and, if so, how should they be 
addressed?   
 
Comments 
 
As outlined above, there are conflicts between the duty of directors to manage companies in the long-term 
interests of shareholders and the focus that the market – in terms of share price movement – and 
consequently many investors place on short-term indicators.  However, we have no suggestions as to how 
these may be addressed.   
 
In the investment chain itself, fund managers make their voting decisions, but generally do not follow up to 
ensure that their agents lodge these votes.  Custodians hold the shares, but seem to have little incentive to 
ensure that votes are actually lodged.   


 
Question 10: What would be the benefits and costs of more transparency in the role of fund 
managers, their mandates and their pay? 
 
Comments 
 
More transparency in the role of fund managers, their mandates and their pay may help investors to choose 
their agent, but we are not persuaded of any wider market benefit from such disclosures.   
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Directors’ Remuneration 
 
Question 11: What are the m ain reasons for the i ncrease in directors’ remuneration? Are these  
appropriate? 
 
Comments 
 
Our perception, based on discussions in the market and with our clients, is that the main reasons for the 
increase in directors’ remuneration include:  


 Greater transparency through Directors Remuneration Reports, which seems to have created a 
ratcheting effect;  


 Increased use of remuneration consultants, who will not benefit from recommending pay restraint; and 
 Pressure from US executives, where high expectations are the norm.  


 


Question 12: What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration? 
 
Comments 
 
Our perception, based on discussions in the market and with our clients, is that widening the membership of 
the remuneration committee may not deliver significant benefits, not least because of the difficulty of ensuring 
that some of the stakeholders who have been proposed would not be conflicted by a responsibility to act in the 
interests of the company as a whole.  There may be an argument for legislating against cross-membership of 
remuneration committees.  


 
Question 13: Are  shar eholders effective in holding companies to a ccount ov er pay? Ar e there 
further are as of pay, e.g.  golden parachutes, it would  be beneficial to subject to sh areholder 
approval? 
 
Comments 
 
Our experience is that shareholders are generally effective in holding companies to account over pay, and this 
will be more the case from 2011 with the Corporate Governance Code requirement that all directors offer 
themselves for re-election, which will enable shareholders to remove directors who are perceived to not be 
delivering value.  We regularly see effective challenge to remuneration policies at company general meetings.  
The issue of golden parachutes is a complex one, given the fact that these are now so standard in executive 
remuneration packages, and we have no specific view to offer.   
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Question 14: What would be the impact of greater transparency of directors’ pay on the: 
 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
This is not an area in which we have specific expertise, but we would have expected that the linkage between 
directors pay and meeting corporate objectives and the performance criteria for annual bonus schemes should 
be clear in the Directors’ Remuneration Report insofar as it can be without revealing commercially sensitive 
information.   


 


Takeovers 
 
Question 15: Do boards understand the long-term implications of takeovers, and 
communicate the long-term implications of bids effectively? 
 
Comments 
 
We believe that boards do understand the long-term implications of takeovers, and communicate the long-term 
implications of bids effectively.  However, it is important not to overlook the pressures placed on them by 
investors with a focus on short-term indicators or a desire to obtain short-term benefits.  Effective board 
evaluation will help to ensure that the performance of the board is adequately assessed in this regard.   


 
Question 16: Should the shareholders of an acquiring company in all cases be invited to 
vote on takeover bids, and what would be the benefits and costs of this? 
 
Comments 
 
We are not persuaded of the benefit of requiring shareholders in an acquiring company to vote on takeover 
bids unless this can be enforced on non-UK acquiring companies.  We accept the argument that this may be 
desirable in the light of studies suggesting that value is often not increased for acquiring company 
shareholders, but believe this is more than outweighed by the competitive restriction that it would place on UK 
companies.  Effectively the Government would be increasing the likelihood that UK companies will be taken 
over by a non-UK predator.  


 
Question 17: Do you have any further comments on issues related to this consultation? 
 
Comments 
 
No thank you.   
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A Long-Term Focus for Corporate Britain 
 
Joint response of the Company Law Committees of the City of London Law 
Society and the Law Society of England and Wales 
 
 
The City of London Law Society (“CLLS”) represents approximately 14,000 City lawyers 
through individual and corporate membership including some of the largest international law 
firms in the world.  These law firms advise a variety of clients from multinational companies 
and financial institutions to Government departments, often in relation to complex, multi 
jurisdictional legal issues.  The CLLS responds to a variety of consultations on issues of 
importance to its members through its 17 specialist committees. 
 
The Law Society of England and Wales (“Law Society”) is the representative body of over 
140,000 solicitors in England and Wales.  The Society negotiates on behalf of the profession 
and makes representations towards regulators and government including the EU institutions. 
 
We are pleased to have the opportunity to respond to the call for evidence from the 
Department for Business, Innovation and Skills on the existence of short-termism and 
market failures in UK equity markets.  This response has been prepared by a working party 
comprising members of the Company Law Committees of the CLLS and the Law Society.  
These committees are made up of senior and specialist corporate lawyers. 
 
Our comments below are made with reference to the numbered questions in the call for 
evidence paper. 
 
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
We offer no answer to this question - which we think falls principally to directors to answer.  
However, we offer the following observations: 
 
the statutory expression of the fiduciary duty of directors “to promote the success of the 
company” and the requirement that directors must “have regard … to…the likely 
consequences of any decision in the long term” 1 does not exclude proper consideration of 
short term factors;  
 
• it is likely that the relative emphasis on longer and shorter considerations will be 


influenced by the nature of the decision.   
 
• the decisions boards have to take in relation to takeovers (which are transactions 


between the bidder and shareholders (and not the company) and on which therefore 


                                                 
1 Section 172(1)(a), Companies Act 2006 
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shareholders make the final decision) are qualitatively different from those they take in 
relation to the management of the business of the company and transactions entered 
into by the company.  In relation to takeovers, therefore, whether the outcome is 
determined by long or short term considerations is a question about how shareholders 
(not boards) reach their decisions.   


 
Boards do, of course have a significant role to play in relation to takeovers and we expect 
that the changes to the Takeover Code that the Panel has outlined2 will reinforce the position 
of boards of target companies by providing increased protection for boards against hostile 
bidders (particularly in relation to hostile “virtual bids”).  However, it is clear that under the 
current system boards are expected to facilitate takeover transactions where they believe 
that will provide the best financial outcome for shareholders.  Such facilitation takes two 
principal forms: (a) opening the company’s books for a bidder to carry out due diligence and 
(b) offering a recommendation to their shareholders as to whether to accept the offer. In the 
case of a cash offer this involves assessing the value of the cash in hand against the longer-
term, but inevitably uncertain, future value of the target company on a standalone  basis.  It 
is possible to contemplate a system in which the board has a greater role in takeover 
decisions (for example, the US system discussed in relation to Question 6) but any move to 
such a system would involve a fundamental rethinking of the roles of boards and 
shareholders in the UK corporate governance system.   
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial ownership of 
company shares? 
 
We note that paragraph 3.10 refers only to companies’ investigatory powers under Part 22 of 
the Companies Act 2006.  For listed and quoted companies3 the disclosure regime under 
chapter 5 of the Disclosure and Transparency Rules requires the proactive disclosure by 
shareholders whose interests represent 3% or more of the votes exercisable at general 
meetings.  In the context of a takeover bid, the Takeover Code requires disclosure of 
interests that represent 1% or more.  In our view, the combination of the DTRs, the Part 22 
powers and Takeover Code disclosure rules provide such companies to obtain the 
information they require on the identities of their principal shareholders.  We note that the 
existing regime requires disclosure of a broad range of interests in shares (in addition to 
beneficial owners holding shares through nominees, the interests that must be disclosed 
include interests arising from agreements to acquire shares, derivatives that relate to the 
shares and entitlements to deal with voting rights).  We do not see any reason to change this 
regime (for example, by reducing the threshold for disclosure), which is now reasonably well 
understood4.  Any change would have cost implications for investors, which would have to 
be balanced against any benefit that was perceived to be gained from a change.  
 
We believe that Part 22 gives unquoted public companies sufficient power to obtain 
information on the beneficial ownership of their shares. 
 


                                                 
2 In the Response Statement to the consultation launched in June 2010 (Statement 2010/22 21 October 2010). 


3 This includes companies whose shares are admitted to trading on the markets operated by the London Stock Exchange or by 
Plus Market. 


4 We also note that the 3% level for disclosure under the DTRs is lower than that required under the Transparency Directive 
(5%).  Adopting a lower threshold would represent further gold-plating.  
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Question 3: What are the implications of the changing nature of UK share ownership 
for corporate governance and equity markets? 
 
We do not comment on the implications for equity markets.  In relation to corporate 
governance, we note the following as possible implications: 
 
• codes of conduct for shareholders (such as the Stewardship Code) will have diminished 


significance if only UK based institutions commit to following them. 
 
• code of conduct for companies (such as the UK Corporate Governance Code) that are 


not mandatory but operate on the basis of "comply or explain" may have less force if 
non-UK institutional shareholders are not interested in whether their investee companies 
comply. 


 
• non-UK shareholders may not fully understand the checks and balances inherent in the 


corporate governance system in the UK and may seek to apply strategies that are 
effective in their home jurisdiction but which have a different effect on the board of a UK 
company. 


 
• the increased diversity of shareholders can, at least in some cases, make it more 


difficult in practice for directors to decide what is “for the benefit of [the company’s] 
shareholders as a whole” as required by section 172 Companies Act 2006. 


 
• some non-UK institutional investors may be more likely to rely on voting preference 


services without being prepared to invest the time in a dialogue with companies, which 
may lead to those services exerting a disproportionate influence. 


 
We are not suggesting that there is any reason to discourage non-UK shareholders (even if 
that were a practical option).  It is not necessarily the case that the objectives of non-UK 
based shareholders are different from those of UK-based investors. Furthermore, non-UK 
based investors make an extremely important contribution to the liquidity of the London 
equity markets and so to reducing the cost of capital for UK issuers.   
 
 
Question 4: What are the most effective forms of engagement? 
 
We offer no answer to this question. 
 
 
Question 5:  Is there sufficient dialogue within investment firms between managers 
with different functions (i.e. corporate governance and investment teams)? 
 
We offer no answer to this question. 
 
 
Question 6: How important is voting as a form of engagement?  What are the benefits 
and costs of institutional shareholders and fund managers disclosing publically how 
they have voted? 
 
Voting as a form of engagement 
 
The opportunity to vote, in particular on the election or re-election of directors, or their 
removal, is a cornerstone of the corporate governance system in the UK.  The fact that such 
votes rarely go against the proposals made by boards does not indicate any failure of the 
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system but rather that it forces boards to take into account the wishes expressed by their 
shareholders (including the guidelines published by voting advisory services) and 
encourages engagement in advance between boards and their shareholders.  Contentious 
votes (where a substantial number of shareholders do not support a proposal put by the 
board) often indicate a failure of engagement. 
 
In the UK, the emphasis is on shareholder voting as the primary means by which 
shareholders can hold boards to account (with almost no recourse to litigation).  This 
provides shareholder control at lower cost than a litigation based system.  However, the 
inevitable consequence is that boards are more susceptible to the demands of shareholders.  
If those shareholders have short term objectives, boards will not be encouraged to focus on 
longer term value creation.   
 
Two key features of shareholder control in the UK system that have the effect that 
shareholders are able to drive the strategic objectives of companies are: 
 
• the ability of shareholders to remove directors by simple majority; 
 
• the requirement under Chapter 10 of the  Listing Rules for shareholder approval of 


material transactions (Class 1 transactions). 
 
The first of these is the principal reason the threshold at which takeovers may become 
unconditional is set at 50% of voting shares.  This principle could be changed but doing so 
would have an important effect on the balance between shareholders and boards.  It would 
be seen as entrenching management.  In the context of the current debate some might 
consider that desirable, if it is thought that boards generally have a longer term view than 
shareholders (we express no view on that). 
 
The second is important because it imposes a constraint on the freedom of boards of 
companies with a Premium Listing in London that is not generally a feature of the listing 
regimes in Europe and the US.  This requirement puts premium listed companies at a 
significant disadvantage when competing for assets with companies that are not subject to 
the same requirement (to a seller of an asset, a purchaser with a “walk away” right for its 
shareholders is much less attractive than one without such a right).  It may also prevent 
boards pursuing transactions with long term benefits but short term costs, if they are not 
confident that a majority of shareholders will give their support. 
 
We note that in paragraph 2.5 it is said that : 
 


“The British model puts more emphasis than the US model on the importance of 
shareholders being able to hold the directors of the company to account…..” 


 
While this is true if one looks at shareholder voting as the means of holding directors to 
account, the courts provide an effective means of achieving that end.  While in the US it was 
formerly much more difficult than in the UK for shareholders to exert direct control by 
removing directors (although that is changing), instead, shareholders in US companies have 
been able to use litigation to constrain the actions of their boards, when they diverged from 
the requirements imposed on them by the law.  However, in doing so the US courts have 
given boards a measure of freedom to concentrate on the longer term and resist shareholder 
pressure for short-term value. 
 
We are not advocating a change to the current approach in the UK but we think it important 
that any policy decisions in this area recognise that the system of corporate governance in 
the UK is a complex combination of legal requirements, generally accepted behavioural 
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norms and market pressures.  Any adjustment to the system must beware of the potential for 
unintended consequences if any part of the existing intricate balance is disturbed.  
 
Shareholder disclosure of voting 
 
We are not in a position to comment on the costs and benefits of requiring shareholders to 
disclose how they exercise their votes but we do suggest that care needs to be taken that 
increased transparency in this area does not lead investors into unquestioning adherence to 
the recommendations of voting preference services.  Some institutional investors may not be 
prepared to pay the costs of a proper review and individual decision making on each 
proposal in relation to all individual investee companies in their portfolio (it may not be 
economically rational for them to do so)  If forced to vote in these circumstances investors 
may delegate voting decisions to others, by following the recommendations of voting 
preference services.  We perceive that the experience in the US suggests that this would be 
the case.  As we have noted above there is a risk that voting preference services could 
come to exert a disproportionate influence.   
 
 
Question 7: Is short-termism in equity markets a problem and, if so, how should it be 
addressed? 
 
We offer no answer to this question. 
 
 
Question 8: What action, if any, should be taken to encourage a long-term focus in UK 
equity investment decisions? What are the benefits and costs of possible actions to 
encourage longer holding periods? 
 
One of the factors that may encourage the short-termism identified in paragraph 4.23 is the 
difficulty in measuring performance of a company against its longer term strategy, which can 
lead shareholders to focus on shorter term indicators, such as quarterly reports and share 
prices.  If markets are reasonably efficient, it should be the case that the current share price 
approximates to the value of the share in the longer term, ignoring specific events such as 
potential takeovers or capital raising proposals.  If that is the case, one way to encourage a 
longer term view in equity markets could be to improve the communication by companies of 
the financial implications of their longer term strategy and of the way current period results 
are likely to affect the reporting company's ability to deliver those financial results. 
 
Companies in the UK have traditionally been more reluctant than in other markets to provide 
clear financial guidance on longer term prospects.  We perceive that this is an ingrained 
cultural approach, which we believe may have its roots in, or at least is reinforced by, two 
aspects of the regulatory regime within which listed companies operate: 
 
• the rules on profit forecasts (both under the Prospectus Rules and the Takeover Code) 


discourage companies from producing explicit forecasts, at least for the near term - 
listed companies are materially constrained in their willingness to provide meaningful 
forward-looking financial information because profit forecasts published as part of 
regular reporting may require to be repeated (in circumstances where the directors face 
personal liability without the benefit of the protections provided by section 463 of the 
Companies Act 2006) and reported on by independent accountants;  


 
• the way the continuous disclosure obligations (for listed companies, under Chapter 2 of 


the Disclosure and Transparency Rules, implementing Article 6 of the Market Abuse 
Directive) are interpreted and enforced by the FSA tends to mean that if a company has 
provided financial guidance on its longer term prospects but there is a change in 
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circumstances that makes achievement of that guidance more challenging it will be 
required to make early disclosure of that by issuing a profit warning.  Generally markets 
react adversely to such disclosures and companies may be reluctant to give guidance in 
order to reduce the risk of having to issue profit warnings. 


 
If it is desirable to encourage UK companies to provide better forward-looking information, 
we think the rules require a major overhaul with a view to creating a climate in which efforts 
made in good faith by management to identify longer-term financial prospects are not 
perceived to expose the company concerned, and its management, to unacceptable 
regulatory risks.  It may not be easy to achieve a balance between, on the one hand, the 
requirements of investor protection (given the risks associated with forward-looking 
statements that are inevitably to some extent speculative) and keeping the markets informed 
and, on the other hand, the need  to facilitate better long term disclosure, but we think the 
effort should be made. 
 
A regime that encourages companies to provide clear guidance of their financial prospects 
together with the companies' assumptions regarding external factors and risks that may 
prevent achievement would provide a sounder basis for focus on longer term performance. 
 
We take it that the second part of the question is seeking views on the costs and benefit of 
provisions that would reward longer term holding of shares, which might include: 
 
• a minimum holding period before a shareholder becomes entitled to vote 
 
• multiple votes attaching to shares held for a long period 
 
• providing other benefits to shareholders (e.g. an enhanced dividend) held for a long 


period. 
 
The first point we would make is that there is nothing in UK company law as it stands, or in 
the rules applicable to listed companies, that would prevent a company adopting such 
provisions, although we are not aware of any that have done so.  We express no view on 
whether such provisions would be desirable (or on their costs and benefits) but note that any 
provisions of this kind would have to deal with a number of problems including: 
 
• whether the reward for long term shareholdings would depend only on registered 


holdings or would look behind that to beneficial ownership of shares held by a nominee 
(or more complex forms of indirect ownership); a system that looked only to the 
registered position could be easily avoided but a system that tried to go behind the 
register would be (a) complex (and would not be certain of success5), and (b) 
inconsistent with the basic principle that shareholders' rights depend on the register;  


 
• if the reward was in additional votes, it would become considerably more difficult for 


companies and their shareholders to know who controls the votes attached to shares; 
the total number of votes and therefore the percentage of votes held by any shareholder 
would fluctuate with changes in the numbers of shareholders qualifying as long term 
holders; 


 
• providing a financial reward would create complexity for companies (which would find it 


difficult to know how to fix a per share dividend). 
 
                                                 
5 For example, it would not be easy to look through arrangements that maintained ownership but transferred the economic 


benefits. 
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This idea is not very different from the share structures with differential voting rights that 
were formerly used to retain control of a company within a limited group (for example a 
family).  The enhanced voting shares were generally closely held and illiquid.  Institutional 
shareholder opposition to such arrangements led to the unwinding of most of these 
structures. 
 
 
Question 9: Are there agency problems in the investment chain and, if so, how should 
they be addressed?   
 
We offer no answer to this question. 
 
 
Question 10: What would be the benefits and costs of more transparency in the role of 
fund managers, their mandates and their pay? 
 
We offer no answer to this question. 
 
 
Question 11: What are the main reasons for the increase in directors’ remuneration? 
Are these appropriate? 
 
We offer no answer to this question.  
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
We assume that widening the membership of the Remuneration Committee contemplates 
including non-directors on the committee.  If this involved giving non-director members of the 
committee the right to participate in the decision-making process, it would be necessary to 
deal with the following questions: 
 
• who would decide on the appointment? 
 
• what duties would such members have and to whom? 
 
• how would the non-director members be made accountable for their decisions? 
 
• would the board's responsibility for the management of the company be diminished? 
 
• if there were more non-directors than directors and the decision taken differed from the 


views of the directors, how would this affect the duties and potential liabilities of the 
directors? 


 
Although it would be possible to deal with such questions we think it is preferable for 
executive remuneration to remain a matter for directors, operating within the well-defined 
legal framework of duties that applies to them.  
 
We think that any proposal to include non-director members to represent shareholders would 
be particularly problematic, and should be unnecessary.  The independent non-executive 
directors who sit on the remuneration committee are representatives of all the shareholders. 
 







 


8 
 
© The Law Society and the City of London Law Society 2011 January 2011 


The problems described above would not be so acute if the proposal was limited to requiring  
remuneration committees to include non-director members who would not have a vote, 
although the problem of how they would be appointed would remain.  If the objective is to 
ensure that a broader range of inputs is taken into account by remuneration committees in 
making their decisions (we do not comment on whether that is desirable) that objective could 
be dealt with effectively through guidance on best practice, possibly reinforced with a 
requirement to report annually what steps have been taken. 
 
When considering whether any specific proposal should be taken, careful consideration 
should be given to the importance of maintaining the attractiveness of the UK as a place for 
companies to list their securities or to incorporate.  Companies have a choice on these 
matters.  Imposing requirements that are regarded as inhibiting the ability of boards to 
pursue the best interests of their companies would be a major negative factor weighing 
against the UK when such choices are being made. 
 
In relation to the points made in paragraph 5.11, we comment as follows: 
 
• the UK Corporate Governance Code requires remuneration committees to be composed 


of independent directors.  We are not aware of any reason to think the current standards 
for independence are insufficiently rigorous; 


 
• if the concern is, as suggested in paragraph 5.12, that the involvement of remuneration 


consultants is not always "fully transparent", one possibility might be to require 
disclosure of the substance of the advice received by the committee in reaching its 
decisions. 


 
 
Question 13: Are shareholders effective in holding companies to account over pay? 
Are there further areas of pay, e.g. golden parachutes, it would be beneficial to 
subject to shareholder approval? 
 
We confine our comments to the question relating to possible further areas of pay that might 
be made subject to shareholder approval. 
 
In relation to the general question, we suggest that the implications of adding to the matters 
that require shareholder approval be considered carefully before any such proposal is 
adopted.  Experience in relation to the statutory limit on the term of directors' service 
contracts suggests that a requirement for approval of particular elements of a director’s 
terms of service will often amount to a prohibition.  A requirement for approval of a director’s 
remuneration as a whole is impractical (a person considering a prospective appointment is 
very unlikely to agree to go through such a public process, particularly if still employed 
elsewhere). 
 
In relation to what the paper refers to as "golden parachutes", the problem is different.  
Payments made to directors who resign at the request of the board are typically agreed as a 
settlement of the contractual claim of the director concerned for the premature termination of 
their service contract.6  Such a settlement made in good faith does not require approval by 
shareholders7.  In practice, the amount that should be paid by way of damages is a matter of 
                                                 
6 The calculation of damages payable will start with the length of notice required to terminate the contract.  The reduction in the 


length of directors' service contracts to 12 months, which is now the norm as a result of institutional shareholder pressure, 
has led to a significant reduction in the amounts paid for early termination. 


7 Sections 217 to 219, Companies Act 2006 establish the principle that payments to directors for loss of office require approval 
of shareholders.  Section 220, Companies Act 2006 provides an exception to this: 
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judgement, rather than being just a mathematical exercise, and involves consideration of 
factors such as how quickly the director will be able to obtain another role and at what 
remuneration.  This is the kind of judgment that would typically be left to directors, to be 
made by them by reference to their fiduciary duties (after taking appropriate legal advice).  Is 
it being suggested that remuneration committees are generally failing to comply with those 
duties in relation to these payments?  Is there any evidence for that?  Our experience is that 
public company non-executive directors take their responsibilities seriously when taking 
these decisions. 
 
Making such a settlement subject to shareholder approval presents a number of problems: 
 
• what disclosure would be made to shareholders?  The alternatives seem to us to be (a) 


to provide full disclosure of the circumstances and the legal advice received (which we 
think will be unpalatable to companies and shareholders alike), and (b) to provide a 
confirmation from the remuneration committee that in their view the proposal represents 
a "reasonable" settlement in the circumstances.  We think alternative (a) is impractical.  
Alternative (b) amounts to little more than an assurance to shareholders that the 
remuneration committee believes it has acted in accordance with their legal duties 


 
• if shareholders failed to approve the settlement, the director concerned would still have 


their legal rights which they would be entitled to pursue through the courts.  The 
information provided to shareholders would be available to the court, which would make 
it very difficult to dispute liability (by claiming that dismissal was justified) or quantum.  
The company would presumably be unable to settle at any point without shareholder 
approval and therefore would be compelled to continue litigating, which could result in 
the company incurring higher overall costs than if it had been able to settle at an earlier 
stage 


 
• the costs of convening a shareholder meeting may be material compared to the amount 


of any proposed payment to the director. 
 
We note that in the US, the recently adopted Dodd-Frank Act8 requires US companies to 
offer shareholders the opportunity for a “say on pay” vote (a non-binding vote on executive 
remuneration, similar to the UK’s requirement for the Remuneration Report to be submitted 
to shareholders for approval) and for a similar advisory vote on compensation paid to the 
senior executive officers that is based on or relates to a change of control of the company.  
The UK’s requirement for quoted companies to include details of termination payments 
made to directors in the remuneration report and for that report to be subject to a 
shareholder approval has the same effect and is not limited to payments related to a change 
of control.  We believe this provides sufficient opportunity for shareholders to express their 
views on golden parachutes.  We would not be in favour of requiring a separate non-binding 
resolution on such payments. 
 


                                                                                                                                                     
“(1)     Approval is not required under section 217, 218 or 219 (payments requiring members' approval) for a payment made in 


good faith— 


(a)     in discharge of an existing legal obligation (as defined below),  (b)     by way of damages for breach of such an obligation,  
(c)     by way of settlement or compromise of any claim arising in connection with the termination of a person's office or 
employment, or (d)     by way of pension in respect of past services.” 


The general exclusion of pension payments may be regarded as anomalous, as it does not depend on a pre-existing legal 
obligation.  


8 The Dodd-Frank Wall Street Reform and Consumer Protection Act. 
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Question 14: What would be the impact of greater transparency of directors’ pay on 
the:  
• linkage between pay and meeting corporate objectives 
 
• performance criteria for annual bonus schemes 
 
• relationship between directors’ pay and employees’ pay? 
 
We offer no answer to this question. 
 
 
Question 15: Do boards understand the long-term implications of takeovers, and 
communicate the long-term implications of bids effectively? 
 
There is a difference between (a) the long term implications of a bid for the company 
including its employees, locality, customers and suppliers, R&D etc., and (b) the financial 
implications for shareholders.  The directors' ability to decide what the long term effect of a 
bid will be for the company depends on the information provided by the bidder about its 
future plans.  Our experience suggests that boards do generally understand the long-term 
implications of takeovers for the company (based on the information provided by the bidder).  
However, the amount of focus this receives in board consideration of a takeover offer where 
the consideration is to be cash may be limited.  That is an inevitable result of the focus of 
shareholders, who are the primary addressees of the board’s views on the offer, being on 
the financial merits of the offer for shareholders.  That this is the case is evident from the 
press comment on any bid, which always focuses on the value case for shareholders.  
Where the consideration is shares in the combined entity the Board will typically devote 
much more time to understanding and analysing the combined group, which inevitably 
involves consideration of the effect on the target company.  This is even more so in the case 
of a merger (by which we mean a combination of two parties of relatively equal size, where 
no, or very little, cash is paid). 
 
In relation to communication of the implications, there are Code requirements for disclosures 
to be made and efforts are made to meet those although often, in the case of cash bids, with 
relatively brief disclosures.  Again we perceive that this is because the primary addressees 
are shareholders who do not exhibit a high level of interest in these disclosures. 
 
 
Question 16: Should the shareholders of an acquiring company in all cases be invited 
to vote on takeover bids, and what would be the benefits and costs of this? 
 
In our view, the FSA's Listing Rules provide adequate protection for the shareholders of 
offeror companies which have a Premium Listing of equity shares as they require 
shareholder approval of major (Class 1) transactions.  We cannot see any case for adopting 
a materiality standard for public offers that is different from the level applying to other 
transactions  Any reduction in the current test of materiality (25%) would exacerbate the 
problems discussed above in the response to Question 6 .   
 
There are a number of problems with any attempt to impose this requirement on other 
bidders: 
 
• we agree with the observation of the Code Committee of the Takeover Panel9 that "it is 


entirely inappropriate (and unfeasible) for UK law or regulations to seek to afford 
                                                 
9 PCP para 7.11, putting the arguments against the proposal. 
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protections extraterritorially to the offeror’s shareholders (who would not otherwise be 
protected by UK law or regulations), simply because the company in question was 
making a takeover bid for a company to which the Takeover Code applied" 


 
• not all offerors are widely held public companies, how would the rule apply, for example, 


to private equity backed bidding vehicles or a sovereign wealth fund bidder? 
 
• it would be relatively easy for loopholes to be found 
 
• such a requirement could also reduce the certainty of delivery of an offer, to the 


detriment of offeree company shareholders.  If, for example, after an offer was 
commenced, market conditions changed to the detriment of the offeror, offeror 
shareholders would be able to vote against the transaction, with the result that the offer 
would fail, although the offeror might not be able to lapse its offer for any other reason. 


 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
As has been stated above, the corporate governance regime is finely balanced and changes 
to the regulation of directors’ and or shareholders’ duties, rights or responsibilities and any 
change should be made only after a careful review of the potential consequences.  In 
particular: 
 
• given the very different circumstances of different companies, provisions that save one 


“good” company from losing its independence could equally inhibit or prevent the 
takeover of another company whose business would have prospered more under new 
management; 


 
• overseas investment, may be encouraged by the relative openness of UK capital 


markets, and anything that  removes that attraction could increase the cost of capital for 
UK issuers and make major recapitalisations such as occurred in 2009 more difficult; 


 
• it would disadvantage London if new companies were deterred from listing in the UK (a 


number of new entrants to the FTSE 100 in recent years have specifically chosen to 
domicile themselves in the UK and/or to list in London, thereby opening up investment 
opportunities in global companies to UK investors and increasing the concentration of 
capital in the UK capital markets)  


 
• it would be undesirable to add a further incentive for UK companies to redomicile 


elsewhere. 
 
We have no further comments to add. 
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RESPONSE TO THE DEPARTMENT FOR BUSINESS, INNOVATION AND SKILLS (BIS) 
CONSULTATION DOCUMENT “A LONG TERM FOCUS FOR CORPORATE BRITAIN: A 
CALL FOR EVIDENCE” 
                                            
 
 
The Association of Accounting Technicians (AAT) is pleased to respond to the questions in 
the BIS consultation document “A Long Term Focus for Corporate Britain: a Call for 
Evidence”. The AAT is a registered charity one of whose object clauses is to advance public 
education and promote the study of the practice, theory and techniques of accountancy and 
the prevention of crime and promotion of the sound administration of the law. 
 
The AAT is a global organisation and enjoys a total membership in excess of 120,000 
worldwide, which is made up of over 49,000 full and fellow members.  The balance consists 
of student and affiliate members. 
 
Of the full and fellow members there are approximately 3,200 Members in practice providing 
accountancy and taxation services to individuals, not-for-profit organisations and the full 
range of business types.  Whilst members permeate all levels and sectors of the market they 
are most active in the Small and Medium Sized Entity market. 
 
 
 
QUESTION 1 
Do UK boards have a long term focus, if not, why not? 
 
QUESTION 2 
Does the legal framework sufficiently allow the boards of listed companies to access full and 
up-to-date information on the beneficial ownership of company shares? 
 
 
We believe that whilst company boards do have a long term focus, in that they set strategies 
to meet long term objectives and aspirations, which are almost invariably based on 
development and growth, they are secondary in importance to short term requirements and 
pressures from investors, their agents and other stakeholders to meet their expectations.  
Strategies for consolidation and rationalisation which should be an integral element of long 
term strategies tend to arise as short term strategies during times of difficult economic 
conditions rather than in times of prosperity. Strategies to improve efficiency and reduce 
costs do not pervade during good times when the potential returns are greatest but are seen 
in bad times when such strategies frequently become a matter of survival. 
 
However, whatever the long term focus might be, Boards are under the greatest pressures 
to deliver short term results to meet the requirements of investors in particular, but more 
especially to serve the needs of self interest where directors` remuneration and reward 
packages tend to be based on the achievement of short term targets, which tend to override 
long term targets where these are in conflict 
 
Investors and their agents benefit from short term volatility in share prices rather than longer 
term stability and so create an environment to encourage boards to set strategies which are 
likely to produce that volatility. 
 
 It is reasonable that the boards of listed companies should only be legally obliged to 
communicate with individuals or entities listed on its share register, and not be put to the 
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additional administrative burden of trying to establish who the beneficial owners are. 
Similarly, a trustee or nominee should not be obligated to disclose to the listed company who 
the beneficial owners are, especially if those beneficial owners are minors. 
 
 
 
QUESTION 3  
What are the implications of the changing nature of UK share ownership for corporate 
governance and equity markets? 
 
 
As stated previously, the majority of investors in listed companies and their agents, whether 
fund managers, brokers, investment advisers, institutions or private investors, are seeking to 
capitalise on short term volatility in share prices, whether it is to achieve short term gains or 
to earn commission or mark ups on the turnover of transactions and so exert influence and 
pressures on boards to meet their aspirations. This situation has been exacerbated by 
technological developments which provide ready access to price sensitive information and 
ease and speed of share trading. 
 
 
 
QUESTION 4 
What are the most effective forms of engagement? 
 
QUESTION 5 
Is there sufficient dialogue within investment firms between managers with different functions 
(i.e. corporate governance and investment teams)? 
 
QUESTION 6 
How important is voting as a form of engagement?  What are the benefits and costs of 
institutional shareholders and fund managers disclosing publicly how they voted? 
 
 
Voting is important as a form of engagement but by its nature as a form of referendum, it can 
only effectively provide a useful positive or negative response to a simplified question or 
issue.  It does not accommodate issues which require an “on the one hand and on the other 
hand” style of debate.  As a basis for taking actions it is also not helpful unless the voting 
produces a substantial majority.  A marginal majority decision does not give a board a 
mandate for action. 
 
Share prices no longer reflect the company’s expected ability to generate operating profits 
but reflect perceived capital values of a company, reflecting expectations by investors that 
the company will take advantage of opportunities to add value to the capital base rather than 
generate operating profits. 
 
The situation where shares are “under valued” (that is capitalised at less than net asset 
value) produces an anomaly in that the implication is that the company is expected to be 
loss making and consequently has a “badwill” value element of its net assets. The reality is 
that the company is probably not meeting the criteria set by investors and their agents to 
meet their interests with the consequence that the share value is influenced by supply and 
demand rather than reflecting net assets. These criteria are likely to be most influenced 
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within investment firms by a lack of common understanding between corporate governance 
and investment managers. 
 
Just as directors are accountable to shareholders, so investment managers should be 
accountable to their clients for decisions they take, including any voting, although this does 
not necessarily require that such has to be public.  If there are any issues arising from the 
way that investment managers exercise votes, and the intentions behind their votes, they 
should be answerable to their clients, and not the investee company or the public generally. 
 
 
 
QUESTION 7 
Is short termism in equity markets a problem and, if so, how should it be addressed? 
 
QUESTION 8 
What action, if any, should be taken to encourage a long-term focus in UK equity investment 
decisions?  What are the benefits and costs of possible actions to encourage longer holding 
periods? 
 
QUESTION 9 
Are there agency problems in the investment chain and, if so, how should they be 
addressed? 
 
QUESTION 10 
What would be the benefits and costs of more transparency in the role of fund managers, 
their mandates and their pay? 
 
 
Short termism in equity markets is a problem in that it creates instability as a result of volatile 
share prices which are not a fair reflection of value to investors in the company concerned 
and encourages pressures on boards to act against long term benefits where they are in 
conflict with short term benefits. 
 
Not only does short termism seek gains from the impact of successes achieved by 
companies but also encourages the seeking of opportunities to take advantage of disaster or 
depressed situations which in some cases might themselves be short term. 
 
Volatility of share prices over daily periods (or even hourly periods) cannot be an 
encouragement to long term stability.  Volatile prices cannot provide a true reflection of the 
value of a company but reflect perceptions and confidence levels.  Such volatility 
encourages investors seeking short term gains, particularly by those who are professional 
investors and rely on such gains for their personal income. While it is not practical to 
regulate markets to avoid such volatility, it is possible to consider disincentives, as well as 
incentives to hold investments long term. 
 
There is a good example of the adverse effects of short termism within the banking sector 
where over recent years, senior management have faced pressures to achieve short term 
results which have resulted in staff restructurings, with “retirement” packages for those over 
the age of fifty five, resulting in the loss of experienced middle management coupled with 
expansion into high risk activities outside of the management abilities of the remaining less 
experienced management. However given the current economic and political situation as 
regards the banking industry, it should be possible to tighten regulation of the activities of 
banks pay package structures based on a requirement for the complete separation of 
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speculative investment activities from retail banking and financial services so that the 
consequences of short term activities in speculative sector do not impact on pay structures 
in the retail banking sector. 
 
There is greater stability in the listed property investment sector as a result of investment 
made by such companies usually being for a longer term view and with the practical 
difficulties of realising investments in property at short notice having a dampening effect on 
the volatility of share prices in this sector. 
 
There appears to be a more stable equity market in the non listed sector with private equity 
investors, such as venture capital funds, generally providing funds directly to a company 
(and not its shareholders) with a view to returns over a period of at least five years, although 
this still has an element of short termism, but is not as extreme as the listed sector. 
 
A further comparison can be made with owner managed businesses in that the owner 
manager invariably seeks to achieve reasonable short term results but has a view to major 
returns being achieved in the longer term, possibly over the working life of the owner 
manager. As a consequence, the nature of management decisions and style of business 
operations reflects these objectives. However the operational methods of owner managed 
businesses are also influenced by difficulties in raising finance for high risk situations, the 
burden of employment regulations and reluctance to take unnecessary risks once a 
perceived level of comfort is reached and all of these factors tend to lead to greater long 
term stability in owner managed businesses. 
 
As the benefits of short termism tend to favour the “professional” investor and directors 
equally, it is necessary to create a situation to counter these influences. 
 
We would suggest that the most effective way to influence the long term focus of listed 
companies generally is to introduce in each company a shareholders’ representatives 
governing body (replacing remuneration committees and effectively trustees for the 
shareholders) to whom the board is fully accountable for the consequences of day to day 
management and for both short term and long term strategies and consequential actions.  
Such an arrangement might also eliminate the need for non-executive directors sitting on the 
board as their role could be carried out more effectively in the governing body. Members of 
such boards should be suitable professionals who would be paid a statutorily set salary for 
part time appointments and statutorily set powers and responsibilities. 
 
If boards are to carry out their duties and responsibilities effectively they should not be 
expected to account for their actions and decisions on a daily basis but should be called to 
account at periodic intervals which should be no less than quarterly.  A report on three 
months’ activities, summarised annually provides the most effective form of engagement 
between shareholders and the board and dampens volatility in share prices. 
 
Coupled with this restriction on corporate governance should be a taxation review aimed at 
encouraging long term holdings of investments. A variation of the HMRC approved 
Enterprise Management Incentive Scheme for private companies should be devised for use 
in listed companies so as to provide the necessary drivers to long term growth and reward 
for both directors and investment managers. At the same time there is a need to review the 
tax system whereby substantial tax benefits attach to long term gains and bonuses, also 
having the beneficial effect of encouraging provision for retirement.  
 
We have previously commented on the adverse effects of undue influence from agents in 
the investment chain which could be addressed to some extent by the foregoing 
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suggestions, as could their mandates and pay structures.  We do not consider that more 
transparency in the role of fund managers will alone produce any change in their short term 
attitudes. 
 
 
 
 
QUESTION 11 
What are the main reasons for the increase in directors’ remuneration?  Are these 
appropriate? 
 
QUESTION 12 
What would be the effect of widening the membership of the remuneration committee on 
directors’ remuneration? 
 
QUESTION 13 
Are shareholders effective in holding companies to account over pay?  Are there further 
arrears of pay, e.g. golden parachutes, it would be beneficial to subject to shareholder 
approval? 
 
QUESTION 14 
What would be the impact of greater transparency of directors’ pay on the: 
 linkage between pay and meeting corporate objectives? 
 performance criteria for annual bonus schemes? 
 relationship between directors’ pay and employees’ pay? 
 
 
One of the reasons for high and increasing directors’ packages currently is the culture of fear 
of key personnel moving on to even greener pastures so that appointments to key positions 
are themselves seen by both the employer and the employee as short term and not long 
term career appointments.  Remuneration packages for directors need to be targeted at long 
term performance incentives.  It is not uncommon for larger private companies to incentivise 
directors and senior managers (whose basic pay reflects “market rates”) by way of relatively 
minor annual profit sharing when exceptional results are achieved, and to a larger extent and 
of greater influence, to share in the longer term success of the company with an equity 
investment or similar arrangement which provides an exit reward at a specified retirement 
date so as to encourage retention and performance of key personnel. 
 
There can also be an attitude among directors that it is their personal efforts which earn the 
profits generated by a company and not the shareholders, so that the directors feel they are 
entitled to a disproportionate part of any profits generated, not recognising the inability of the 
company to generate profits without shareholders willing to risk funds they have invested in 
the company or accepting that the directors should be penalised if they fail to generate 
reasonable profits. 
 
As indicated previously, the remuneration committees of listed companies should be 
replaced by governing bodies, representative of shareholders, with greater powers than 
remuneration committees or non-executive directors, including control over directors` reward 
packages. 
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QUESTION 15 
Do boards understand the long term implications of takeovers, and communicate the long-
term implications of bids effectively? 
 
QUESTION 16 
Should the shareholders of an acquiring company in all cases be invited to vote on takeover 
bids and what would be the benefits and costs of this? 
 
 
The motivation for short term gains can also encourage takeover activity even where the 
proposed acquisition may not have a long term benefit and many such acquisitions 
represent a partial but significant asset stripping exercise. 
 
As stated previously, boards will take decisions on takeovers on the basis of short term 
gains so that there is no great incentive for them to consider the long term implications. 
 
In principle, shareholders should vote on all actions which will have a significant long term 
effect on the nature or activities of a company. As suggested previously, the introduction of a 
shareholder representatives governing body could avoid the need for full shareholder 
communication on such matters. 
 
 
 
QUESTION 17 
Do you have any further comments on issues relating to this consultation? 
 
 
There are two distinct capital markets, the investment market which reflects trading between 
investors, and equity investment reflecting the introduction of capital funds into operating 
companies. Gains and losses arising between investors have no direct benefit for companies 
generally. The vast majority of transactions in capital markets do not directly benefit 
companies themselves as they are between external investors, and it is only by share issues 
that investors’ funds find there way into operating companies.  There are indirect influences 
on company finances through company pension schemes and the influences of major 
investor bodies.  The consequence of inter-investor transactions is the desire for investors to 
seek gains as quickly as possible. Companies’ shareholders being driven by a desire for 
short term capital gains and their control and influence over directors’ leads to the situation 
where Boards will seek to meet short term expectations in priority to long term strategies. 
 
It appears that the level of interference in company management by investment mangers is 
excessive.  They are tending to take over the role of directors by influencing board policies 
and do not “take their chances” by reliance on the board, as an individual shareholder would 
expect. 
 
The statutory requirements for periodic communications between shareholders and their 
boards encourages a degree of delegation and accountability to the board which can be 
eroded by the expectations of investor bodies to have on demand informal access to boards 
which might be perceived as excessive and invasive oversight and influence. 
 
Increased globalisation of equity markets has naturally resulted in greater cross border 
investment and the consequences of such have been seen in recent times when the actions 
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of controlling bodies outside of the UK can have a major impact on UK companies and the 
UK economy. 
 
In the past, long term equity investment was made with a view to generating income by 
dividends. Growth in capital values for investors was an incidental consequence of dividend 
returns occurring over a period of years.  Boards were looking at strategies to see operating 
profits increase over the long term and not only influenced by capital growth. Goodwill values 
represented in share prices were a measure of the future long term profit earning potential of 
the company. 
 
There appears to be a reluctance for successful companies to return an appropriate 
proportion of profits to shareholders by way of dividends, and as a general rule, will seek to 
reinvest for  growth and development, feeding the vicious circle of encouraging the 
realisation of short term capital gains. Incentives are required to encourage dividend 
distributions by companies as the primary source of returns to investors. 
 
To change the attitudes of boards of listed companies and their stakeholders from short 
termism to long termism we consider that the most effective impact is through taxation:- 
 
i)  incentivising long term gains, particularly on retirement. 
 
ii)  incentivising investment income from dividends up to a predetermined level for 


investors and for example by giving tax advantages for the issue of redeemable 
preference shares with a minimum redemption period of say, five years so that 
potential volatility in the share price is influenced by the ultimate redemption value. 


 
iii) incentivising the “rolling up” or “plough back” of exceptional profit sharing bonuses for 


directors who defer realisation until retirement from the company after a specified 
minimum period of time. 


 
 
John Vincent, AAT Past President 
January 2011 
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Investor Relations and Markets Committee 


 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills 
1 Victoria Street 
London 
SW1H 0ET 


14 January 2011 
 


Dear Adam 
 
A Long-term Focus for Corporate Britain: Call for Evidence 
 
We are pleased to submit our comments on the above call for evidence. 
 
Who we are 
 
The Hundred Group is a non-political, not-for-profit organisation which represents the finance 
directors of the UK’s largest companies, with membership drawn mainly, but not entirely, 
from the constituents of the FTSE100 Index. Our aim is to contribute positively to the 
development of UK and International policy and practice on matters that affect our 
businesses, including taxation, financial reporting, corporate governance and capital market 
regulation.  Whilst this letter expresses the view of The Hundred Group of Finance Directors 
as a whole, they are not necessarily those of our individual members or their respective 
employers. 
 
Our views 
 
We welcome the consultation by the Department for Business Innovation & Skills and the 
opportunity to respond on these issues. We set out in the Appendix to this letter our detailed 
comments. 
 
We share the Government’s view that successful companies, and the markets in which they 
raise capital, are vital to the health of the UK economy.  In the current economic environment 
the importance of flexible and liquid capital markets cannot be underestimated: Public equity 
has been a significant source of finance for UK corporates, because of the comparative ease 
of access to that financing, notably when credit markets are in flux.  That availability was 
important to a number of companies through the recent recession. 
 
In drawing conclusions and making any recommendations we would encourage the DBIS to 
be mindful that regulatory responses to financial crises should be both balanced (against the 
potential increased cost) and effective (in assisting in alleviating recurrence).  We strongly 
believe that a moderate and appropriate response in this instance is necessary.  Lessons 
can, and indeed should, be learned, but in the context of a financial market which has 
survived the deepest recession of modern times and served most market participants well 
throughout that period.  In our opinion changes and improvements can be made, but 
fundamental restructuring of corporate governance in the UK is not the answer. 
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As directors responsible for the management of many of the UK’s largest Companies, we 
must, and do, have long term strategies for value creation, development and growth.  
Hundred Group members are responsible for the employment of circa 6% of the UK 
workforce and for 24% of all UK corporation tax.  We have a responsibility to our employees 
and to wider stakeholders to ensure the longevity and prosperity of our institutions. Most of 
our shareholders understand that this is important too, and support our aims.  Many would 
also recognise that, sometimes, decisions taken may not be beneficial in the short term, but 
are necessary for longer term growth and development. If well communicated and if 
management have credibility, any short term earnings impact should be more than offset by 
the longer term returns potential and hence be appropriately reflected in the Company’s 
share price. It is this balance between long term growth and the short term investment that, 
in our opinion, has been so vital to the success of UK Plc and has contributed to a vibrant UK 
stock market. 
 
Having said that, there has been over recent years, a trend towards more short term 
investment by professional “day traders”, “prop desks” and some hedge funds of a “long/ 
short” nature, some using algorithmic trading approaches. Some of these investors trade the 
market, not through the equity itself, but through synthetic derivative products such as 
“contracts for difference”, which make beneficial ownership more difficult to establish and 
upon which no stamp duty is paid.  A number of Corporate management teams have also 
been pressured to take actions (such as taking on excessive debt) which with hindsight, have 
not proved to be in the longer term interest of all shareholders.  
 
Over the past few years, access to the equity markets has increased in ease and decreased 
in cost, which has in turn encouraged some of these types of short-term behaviour. On 
balance we applaud greater equity market access and the depth of liquidity which 
accompanies it. However, we also believe that it would be appropriate for the Government to 
review incentives for long-term investment and consider whether a change to fiscal policies 
could be used to support long-termism.  However, we would not support any changes which 
would increase the costs of short-term investment and consequently increase barriers to 
investment. 
 
Please feel free to contact me if you wish to discuss our comments on the proposals. 
 
Yours sincerely 
 


 
 
Robin Freestone 
The Hundred Group – Investor Relations and Markets Committee  
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APPENDIX 
 
The Board of Directors  
1. Do UK boards have a long-term focus – if not, why not?  
Yes, we believe that boards do have a long-term focus. 
 
As set out in the Government’s discussion paper, the role of an effective board is to be 
‘collectively responsible for the long-term success of the company’.  The various 
requirements of a board are established through a number of statutory and other 
requirements, including the Companies Act 2006, the FRC’s Corporate Governance Code 
and listing regulations.  These requirements are not taken lightly.  Indeed, the ability to 
operate effectively would be severely compromised by only taking the short-term view.  In 
order to carry out their responsibilities effectively boards must, and do, develop risk 
assessments and understand strategies established to mitigate these risks.  Without a long 
term view and strategy this is not possible. 
 
From experience, boards routinely review long term strategies, including items such as 
acquisitions, growth strategies, cost alignment, strategic exit options, future valuation of 
businesses and long term financial plans.  Depending on the industry involved these 
projections will be several years forward and involve numerous sensitivities.  For all 
companies decision making will require some long term planning.  For any industries with 
research and development activities, for example, cash inflows can be several years behind 
current year spending.  Indeed, in our discussions with HM Treasury and HMRC, we have 
repeatedly emphasised the need for a stable taxation platform in the UK as strategic 
decisions taken in the short term often will not be value generative until the long-term.  
 
We note here as well the importance of non-executive directors in the construction of an 
effective board.  Non-executives have a vital role to play in challenging and developing 
strategies proposed by executive management, and are also able to bring experiences and 
best-practice from other positions held.   
 
We have commented previously on the strength of the UK Corporate Governance structure, 
and reiterate its importance in ensuring that the deepest recession of recent times has not 
caused the widespread collapse of UK Plc that was initially feared.  This has much to do with 
the strength of our corporate governance – not just in terms of regulation, but the spirit in 
which this is interpreted and implemented by boards across the UK.  The survival of 
companies has both to do with long-term strategies that permit fluctuations in performance in 
the near term, but also to do with short-term flexibility to protect cashflows and respond to 
unprecedented market volatility.  In our opinion this is precisely the balanced relationship that 
our markets, and investors, should reflect. 
 
2. Does the legal framework sufficiently allow the boards of listed companies to 
access full and up-to-date information on the beneficial ownership of company 
shares?  
As noted in the Government’s discussion paper, effective communication with all 
stakeholders, including shareholders, is a key requirement of good corporate governance.  In 
our response to the consultation on the Future of Narrative Reporting we noted the level of 
resource dedicated to Investor Relations which demonstrates the ongoing commitment of 
preparers to clear communication.  As we noted, clear, relevant and timely communication of 
information has been consistently shown to improve investment decisions and boost investor 
confidence.   
 
However, such efforts can be hampered by an inability to identify beneficial owners of our 
shares.  Under Part 22 of the Companies Act 2006, we are able to require those who have 
an interest in the company’s shares, whether through the equity itself or through a synthetic 
or derivative product ( eg a “contract for difference”), to provide information about 
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themselves.   However, this transparency can be significantly reduced when dealing with 
overseas ownership.  In some cases it is not possible for companies to easily identify their 
shareholders - driven by the number of exchanges, transactions and a lack of international 
policy on disclosure.  
  
International investment has been a vital and growing source of funds to UK business, which 
is likely to continue to grow in future as many developing economies open up their 
investment funds to equity ownership opportunities outside their home countries. Faced with 
this trend, we would encourage a European or International framework which would support 
disclosure of ownership at similar thresholds to the current UK requirements. 
 
Shareholders and their role in equity markets  
3. What are the implications of the changing nature of UK share ownership for 
corporate governance and equity markets?  
We support the Government’s view that growing overseas investment has had a positive 
impact on UK business and supported growth in the UK economy.  In particular we welcome 
and encourage such investment and would be opposed to any restrictions which would 
impede cross-border investment. 
 
However, this investment has sometimes come at a price of decreased transparency and 
also a restriction on the ability to regulate investors – as the recent Stewardship code 
demonstrates UK regulation can only regulate UK investors. 
 
The increase in the rate of turnover of shareholdings can cause some tension when long 
term strategies to generate long term growth conflict with shareholders who can focus on 
short term performance and results, for example manifesting in undue focus and attention on 
quarterly performance ratios and results.  In response to this, we continue to ensure that our 
communications with investors are focused to meet both long-term and short-term needs in 
order that both are fairly reflected in share prices. 
 
4. What are the most effective forms of engagement?  
In our experience the most effective forms of engagement are driven through face to face 
and direct engagement, supported by effective ongoing communication through our website, 
publications and investor events. 
 
The most constructive engagement, from our perspective, comes through those relationships 
where investors understand and are aligned with our long term strategy, and hold a 
sufficiently deep understanding of our businesses to challenge and engage constructively 
and objectively. 
 
5. Is there sufficient dialogue within investment firms between managers with different 
functions (i.e. corporate governance and investment teams)?  
In our experience the behaviour within investment firms varies significantly.  We have had 
experience where, in our opinion, there is insufficient dialogue between investment and 
corporate governance teams, but also good examples of consistent, coherent behaviour.   
 
6. How important is voting as a form of engagement? What are the benefits and costs 
of institutional shareholders and fund managers disclosing publically how they have 
voted?  
Voting is a key part of shareholder engagement and an integral part of the Corporate 
Governance framework. 
 
We cannot comment on the costs to institutional shareholders and fund managers of public 
disclosure of their voting records. However we can assess the volume and frequency of AGM 
voting required and would question whether the volume of data then to be disclosed is really 
an impediment, particularly if restricted to abstentions and negative votes. 
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We note with some concern the trend for smaller investment funds to outsource to third party 
“specialist” companies their AGM voting responsibilities and would like to ensure that 
adequate control is exercised by the ultimate equity holder of how their votes are cast by 
their agents. 
 
7. Is short-termism in equity markets a problem and, if so, how should it be 
addressed?  
We note the comments made in the Government’s discussion paper over the changes in the 
marketplace which have encouraged short-termism, including a reduction in costs and 
improvements in technology which have improved access to equity markets.  As an 
overarching principle we strongly support an open market and would be opposed to any 
measures that would restrict an open market, or indeed a mindset that only long-term 
behaviour is beneficial to companies.  Whilst some long-term behaviour is undoubtedly 
helpful and more likely to be aligned to the strategy of the company and the board, short-
term behaviour can also be constructive and provide vital flexibility and agility to the market. 
However, the growing trend towards algorithmic trading in equity; through “contracts for 
difference” and via other short term methods needs careful and ongoing assessment. We 
note that some synthetic equity products do not attract stamp duty, which would itself appear 
to incentivise trading through these products.  
 
Given the change in the market, we would consider it appropriate for the Government to 
consider whether long-term behaviour should be encouraged.  We would not support any 
changes which would increase the costs of investing or changing investments.  
 
8. What action, if any, should be taken to encourage a long-term focus in UK equity 
investment decisions? What are the benefits and costs of possible actions to 
encourage longer holding periods?  
In our opinion long term behaviour could be appropriately encouraged through a review of 
fiscal incentives, particularly when compared with those available to holders to debt, rather 
than equity. 
 
9. Are there agency problems in the investment chain and, if so, how should they be 
addressed?  
We would encourage a review of the investment chain and the nature of fees charged and 
the incentives, or disincentives, that this may create with respect to underlying trading.  In 
order to encourage a platform whereby investment decisions and recommendations are truly 
independent there should not be a significant difference in fee earning for investment 
portfolios which frequently change their underlying investments and those that do not, other 
than that which is driven by a change in value of the underlying investments.   
 
10. What would be the benefits and costs of more transparency in the role of fund 
managers, their mandates and their pay?  
Whilst we are not primarily placed to comment on the benefits and costs of such a proposal 
we would note the benefits of increases to the disclosure of the role of directors and their 
remuneration and the parallel that can be drawn between the two sides of the investment 
chain.   
 
In improving the transparency of the mandate of directors, how their remuneration is set and 
what their objectives are, investors were given a clearer basis to make investment decisions. 
 Likewise, when considering who to ask to manage their investments we believe that 
investors should be able to have a clear understanding of how their managers are 
remunerated.  In our opinion transparency, to an appropriate level of detail, would be a 
constructive improvement to the investment chain. 
 
Directors’ Remuneration  
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11. What are the main reasons for the increase in directors’ remuneration? Are these 
appropriate?  
In order to appropriately consider Director’s Remuneration there must be a recognition of the 
platform on which our members operate.  The UK’s largest companies operate on a truly 
international basis.  As such, when appointing, rewarding and retaining their Directors, 
boards understand that there is an element of international competition which must be 
reflected in salaries.  We have seen a number of times that individuals operating at this level 
are not averse to geographic relocations to take up positions in the company of his/her 
choice. 
 
As noted in the Government’s discussion, CEO pay in the US is considerably higher than 
that of the UK.  Against this background we would not be supportive of any measure which 
results in the UK being put at a competitive disadvantage in terms of attracting top talent for 
the most senior management positions.   
 
This is, however, an area where the law of unintended consequences can have a significant 
impact. It could be observed that the combination of most Corporates wishing to provide at a 
very least “median pay” plus increased disclosure of directors remuneration has itself been 
instrumental in driving market prices in this area upwards.    
 
As a representative body for Financial Directors we make no further detailed comments on 
this issue, but provide our support for undertaking changes to disclosures to improve 
transparency of remuneration decisions if the Government consider this appropriate. 
 
12. What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration?  
We see little benefit in this proposal, but would reference our answer to question 11. 
 
13. Are shareholders effective in holding companies to account over pay? Are there 
further areas of pay, e.g. golden parachutes, it would be beneficial to subject to 
shareholder approval?  
Shareholders already have very significant rights in this area which are appropriately 
exercised. 
 
14. What would be the impact of greater transparency of directors ‟ pay in respect of:  


• linkage between pay and meeting corporate objectives  
• performance criteria for annual bonus schemes  
• relationship between directors’ pay and employees’ pay?  


Given the scale of reporting of directors remuneration already, we would have some difficulty 
establishing what additional data could usefully be disclosed. 
 
Takeovers  
15. Do boards understand the long-term implications of takeovers, and communicate 
the long-term implications of bids effectively?  
Yes, we believe that boards do understand, and fully consider, the long-term implications of 
takeovers.  Indeed, a lack of consideration would be indicative of a board not carrying out its 
fiduciary duty.  In our experience, significant time and focus is given to the long-term 
strategic ‘fit’ of the company to be acquired, the future value to be generated and the 
correlation between this and the amount to be paid. 
 
In our response to the consultation by the Takeover Panel we noted that, in our opinion, 
guidance over disclosures for offeror’s intentions post acquisition could be improved, and 
suggested that a Practice Statement could be an appropriate way of implementing such a 
change.  We refer Government to the responses made by investors as to whether or not they 
consider communication has been effective in past cases. 
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In our letter to the Panel we also reinforced our commitment to a UK market which 
encourages investment both domestically and from overseas, and the creation of a 
regulatory environment which permits investment and acquisition in a free market.  The UK 
market has long benefited from investment through takeovers and we would caution against 
any changes which might place UK companies in a disadvantageous position when 
considering acquisitions or when being acquired. 
 
16. Should the shareholders of an acquiring company in all cases be invited to vote on 
takeover bids, and what would be the benefits and costs of this?  
In our opinion the current requirements for shareholder voting are already appropriately rated 
to ensure that voting is required when bids are made on significant transactions.  We would 
be concerned that such a requirement would primarily serve to increase regulation with 
limited, if any, benefits. 
 
Other  
17. Do you have any further comments on issues related to this consultation?  
No. 
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Introduction 
 
1. The FRC shares the Government’s belief in the importance of open, 


efficient and transparent capital markets, which need to be underpinned 
by effective corporate governance and reporting. The FRC also shares the 
Government’s concern that too often companies’ strategic decisions and 
owners’ investment decisions may be driven by short-term considerations.  


 
2. The FRC therefore welcomes the Government’s decision to initiate a 


debate on how to restore a more long-term focus to the markets. As noted 
in the FRC’s response to the European Commission’s Green Paper on 
corporate governance in financial institutions, this debate must not be 
confined to the UK, and the outcomes of the current consultation should 
also inform the UK position in the various negotiations that will be taking 
place in Europe during 2011. 


 
3. As the discussion paper notes, the FRC took a number of actions during 


2010 intended to increase the effectiveness of corporate governance and 
reporting.  


 
4. A strengthened UK Corporate Governance Code came into effect in June, 


which included changes to encourage boards to think more carefully 
about the sustainability of their business model and the risks to delivering 
it, to make them more accountable to the owners, and to link their 
remuneration more explicitly to the long-term success of the company. 


 
5. In July the FRC published the UK Stewardship Code, with the aim of 


fostering a critical mass of investors with a long-term focus and 
encouraging them to be more active in monitoring and engaging with the 
companies in which they invest, to act as a counterweight to short-term 
pressures on boards.  


 
6. In August the FRC, through the Professional Oversight Board and 


Auditing Practices Board, published a discussion paper on what audit 
firms need to do to ensure that auditors are appropriately sceptical in 
practice, and how companies and others can facilitate this in the interests 
of investors and other company stakeholders. 


 
7. More recently, the FRC published earlier this month “Effective Company 


Stewardship: Enhancing Corporate Reporting and Audit” as a 
contribution to the debate initiated by the Government. It contains a 
number of proposals to promote high quality reporting and auditing, 
particularly in relation to business strategy and risk management. They 
include proposals to place greater emphasis on the role of the audit 
committee, to expand the audit report and to encourage greater investor 
involvement in the appointment of the auditors.    







 


 
 
 


 


 
General comments 
 
8. The FRC believes that the actions outlined above can make an important 


contribution to addressing some of the concerns raised in the discussion 
paper about short-termism and the agency problem.   


 
9. The Department’s paper has rightly highlighted the relationship between 


fund managers, their clients and the companies in which they invest. 
However the FRC also believes that there are other significant drivers of 
short-termism that have not been identified in the paper. Unless these 
other drivers are recognised and, where possible, addressed, there is a 
danger that the actions already taken by the Government, FRC and FSA – 
and any further actions envisaged as a result of the current consultation – 
may have only a limited effect.  Whilst they may alleviate aspects of short-
termism, they would do so without tackling some of the fundamental 
causes. 


 
10. Other potentially significant drivers of short-termism whose impact needs 


to be understood and further considered include, in no particular order: 
 


• The desire for deep liquid markets, which may have contributed to a 
culture that encouraged trading rather than ownership; 


 
• Long term savings being directed away from the UK equity market, as 


a result of Defined Benefit pension schemes adjusting their distribution 
of assets, and the extent to which solvency standards based on market 
values have contributed to this trend; 


 
• The influence of investment banks and other corporate advisers, who 


may be incentivised to push companies towards actions that generate 
fees, irrespective of whether they are in the long-term interest of the 
company; 


 
• The influence of leverage, as reflected in the behaviour of some hedge 


funds; 
 


• The lack of transparency about the objectives of the different parts of 
the investment chain, and their incentives, including remuneration; 


 
• The increased popularity of share buybacks, which contribute to short 


termism because they encourage management to seek to manipulate 
the share price for short term advantage, as opposed to dividends 
which require the ability to generate cash over the longer term; and 


 
 







 


 
 
 


 


• The impact of other changes such as faster moving markets, the need 
for a quicker return on investment in R&D, and labour market 
flexibility that might have contributed to a shorter term perspective.  


 
Detailed comments 
 
11. The remainder of the paper comments on the four subjects highlighted in 


the discussion paper: the role of boards; the role of shareholders; directors’ 
remuneration and takeovers. The FRC has not sought to comment on all 
the issues raised in the discussion paper, but our response indicates where 
the remarks relate to a specific question. 


 
The Board of Directors 
 
12. As paragraph 3.4 of the discussion paper notes, effective boards draw on 


broad pools of talent with varied and complementary skills, experience 
and perspectives, and the updated UK Corporate Governance Code issued 
in June 2010 incorporates changes to emphasise the need for the board to 
be fit for purpose and capable of delivering the company’s long-term 
strategy.  


 
13. These include a new requirement to have due regard to diversity when 


making new appointments to the board. In its response to the Davies 
review, the FRC has supported further disclosure, recommending that 
boards should state in their annual report whether, in conducting their 
board evaluation, they have considered diversity, what their approach is 
to this issue, and how they have sought to give effect to it in their 
nominations processes and instructions to head hunters. 


 
14. The FRC believes that the current directors’ duties, as summarised in 


paragraph 3.5, remain valid and are an appropriate framework for acting 
in the interests of, and reporting to, shareholders and stakeholders. Rather 
than considering changes to these duties, the focus should be on 
improving the application of the current framework, particularly in how 
longer term issues such as sustainability are addressed. 


 
15. The role of narrative reporting and the OFR should be considered in this 


context. The FRC’s views on the future of narrative reporting were set out 
in its response to the Department’s consultation on that issue. Suffice to 
say, the FRC shares the concerns about the quality of communication 
between companies and their owners raised in paragraphs 3.9 to 3.12 of 
the paper, and would support properly targeted reforms to improve the 
usefulness of narrative reporting. As noted in paragraph 7 above, the 
FRC’s own discussion paper, “Effective Company Stewardship: Enhancing 
Corporate Reporting and Audit”, proposes a number of such reforms.  


 







 


 
 
 


 


16. The FRC agrees that consideration should be given to the appropriate level 
of assurance to be attached to the annual report (paragraph 3.12). There is 
a good case for it to be subject to external review. However, a narrative 
report that incorporates forward-looking information cannot be audited in 
the same way as historical accounts and it would be misleading to leave 
investors with the impression that such a report would be as securely 
assessed as the accounts are by the “true and fair” opinion. In addition, we 
must avoid the risk of directors not reporting openly and auditors not 
giving and valuable assurance because of the fear of exposing themselves 
to litigation. 


 
Shareholders and their role in equity markets 
 
17. The FRC agrees with much of the analysis in this section of the discussion 


paper. The changing nature of the investor base over the last twenty years 
or so has had significant implications for UK listed companies and for the 
operation of the market as a whole.  


 
18. As well as the perceived overall impact on market behaviour, this trend 


has significant implications for the UK approach to corporate governance, 
which assumes that shareholders and boards have a common interest in 
delivering long-term success, and that the shareholders will hold boards to 
account if they fail to act in those interests. 


 
19. The declining share of the market held by those owners traditionally 


characterised as “long term”, combined with regulatory and market 
pressures on those owners to adopt a more short-term approach, widely 
spread investment portfolios and the growth of alternative investment 
models has contributed to concerns that shareholders are failing to 
monitor boards properly or that they are encouraging them to pursue 
short-term gains at the expense of sustainable returns.  


 
20. It is necessary to rebuild the critical mass of investors seeking long-term 


returns who have the willingness and capacity to hold boards to account. 
It was for that reason that the FRC agreed to take responsibility for the UK 
Stewardship Code, as recommended by Sir David Walker.  


 
21. As of the end of December, 125 organisations had committed to apply the 


Code, including 25 of the thirty largest investors in terms of their holdings 
on the UK Main Market. The overwhelming majority of these 
organisations are investment managers. This is an extremely encouraging 
response, but it is still early days and it will take time before the real 
impact of the Code can be felt. And, as noted in our general comments, 
that impact will be limited unless other drivers for short-termism are 
addressed. 


 







 


 
 
 


 


22. The discussion paper rightly focuses on the role of the investment 
manager. While not disagreeing with the basic analysis in the paper, the 
FRC considers that it understates the role of the asset owners. Investment 
management firms are commercial operations. If their clients begin to 
demand sustainable returns and increased monitoring of and engagement 
with companies in which managers invest on their behalf, and if they 
begin to award mandates on this basis, investment managers will have to 
respond.  


 
23. That demand is not currently as widespread as one would wish, although 


the FRC believes that awareness is increasing. Some asset owners have 
already signed up to the Stewardship Code and the National Association 
of Pension Funds has issued guidance to its members on the subject. But 
any strategy to address short-termism must include engaging with asset 
owners and investment consultants and addressing any pressures on the 
owners themselves to adopt a short-term approach, as identified in 
paragraph 10 above. 


 
24. Where owners do have longer-term objectives there are often barriers that 


make it difficult for them to make sure they are being met, such as lack of 
resource.  The paper rightly identifies the lack of transparency within the 
investment chain as a significant barrier. The disclosures made against the 
Stewardship Code will begin to address this, but the FRC agrees that 
consideration needs to be given to more transparency (Question 10), 
including on the remuneration and performance incentives of investment 
managers. If appropriate, additional disclosure requirements could be 
incorporated into future iterations of the Stewardship Code, which the 
FRC will keep under regular review; regulation might be an option for 
some disclosures. 


 
25. Many investors already disclose their voting policies and records, and 


they are encouraged to do so by the Stewardship Code (Question 6). If 
mandatory disclosure of voting records were considered desirable, it 
would be necessary to take great care in determining the format for any 
such disclosures, and to allow a degree of flexibility where possible. A 
blanket requirement to disclose all votes could be costly to fulfil, 
particularly for institutions running multiple funds, and too detailed to be 
of much value to clients and other interested parties.  


 
26. Further consideration should be given to awarding extra rights to long 


term shareholders (Question 8), although the FRC would not support extra 
voting rights as these could encourage entrenchment and protection. An 
alternative approach could be to give long term shareholders additional 
scope to initiate action.  


 
 







 


 
 
 


 


27. Approaches adopted in other markets are worthy of consideration. For 
example, the arrangement in Brazil under which a qualified shareholder 
can solicit proxy votes from other shareholders might be useful in cases 
where the board had not responded to representations; while the Swedish 
principle of shareholder-led nomination committees might be adapted to 
give qualified shareholders a more proactive role in certain circumstances, 
for example in the process of appointing new non-executive directors or 
the external auditor.  


 
Directors’ Remuneration 
 
28. In June 2010 the FRC introduced a number of changes to the sections of 


the UK Corporate Governance Code dealing with remuneration policy 
and procedures. These include a new principle stating that the 
performance-related elements should be designed to promote the long-
term success of the company, and provisions stating that payouts under 
incentive schemes should be subject to non-financial performance criteria 
where appropriate and compatible with the company’s risk policies and 
systems, and that companies should consider provisions that enable them 
to reclaim variable components in cases of misstatement or misconduct. 
The recommendation that the directors of FTSE 350 companies should be 
subject to annual election should also make remuneration committees 
more accountable. 


 
29. It is too early to say to what extent these changes, and other regulatory 


changes introduced since the financial crisis, will affect companies’ 
behaviour and the remuneration levels of executive directors, but the FRC 
believes these measures should be given time to have an impact before 
additional regulatory requirements are introduced. 


 
30. While there is some truth in the comments referred to in paragraph 5.11 of 


the paper about the performance of remuneration committees, the FRC is 
not persuaded that changing the structure of the committee is the most 
appropriate way to address these concerns (Question 12). Nor does the 
FRC agree with the argument in paragraph 5.12 that broadening the 
membership of the committee would necessarily reduce the influence of 
remuneration consultants.  


 
31. Concerns might be better addressed by ensuring that the pool of non-


executive directors on the board, from whom the committee will be 
selected, collectively have the independence, expertise and sensitivity to 
wider factors necessary to carry out their role properly. Attention needs to 
be paid to board composition, selection, development and evaluation, all 
topics on which the UK Corporate Governance Code has recently been 
strengthened. 


 







 


 
 
 


 


32. As regards remuneration consultants, the FRC supported Sir David 
Walker’s recommendation that consultants should develop a code of 
conduct addressing potential conflicts of interest and establish a 
professional body to oversee this code. It would be appropriate to review 
progress to date and what might be done to increase the impact of the 
code.  


 
33. The FRC agrees with the comment in paragraph 5.13 that it is often 


difficult to see the wood for the trees when looking at remuneration 
reports. While companies must bear much of the responsibility for this, the 
patchwork nature of the requirements on them - remuneration reporting is 
prescribed by five different sources in the UK1 – does not help matters. If 
additional reporting requirements are to be considered (Question 14), 
existing requirements should be rationalised as part of that exercise. 


 
34. The FRC is not persuaded that creating requirements for additional 


specific votes on individual issues such as one-off payments or the 
Business Review, as suggested in the Department’s discussion paper on 
the future of narrative reporting, is a desirable trend (Question 13). As 
noted above, the FRC considers that the introduction of annual elections 
for directors of FTSE 350 companies will increase the ability of 
shareholders to hold boards and remuneration committees to account, and 
might be expected to be a more effective discipline that a proliferation of 
subject-specific resolutions. That said, it would be appropriate to consider 
the arguments for and against replacing the existing advisory vote on the 
remuneration report with a binding vote on the remuneration policy.  


 
Takeovers 
 
35. The FRC supports the changes to the Takeover Code proposed by the 


Takeover Panel in its October report. In its response to the Panel’s earlier 
consultation, the FRC expressed concern that, in attempting to protect 
good boards from unwanted bids driven by short-term considerations, 
measures should not be taken which served to entrench bad boards. 


 
36. For this reason, the FRC was opposed to the proposal to raise the 


acceptance threshold for takeovers to 60 per cent, which it considers 
would weaken shareholder rights and make it more difficult for minority 
shareholders to exercise their stewardship responsibilities effectively. 


 
 
 
                                                 
1  The Large and Medium-sized Companies and Groups (Accounts and Reports) Regulations 
2008; the Listing Rules; the UK Corporate Governance Code; IFRS 2 (Share Based Payments) 
and IAS24 (Related Party Disclosures). There are additional requirements in the financial 
services sector. 







 


 
 
 


 


37. The FRC also opposed the proposal to remove voting rights from shares 
acquired during the voting period. As well as the practical considerations, 
it was sceptical that such a change would reduce the incentive for long-
term holders to “top-slice” their holdings; the incentive could increase as 
the absence of pressure from short-term shareholders for an increase in the 
bid price limited any potential market upside.  


 
 
 
 
 
Financial Reporting Council  
January 2010 
 
 
 








 
 
 
A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
Call for Evidence Response Form 
 
A copy of the consultation available at: http://www.bis.gov.uk/consultations. 
 
Responses to the Consultation should be received by 14 January 2011. 
 
Completed copies of the response form should be returned: 
 
Via email to: clgconsultations@bis.gsi.gov.uk 
 
Via post to:  
 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London 
SW1H 0ET 
 
 
Name:  Peter Boreham, Head of Executive Remuneration (UK) 
 
Organisation (if applicable): Hay Group 
 
Address:  33 Grosvenor Place 
  London  
  SW1X 7HG 
 
 
 
 
 
Please tick the box from the following list of options that best describes 
you: 
 
 Quoted company 
 Other company  
 Investor or investment manager 
 Business representative organisation 
 Investor representative organisation  







 Non governmental organisation (NGO) 
 Trade Union 
 La wyer or accountant 


 Other (e.g. consultant or private individual) 
 
 
Opening comments 
 
Hay Group is a management consultancy which – amongst other 
activities – gives advice to remuneration committees and/or executive 
management on senior executive remuneration. 
 
We have limited our comments to areas where we have professional 
expertise, primarily in the area of director remuneration. 
 
 
 
The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
Our experience of working with boards and executives on the issue of 
remuneration indicates that their focus in this area is not always long 
term. We have seen that remuneration is greatly weighted towards short 
term targets.  This could be symptomatic of a wider short-termism, 
partly driven by:  
 


• short term investors (the average shareholding period in the UK  
has reduced from a couple of years in the 1980s to 7 months in 
2010) 


• increasing investor focus on short-term financial performance. 
 
 
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to acce ss full and up-to-date information on the  bene ficial 
ownership of company shares? 
 
Comments 







 
No comment on this question 
 
 
 
 
 
 
 
 
Shareholders and their role in equity markets 
 
Question 3: What are the impli cations of t he changing nature of UK s hare 
ownership for corporate governance and equity markets? 
 
Comments 
 
As the percentage ownership of UK plcs by UK based funds (life 
insurers and pension funds) has fallen, the views of actual shareholders 
(as opposed to trade bodies and proxy voting agencies) have become 
ever more diverse.   
 
However, the tendency of some non-UK funds to automatically follow 
the advice of proxy voting agencies has frustrated a number of our 
clients who wish to engage directly with their shareholders.  If this trend 
continues, it could risk undermining the ‘comply or explain’ principle. 
 
 
Question 4: What are the most effective forms of engagement? 
 
Comments 
 
Our experience in the area of executive remuneration shows that direct 
dialogue between companies and actual shareholders can be a powerful 
basis for engagement.  
 
Less effective are: 
 


• investor attempts to outsource engagement to third-parties or 
their governance departments (without active involvement from 
investment teams) 


• attempts to engage with a large number of investee companies 
without having the necessary resources or a deep enough 
understanding of each business.  


 
 







  
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
 
Some investors claim that fund management and corporate governance 
teams are joined up in their institutions.  Whilst this might be true in 
some instances, our experience suggests it is not always how it appears 
to companies engaged in shareholder consultations around 
remuneration issues: we are aware of companies who have discussed 
and received positive comments on their proposals from fund managers 
only to then receive a vote against by the proxy voting team when the 
proposals are tabled at the AGM. 
 
That said, it appears to us that organisations with strong Boards who 
have won the trust of fund managers are sometimes given more ‘rope’ 
by the governance community, which may imply a degree of joined-up 
thinking in investor firms.   
 
 
   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
 
The main benefit of voting transparency is that it allows policyholders 
and unit-holders to see how ‘their’ shares have been voted. 
 
The main cost is that fund managers may feel reluctant to support 
something they agree with if they perceive that to do so may court 
controversy. 
 
 
 
Question 7 : Is sh ort-termism in equity markets a problem and, if so, h ow 
should it be addressed? 
 
Comments 







 
No comment on this question 
 
 
 
 
 
 
 
Question 8: What action, i f any, should be t aken to encourage a l ong-term 
focus in UK equity  investment decisions? What are the be nefits and c osts 
of possible actions to encourage longer holding periods? 
 
Comments 
 
 
No comment on this question 
 
 
 
 
 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
 
We see a degree of misalignment between the interests of institutional 
investors and their clients. 
 
In general, institutional investor firms win more business and their 
managers are paid more when they outperform their peers for a given 
level of risk.  As such, their focus is often on relative rather than 
absolute performance.  To some degree this is misaligned to the 
interests of the pension scheme members and life insurance company 
policyholders whose funds are being managed and who – as a rule – are 
more interested in absolute returns, for a given level of risk, than in 
relative performance. 
 
This focus on relative performance can be seen in our own field of 
executive remuneration.  Institutional investors prefer rewards for 
executives in investee firms to be based on relative rather than absolute 
share price performance, even in firms which are not mature and 
cyclical.  
 







By contrast, in the private equity field the long term remuneration of 
both the PE firms themselves and the executives of investee firms tends 
to be based on absolute performance. 
 
This presents a problem for Remuneration Committees and managers 
who should focus on the absolute return they can generate from 
shareholders’ capital rather than return relative to other companies. 
 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
 
We believe greater transparency would make it easier for individuals 
and corporate bodies seeking to find the right fund manager.  This 
transparency would also enhance the dialogue between fund managers 
and investee companies.  Finally, such transparency would remove the 
current concern of investee companies that the pay standards fund 
managers expect of them do not apply within the fund management 
companies themselves. 
 
Our concern is that the regulations would almost certainly become 
heavy handed, leading to long, complex and expensive disclosures.  
Such disclosures would risk baffling the non-specialist reader and/or 
lead to long, meaningless ‘boiler plate’ text.  Both these outcomes have 
arisen in respect of the remuneration disclosures required from listed 
companies. 
 
 
Directors’ Remuneration 
 
Question 11 : What are the main reasons for the  i ncrease in di rectors’ 
remuneration? Are these appropriate? 
 
Comments 
We see the reasons for executive pay growth as follows. 
 
Benchmarking.  There is no doubt that market benchmarking has 
contributed to the growth in executive pay.  However, we do not think 
the very large increases that have occurred over the last 10 years or so 
can be explained by benchmarking alone (which has been around for 
considerably longer).  We would also note that companies that do not 
benchmark pay tend – on average – to pay more than those who carry 
out sophisticated benchmarking.   
 







Disclosure.  Pay transparency has undoubtedly made senior executives 
more aware of what their peers earn which in turn has put pressure on 
remuneration committees to increase pay.  However, we would note 
that: 
 
• elsewhere in Europe, countries where remuneration disclosure is 


limited (e.g. Russia) or has been limited in the past (e.g. Switzerland) 
are often among the highest payers – the same is true in firms and 
industries within the UK where there is no pay transparency (e.g. 
hedge funds) 


• pay disclosure often provides an incentive for Remuneration 
Committees to take action on hard-to-justify pay arrangements (for 
example the recent reduction in the provision of executive 
perquisites in the US followed new disclosure requirements) 


• the same transparency gives non-executive directors the ammunition 
to make an informed response to executives whose claims to be 
behind the market are based on selective or inappropriate 
comparisons. 


 
Governance 1.  Until the recession, the governance community had an 
explicit focus on pay design rather than pay quantum.  It also used to 
consider pay on an element-by-element basis rather than reviewing the 
package as a whole.  Today there is far more focus on the absolute level 
of total pay. 
 
Governance 2.  The formal and informal guidance produced by the 
Association of British Insurers, the National Association of Pension 
Funds and other parts of the governance community has – to some 
extent – had unintended consequences.  The requirements to make 
incentive pay more long term and to ensure that share plans have 
stretching performance conditions has reduced the perceived value of 
incentive plans.  At least part of the significant growth in pay between 
1997 and 2007 was implicit ‘compensation’ for this, as illustrated in the 
diagram below. 
 
 







 
 
Pay dysfunction.  The tendency of remuneration committees to follow 
‘market practice’ and investor guidance has led to a situation where the 
pay of executives is often imperfectly aligned to business strategy (and 
to the legitimate preferences of the executives themselves).  If pay had 
been better aligned to business strategy, we believe that this would 
have mitigated some of the significant growth in pay between 1997 and 
2007.  
 
Consultancies.  We believe that some practitioners in our own industry 
have contributed to pay growth.  Endorsing pay restraint is not always 
in the adviser’s commercial interests and last year we lost a client in 
part because our recommendations fell short of the CEO’s own pay 
expectations. 
 
We also see three other possible causes of executive pay growth, 
though to our knowledge comprehensive hard evidence for these is 
limited. 
 
Corporate restructuring. As companies have sought leaner operating 
models they have systematically stripped out tiers of management from 
their organisation. This has left the management in situ with more 
responsibility and accountability than was the case prior to 







restructuring. This additional responsibility and accountability needs to 
be paid for and as a consequence senior management pay has 
increased although overall costs should have come down. 
 
Real and perceived talent shortages.  Both real and perceived talent 
shortages –  in particular at the levels of management one or two levels 
below the Board – reflecting the demographic change in our population, 
has led to pay inflation at these levels as companies compete for talent. 
This pay inflation has lifted pay levels at the levels above – i.e. executive 
directors – as companies seek to maintain a gap in pay between the 
executive directors and talent below them. 
 
The importance of human capital/the superstar CEO. Once companies 
have chosen their strategy, made their operations as efficient as 
possible and ensured their finance is as efficient as possible, the only 
remaining source of competitive advantage is the quality and capability 
of their leadership and employees. Consequently companies will/should 
seek out the best talent – who invariably command a premium. The cost 
of a more expensive executive is negligible compared to that of the 
organisation’s entire cost base and so the investment is considered 
worthwhile by Remuneration Committees. Companies who do not pay or 
aim to pay at a minimum of market rate are effectively sending a signal 
to the market that they do not have the best possible talent in place to 
run the organisation – arguably a sell signal. 
 
It is the combination and co-incidence of all the factors above which 
has, in our view, led to executive pay growth. However, the most 
significant of these is ‘pay dysfunction’ - the tendency of remuneration 
committees to automatically follow ‘market practice’ and investor 
guidance. 
 
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
 
One of the key problems with remuneration committees is that their 
members lack expertise in remuneration design.  By contrast, most 
other Board activities and committees (e.g. audit, nomination, risk) are a 
better fit with the experience non executives have gained from their 
current or previous full time roles. 
 
As a result, committees often focus on the market and compliance (i.e. 
with actual or perceived investor requirements) rather than on designing 
pay arrangements that are fit-for-purpose.  This has led to stagnation 







and – in too many cases – a situation where remuneration packages 
don’t satisfy any set of stakeholders. 
 
This implies that there may be value in adding members who have HR 
and reward experience but who perhaps lack the all-round business 
experience perceived to be required for a full non executive role in a 
listed company.  We have a large but non-listed client which has 
recently engaged a retired reward consultant in this role and – on the 
evidence of his first few months – he is adding value to the process. 
 
Employee representation has – in principle – some advantages.   In 
particular, it would lead to the ‘reasonable man in the street test’ 
becoming part of the remuneration landscape.  However there is a 
significant risk that such representation would become politicised in 
some companies and thereby increase tensions in what is already a 
“difficult” committee.   Moreover, there is no evidence that executive 
pay is lower in other European countries where employee 
representation is common.  We therefore do not believe that such an 
approach should be mandatory although it might be encouraged. 
 
 
Question 13 : Are shareholders effect ive in holding compani es to account 
over pay? Are there  further areas of pa y, e.g. gol den parachutes, i t would 
be beneficial to subject to shareholder approval? 
 
Comments 
 
Shareholders have been effective in enforcing compliance in their key 
areas of focus.  Their impact has been far wider than the evidence of 
‘no’ votes might suggest, since controversial proposals are often 
modified or abandoned long before any formal vote.  Shareholders have 
made a particularly positive contribution to the reduction in contract 
terms (golden parachutes) – see below. 
 
On the negative side, shareholders tended – until recently – to focus on 
compliance rather than effectiveness.   
 
However, we believe that investors have ‘upped their game’ in the last 
two years.  They are now more sophisticated in considering the pay 
package as a whole, in encouraging pay that is fit-for-purpose rather 
than just market-typical and in tracking pay quantum as well as design. 
 
We have a concern about investors that automatically follow advice 
from proxy voting agencies, which has made it difficult for companies to 
provide bespoke rather than market-driven pay.  The business model 
employed by most proxy voting agencies requires the use of bright but 
inexperienced analysts who follow a check-list, which makes it hard to 







assess new or unusual pay designs. The same model makes it difficult 
for these analysts to develop a deep business knowledge of the 
companies whose pay designs they are assessing, therefore resorting 
to ‘market practice’ as the de facto reference point.  
 
We do not believe that it would be helpful to expand voting on 
remuneration issues.  On the specific issue of termination payments, 
these are now lower (as a percentage of salary) than in the past or than 
in many other countries.  (It should be remembered that 10-15 years ago 
three year contracts were the norm.) Whilst lower payments might be 
desirable in principle, in practice this would be hard for remuneration 
committees to achieve.  This is because: 
 
• employment legislation and the need to manage the Company’s 


reputation make it difficult to dismiss an executive unilaterally for 
poor performance 


• at the time of exit, the Company generally wishes to avoid any legal 
problems that would be an unwelcome distraction and could lead to 
revelations that might damage its reputation 


• at the time of appointment the new executive is in a strong 
negotiating position. 


 
 
 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


• linkage between pay and meeting corporate objectives 
• performance criteria for annual bonus schemes 
• relationship between directors’ pay and employees’ pay? 


 
Comments 
 
We have a general concern about further regulation in the area of 
disclosure.  At present, disclosures are long and complex and further 
regulation would risk making this worse.  Our comments on the specific 
questions raised above are as follows. 
 
Linkage between pay and meeting corporate objectives.  We believe that 
most companies are very poor at explaining these links.  This is partly 
because the Directors’ Remuneration Report is treated as a technical 
‘disclosure’ document prepared by HR and legal specialists and which 
therefore, does not join-up with the rest of the annual report.   
 
More significantly, we would also note that many companies’ incentive 
plans are not particularly well aligned to their own, unique corporate 
objectives, instead following market-typical models which may not be 







suitable.   
 
Finally, we have carried out research into annual bonus performance 
criteria to assess their link to shareholder returns. When looking at the 
FTSE All Share Index, we found that most of one year, backward-looking 
financial measures used in company bonus plans have little to no 
correlation to long term shareholder returns.  
 
Performance criteria for annual bonus schemes.  Most companies are 
far too vague about disclosing performance criteria.  Whilst disclosing 
the targets themselves would raise confidentiality and other issues, 
there is no reason why all or most of the metrics used should not be 
disclosed since these ought to align to the strategy and objectives set 
out elsewhere in the Annual Report. 
 
Having said all the above, there is a problem with disclosing more about 
the annual bonus.  The problem occurs when payments are based in 
part on qualitative and lead indicators rather than purely on lagging 
financial metrics and where disclosing poor performance may cause 
problems for the company.  (For example, a Company might be reluctant 
to disclose that the CFO did not receive the “leadership/behavioural” 
element of his/her bonus). 
 
Relationship between directors’ pay and employees’ pay.  We believe 
that it is important for Remuneration Committees to ensure that the 
relationship between directors’ pay and employees’ pay is appropriate 
and defensible.  We do not endorse the publication of ratios between top 
pay and that of the average or lowest paid worker as these are distorted 
by: 1) company size (larger companies have bigger ratios); 2) sector 
(employee pay is inevitably higher in sectors that employ highly skilled 
workers); and 3) by business shape including the extent to which the 
business operates in developing markets, uses outsourcing etc.  We 
would also note that our research finds no statistically valid correlation 
between the pay ratio (highest to average) and company performance, 
even when adjusting for sector. 
 
 
Takeovers 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 







 
 
 
No comment on this question 
 
 
 
 
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
 
 
No comment on this question 
 
 
 
 
 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
 
We have three main concerns about our own field of executive 
remuneration, as follows. 
 
Fit-for-purpose pay. We believe that too many companies have blindly 
copied one another instead of designing fit-for-purpose pay 
arrangements.  However, this problem is starting to be fixed by the 
market as: 1) Remuneration Committees try to achieve better value for 
money from pay by better design and 2) institutional investors require 
business-based rather than market-based justifications for changes to 
executive pay. 
 
Long term remuneration.  We believe that the pay of executive directors 
(including CEOs) is too closely aligned to annual, backward-looking 
financial measures of performance at the expense of long-term value 
creation.  Backward-looking financial performance is – in many 
companies – significantly influenced by cyclical and other external 
factors and the metrics used are often poorly aligned to long term value.  
We would prefer to see pay more strongly linked to long term value 
creation and to effective execution of strategy. 







 
Absolute performance.  We believe that alignment to ultimate investors 
(i.e. pension fund members, life insurance policyholders etc.) has 
diminished.  Long term executive pay tends to be linked to relative 
performance and/or for three year earnings growth and is quite 
insensitive to absolute share price growth.  Rather, payment is in full 
value shares which retain value even when the share price falls 
significantly.  (Although the executive receives less when the share 
price falls, this is an opportunity rather than a real cost as the shares are 
free). 
 
We see the above problem as more serious than pay growth.  Investors 
are currently being very effective in holding down pay increases.  (The 
‘55% increase’ recently reported by Incomes Data Services was 
extremely misleading). 
 
However, whilst we have concerns, our long and international 
experience tells us that regulatory and other interventions in executive 
pay often leads to dysfunctional outcomes – this is occurring in 
financial services at the present time.  Another example is the attempt in 
the United States to curb executive pay by limiting the deductibility of 
salaries to $1 million, which was introduced as a measure in 1993.  This 
led to significant increases in CEO salaries below that limit, as the $1 
million was seen as an aspirational and acceptable target rather than an 
absolute limit.  It also led to a portion of essentially fixed compensation 
being transferred to bonus payments that paid out regardless of 
performance as a way of evading the limit.  
 
We therefore believe that – despite the problems that currently exist – 
direct government intervention would risk making things worse. 
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Human Potential Accounting (HPA) helps organisations measure, manage and report 
on their human capital more accurately and transparently for the benefit of stakeholders 
and potential investors. It conducts research and encourages professional debate 
through its not-for-profit interactive website HubCap http://alpha.hubcapdigital.com and 
its microsite Accounting for People 2.0 www.accountingforpeople.org, which can be 
used by anyone contributing to the evidence base needed to transform the systematic 
reporting of human capital assets and liabilities.  
 
In more detail its Objectives are to ensure that organisations can: 


1. Measure, Manage and Develop their Human Capital – in order to make 
informed people decisions based on risk, value and cost 


2. Report on Human Capital – using appropriate, balanced and comparable 
metrics, consistent with accounting protocols, to inform all stakeholders 
(including investors, shareholders, auditors, government, employees and their 
representatives) 


3. Objective 1 is internally focused, providing immediate analysis of data to inform 
and guide organisations in all aspects of people management. 


4. Objective 2 is internally and externally focused, providing ‘Accounting for 
People’ reporting in a form consistent with developments in global financial 
accounting and relevant legislation.  


Respondents 
This response has been brought together in conjunction with a number of experienced 
and influential individuals who have endorsed this submission. Please see the list below: 
 


 Stephen Newton: Managing Director of DLO Associates  
 Adrian Henriques: Visiting Professor of Accountability and CSR at Middlesex 


University Business School 
 Dermot Toberty: Director HR Services, Royal Mail 
 Morgen Witzel: Author, Honorary Senior Fellow at University of Exeter Business 


School and Corporate Consultant 
 Tony Palmer: Managing Director at Marple Partnership 
 Dr P.T. Brown: Visiting Professor in Organisational Neuroscience, London South 


Bank University and Visiting Professor in Individual and Organisational 
Psychology, the Nottingham Law School 


 Raj Thamotheram: Senior Advisor with AXA Investment Managers  
 Don Young: An executive in British industry for more than 40 years, with senior 


board roles including director of Organisation and Human Resources for Thorn 
EMI plc and Redland plc. Chair and co-founder of YSC Limited 


 Andrew Dakers: Former Councillor for Brentford Ward and Leader of Hounslow 
Liberal Democrats 2006-2010  
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The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
The UK system of involving shareholders has the opportunity to provide 
safeguards and ensure a balanced short- and long-term focus. 
 
However, much evidence exists that investors are lacking information about 
the longer-term focus, along with data about previously considered 
‘intangibles,’ such as sustainability and Human Capital assets and risks. 
 
Companies which do report consistently and reliably on the intangibles have 
been shown to be more profitable and sustainable, and they manage people 
well. The recent CIPD report “Human capital reporting: what information 
counts in the city?” and the McLeod Review of employee engagement provide 
some evidence for this.  
 
It seems that the interests of shareholders (and potential shareholders – i.e. 
investors), employees (including Board members), analysts and customers of 
the company in question are not necessarily aligned.  
 
In short: Boards are inhibited from taking a long-term view because they 
are hobbled by reporting standards and practice that preclude treating 
people as investment rather than mere cost.   


 
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
 
No, the legislation does not go far enough. If investors identified themselves 
and their interests routinely, rather than on request, the company/investor 
dialogue would be encouraged, boards would understand more and be able to 
influence the thinking of investors, as well as the reverse. 
 
Boards may not in fact be willing and/or able to influence investors without 
assistance. The first step towards influence is the provision of relevant and 
sufficient information, through legislation if not voluntarily. Then board/investor 
meetings and communication could be improved to allow both parties to 
educate and influence. Potential conflicts of interest would need to be 
resolved. 
 







 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
  
Comments 
 
Investors are increasingly global institutions, rather than individuals in the UK. 
This makes it hard for investors to ‘know’ the boards of companies in which 
they have share ownership. Conversely, companies have difficulty knowing 
with whom to communicate in order to influence investor strategy. 
 
Globalisation has made it easier to fudge transparency, and bury simple truth 
under a mound of superfluous detail.   
 
Question 4: What are the most effective forms of engagement? 
 
Comments 
 
Engagement between boards and investors has been shown to be effective 
when based on factual information covering all aspects of the business. As this 
improves in the UK, investors are now beginning to understand the value of 
asking more about the previously intangible but significant data and boards are 
encouraged to take the longer-term view. 
 
The most effective forms of engagement are: 
 


 Board/investor interaction wherever possible, based on facts. See for 
example the report from the Institute of Corporate Directors, “Shareholder 
Engagement: Harness the Potential for Your Board” at  
http://www.corpgov.deloitte.com/binary/com.epicentric.contentmanageme
nt.servlet.ContentDeliveryServlet/CanEng/Documents/Board/Anderson_S
hareholderEngagement.pdf  
 Consistent and reliable reporting, including on the intangibles. See for 
example the CIPD report “Human capital reporting – what information 
counts in the city?” and the 2003 report of the Task Force on Human 
Capital Management, “Accounting for People”. 
 Voting by shareholders 
 Applying Corporate Governance and Stewardship Codes, and reporting 
on them 


 
These measures have been introduced specifically in order to provide more 
effective forms of engagement. Research to validate these, and other measures, 
will be useful. 
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Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
 
It is evident that generally there is not. 
 
Those organisations where corporate governance is taken seriously, such as 
Schroder Investments Ltd and MAM Funds PLC, are seeing benefits. They 
have had to take it seriously because many clients ask for reports on voting 
and the process by which the voting decisions had been taken.  


   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
 
Voting is a key form of engagement. 
 
Voting should be transparent to allow boards to see where they need to 
communicate and how they can exert greater influence on investors. 
 
 


 







 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
 
Yes, a serious problem.  
 
It can be addressed by  
 


 research into the effects of longer-term investing 
 widely publicizing successful examples of longer term investment 
decisions. 


 
As noted above, Accounting for People 2.0 is focused on bringing together 
research and good examples of longer-term investment. See 
http://www.accountingforpeople.org/. 
 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
 
Investors should be required to ask boards for longer-term strategies.  
 
Investors should be required to then report on how they have allocated funds, 
taking this into account. 
 
It is becoming conventional wisdom that the increasing pace of change is one 
of the most important issues for company management teams – hence the 
increasing focus in some Business Schools (and hence consultancies) on 
tactical implementation rather than on strategy development.  
 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 



http://www.accountingforpeople.org/





 
Yes, definitely. All involved in the chain leading to investment must be bound 
by the same good practice and include short and longer-term data.  
 
Another Code required? For fund managers? 
 
The component elements in the investment chain (i.e. pension funds, sell-side 
analysts, buy-side analysts, consultants, corporate bodies, etc) add up to a 
dysfunctional system. 
  
Or it could be said to function as coherently as a Swiss watch – except 
that it doesn't actually tell the time except to those with vested interests. 
 
 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
 
Transparency would highlight where problems and inconsistencies occur so 
they can be addressed.  
 
However, requiring fund managers to report on their activities more will have a 
cost attached and may lose some of their commitment for improving the 
process. Consultation will need to be sensitive to this. 
 
Increasing transparency in one part of the system will probably not fix the 
problem overall, but is an essential starting place. 
 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 
 
The main reasons for the increases are: 
 


 Lack of firm involvement by shareholders and remuneration 
committees in the design and implementation of board pay structures 
 Lack of shareholder and remuneration committee knowledge about 
how to construct pay structures 
 Lack of monitoring and reviewing by shareholders and remuneration 







committees 
 Perceived competition in order to retain valued board members 
 Greed on the part of directors 


 
Another factor is the extent of mutually interlocking directorships in which 
remuneration committee members look after each other’s interests, thus 
effectively reducing competition. 


 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
 
The effects would be: 
 


 Greater transparency 
 Better design of pay structures 
 Better links to results 
 More monitoring 
 Greater likelihood of firmer stands being taken when proposals appear 
inappropriate 


 
 
 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
 
They are not as effective as they could be at present.  
 
Experience indicates that shareholders at present do not really care about 
Directors’ pay unless it is perceived to be unduly high.  
 
Shareholders may not have the knowledge required to take a firm stand on 
pay. They may need education, or could employ specialists. 
 
More aspects of board pay, not fewer, should be required to be scrutinised by 
appropriately trained shareholders. 
 
 
 
 







Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
The impact of greater transparency on all the above items would be 
devastatingly effective for current beneficiaries. 
 
Publication in the press in the past year of directors’ pay, the lack of links with 
performance and the relationship with the pay of employees has created 
anger and led to some limited change. This BIS initiative is proceeding on the 
basis that change is essential. 
 


The term ‘pay’ needs to be interpreted very broadly to include all forms of 
compensation, including pension arrangements. 
 
 
 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 
 
In spite of encouragement by the Takeover Panel and the Takeover Code, 
board members usually have limited knowledge of the long-term implications 
of takeovers.  
 
The majority of boards do not communicate the long-term implications of bids 
effectively. They have little interest in doing so at present. If this were to 
change, it would add valuable perspectives to any bid. 
 
It may well be the case that most mergers and takeovers fail to generate the 
anticipated shareholder value.  If investors were more active in seeking to 
understand the reality of longer term value generation different decisions 
might be taken. 
 
In the context of research which consistently demonstrates that a 
majority of mergers and acquisitions fail to achieve anticipated financial 
returns and that the reason given in a large majority of these cases is 







attributed to people issues, it is astonishing that due diligence, top 
heavy in financial and legal considerations, rarely delves below Board 
level in terms of human capital, and that submissions to the Mergers 
and Monopoly Commission invariably fail to offer an accurate estimate 
of job losses, preferring rather to refer to economies of scale.      
 


 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
 
Yes. There would be a stronger possibility of wiser Merger and Acquisition 
activity.  
 
Shareholders invited to vote would demand solid information which would 
improve the standard of information collected prior to bids. 
 
The problem is that the interests of shareholders on both sides of the 
transaction, of the Boards involved and also of the advisers (such as 
Investment bankers) need to be understood and steps taken to gain 
alignment.  That rarely occurs because most transactions are hostile to a 
greater or lesser degree. 
 
 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
 


 Globalisation should not deter us in the UK or slow us down from 
raising our own standards, admitting nonetheless that co-ordinating the 
various UK and international standards bodies and Codes is useful and 
timely. 


 The UK should take a lead in taking a long-term focus and 
transparency over pay. This will be to the competitive advantage of the 
UK in the long term. 


 In most developed countries, government takes a much more active 
part in defending national interest when it comes to foreign takeovers. 
Over the last 20 years the UK has lost over 90% of its large advanced 
technology companies to foreign takeovers. The fact that investors in 
the London market are averse to long-term investment in 
technologically advanced industries, and will sell at the drop of a hat, 
makes Britain almost uniquely vulnerable to losing advanced 







knowledge industries. 
 Investors are not one class of people. In the London market, the 


majority are short-termists, churning portfolios by about 90% per 
annum, while only a few buy and hold like Warren Buffett in the US. 
And then there are the Hedge Funds and Private Equity industries... 
What we tragically lack are venture capitalists and long-term investors 
with deep industry knowledge. We need to build more of this class and 
it will not happen simply through greater "transparency". Positive 
incentives are badly needed, like substantial tax breaks for long-term 
investment and holding and positive engagement (not currently 
allowed) by board involvement or special roles as advisers. 


 Pension fund trustees should have a duty of care towards the 
organisations in which their agents, the fund managers, invest. This 
would have a marked effect on investor behaviour. 


 So, the opening sentence of the consultation, which implies that the 
investment markets are generally well organised etc., is wide of the 
mark. 


 The UK investment markets have been a source of national 
disadvantage which will not be changed without fairly radical change. 
The good thing is that most of it can be achieved by the sort of 
incentives that have been mentioned above, rather than by what can 
be seen as punitive regulation. 
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A long-term focus for corporate Britain 
CBI response to the BIS consultation, January 2011 
 
 
INTRODUCTION 
 
1. The CBI welcomes the opportunity to respond to the BIS consultation, “A long-term focus for corporate 


Britain”.  We believe the objective for this review should be to ensure that the framework for investors 
and companies is consistent with promoting UK competitiveness and long-term growth in the 
economy. 


 
2. The big picture backdrop to the review is a need for significant capital investment to drive forward 


private sector growth and employment.  So it is important that the UK is attractive to all forms of 
investment, both domestic and international. 


 
3. The CBI strongly endorses the view set out in the consultation that the best solutions are those which 


are owned and driven by market participants, investors and companies, and we agree that clear, 
consistent rules which work with “the grain” of the market are desirable. 


 
4. A number of the issues raised in the BIS consultation were addressed in the CBI brief “Does ownership 


matter?” which formed our response to the Takeover Panel’s review of the Takeover Code in 2010.  We 
summarise those recommendations below before responding to the specific consultation questions. 


 
 
PROMOTING A LONG-TERM APPROACH TO COMPANY OWNERSHIP 
 
5. A number of high profile takeovers of UK-parented firms have put the political spotlight on company 


ownership, corporate governance and the UK takeover regime. 
 
6. The past decade or so has seen significant changes in the capital and ownership structure of UK firms.  


Key changes include the internationalisation of the share ownership register and a steady decline in the 
proportion of shares held by “long-term” investors, such as insurance companies and pension funds. 


 
7. The CBI believes that company ownership does matter in shaping the UK’s long-term economic 


prospects. 
 
8. Ownership has a significant influence over investment strategies on issues like research & 


development, management of brands and intellectual property.  It also has significant network effects, 
with business and professional services activity likely to cluster around the decision-making centre.  
And ownership has a substantial influence over where companies pay their corporate taxes.  All of 
these issues have a direct bearing on the UK’s future economic prospects. 
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9. The CBI believes there are a number of significant health warnings to consider in assessing any reforms. 
 


• First, the critical test for ownership must remain an economic rather than a political issue. 
 


• Second, it is the underlying business environment that ultimately makes a difference to the 
ownership and investment location decisions of global businesses.  So the government should focus 
its efforts on ensuring the essential building blocks such as skills, tax competitiveness and 
infrastructure are in place. 


 
• Third, the UK should remain fiercely committed to open markets and be careful not to indulge in 


protectionism.  With the majority of earnings for many UK companies coming from abroad and the 
UK looking to benefit from opening up of markets overseas, this would be counter-productive to 
our interests.  Instead the government should focus its energies on making the case for a level 
playing field in other markets. 


 
10. With those caveats, what could be done to promote a more long-term focus for corporate Britain?  The 


CBI believes a mix of policy solutions could make a difference.  These include: 
 
Regulatory and tax changes to promote and reward long-term equity ownership 
 
11. The CBI believes the best way of promoting a long-term approach to company ownership, and 


preventing takeovers being driven by investors with only short-term time horizons, is to promote and 
reward long-term equity ownership. 


 
12. So our preferred reforms would be to explore various regulatory and tax changes that would provide 


more of an incentive, or at least tackle some current disincentives, for long-term equity ownership. 
 
13. Regulatory changes that could make a difference would include revisiting accounting and solvency rules 


that currently discourage equity ownership at points in the economic cycle.  And in its forthcoming 
“corporate tax roadmap” the government could look at how to ensure a level playing field for equity 
ownership and progressively reward long-term ownership of shares. 


 
Building long-term relationships between boards and investors 
 
14. The CBI believes that strong and high quality engagement between boards and shareholders is an 


important part of the equation in promoting a long-term approach to company ownership. 
 
15. The “Investor Stewardship Code”, drawn up by the Institutional Shareholders Committee and launched 


under the auspices of the Financial Reporting Council (FRC) is designed to promote better shareholder 
engagement with firms, and should be an important tool in delivering this objective.  A key test for the 
new Code will be its ability to reach out to foreign investors and encourage them to be active and 
engaged investors. 


 
16. Similarly, it is important that managers and boards are given a strong mandate to focus on the long-


term.  The recently updated UK Corporate Governance Code includes additional references to the 
board being collectively responsible for the long-term success of the company and the need to act in 
the interests of the company, both of which should be helpful to meet this objective. 


 
17. It is also notable that the Companies Act clearly sets out broader Directors’ Duties including to 


employees and other stakeholders.  These tend to be adhered to in normal circumstances, but there is 
a much narrower focus on value in a bid situation. 


 
18. One idea for further reform which might help in takeover situations would be to emphasise that boards 


are entitled to assess any offers against a medium to long-term time horizon, defined as perhaps three 
to five years.  Current practice seems to restrict evaluating a bid price against a company’s likely 
performance and value with a three year cut off. 
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Transparency and certainty around takeover rules 
 
19. The CBI is cautious about making radical changes to the takeover rules, but we do support greater 


transparency and certainty around takeovers and bid situations. 
 
20. Measures here include tightening the “put up or shut up” regime to reduce the period of uncertainty 


for firms in a potential bid situation, ensuring that advisory fees are structured so that they do not 
overtly bias the outcome of bids and introducing greater “truth in takeovers” to ensure sufficient 
disclosure and accountability around future intentions for the acquired business, many of which were 
addressed in the recent Takeover Panel consultation. 


 
Providing greater clarity in the “public interest” test 
 
21. The CBI believes that an economic emphasis based on competition tests is the right way to determine 


the outcome of takeover and merger situations. 
 
22. There has been much talk of broadening the “public interest” so that a broader range of factors other 


than competition can be considered by regulators when takeovers are proposed.  The CBI believes that 
we should strongly resist any politicisation of ownership decisions, but that greater clarity over where 
the existing national security test might be applied could be useful, for example in energy, 
communications and other critical infrastructure. 


 
We set out below our further comments in response to the specific consultation questions. 
 
 
RESPONSES TO SPECIFIC CONSULTATION QUESTIONS 
 
THE BOARD OF DIRECTORS 
 
1. Do UK boards have a long-term focus – if not, why not? 
 


Yes.  It is impossible to manage and operate a business for the benefit of the company’s shareholders, 
employees and other stakeholders without addressing and planning for the long-term. 
 
The Companies Act 2006 (section 172) introduced a new statutory duty of the company’s directors to 
have regard, amongst other matters, to the likely consequences of any decision in the long-term in 
promoting the success of the company.  The revisions to the UK Corporate Governance Code and 
recommendations in the Walker Review put an emphasis on Boards having a long-term focus. 


 
2. Does the legal framework sufficiently allow the boards of listed companies to access full and up-to-


date information on the beneficial ownership of company shares?  
 


Broadly yes.  There are statutory powers for public companies to require any person it knows, or has 
reasonable cause to believe, to be interested in the company’s shares to provide certain information 
about that interest.  Under the Disclosure and Transparency Rules, listed companies are also notified 
about certain interests in their shares. 
 
We note the suggestion that all shareholders might be put under an obligation to disclose the 
information about their interests in shares, rather than only requiring this when asked by a company. 
Under section 803 of the Companies Act the members of a company can require a company to exercise 
its powers to ask for information.  We think it would impose an undue burden and cost on investors 
and the companies receiving information to require all investors to provide information about interests 
in shares.  We think the current provisions strike the right balance between allowing companies to find 
out about those with interests in their shares where this is important, without imposing costs on 
investors and companies where this is not so important. 
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SHAREHOLDERS AND THEIR ROLE IN EQUITY MARKETS 
 
3. What are the implications of the changing nature of UK share ownership for corporate governance 


and equity markets?  
 


The increasing globalisation of investment opportunities has allowed companies to access a larger pool 
of capital and improved the liquidity of markets for investors. 
 
A liquid and vibrant market is good for investors, companies and the UK economy.  For companies it 
lowers the cost of capital, helping to fund growth, investment and job creation. 
 
However this diversification has placed UK equity in the hands of owners domiciled in many 
jurisdictions and with legal frameworks different from the UK.  So it is important that the governance 
environment for shareholders in UK companies is based on best practice not regulation.  Any move 
away from this approach would discourage overseas investors from investing in the UK, leading to an 
increase the cost of capital for UK business. 
 
Whilst the financial crisis was caused by the failure of some major financial institutions, there remains 
little evidence of governance failure amongst other companies, in particular the broad spectrum of UK 
listed companies subject to the UK Corporate Governance Code.  We also continue to strongly uphold 
the UK model of corporate governance based on the “comply or explain” philosophy. 
 
Whatever might be proposed by the EU in its planned forthcoming Corporate Governance Green Paper, 
the Government must ensure that the UK model of corporate governance remains firmly in place. 


 
4. What are the most effective forms of engagement? 
 


Engagement should be based on information, communication and dialogue and, where possible and 
practicable, personal contact. 
 
Through engagement shareholders seek to protect their interests and gain assurance that                           
the stewardship of the company by its board meets their expectations, including the company’s aims, 
objectives and business model, and that the business achieves performance levels which meets their 
expectations as owners and equity providers.  Through engagement boards can learn how they are 
performing against these shareholder expectations.  We would encourage greater non-executive 
participation in this dialogue, as advocated in the recent corporate governance reviews undertaken by 
the Financial Reporting Council. 


 
5. Is there sufficient dialogue within investment firms between managers with different functions (i.e. 


corporate governance and investment teams)? 
 


We believe that practice varies.  In some instances, such a dialogue is seen as an integral part of the 
investment process.  Going forward there needs to be a more consistent practice to allow the dialogue 
between managers with different functions to be more effective. 


 
6. How important is voting as a form of engagement?  What are the benefits and costs of institutional 


shareholders and fund managers disclosing publically how they have voted? 
 


Voting is the prime legal mechanism by which shareholders exercise their rights, and is the means by 
which companies and their boards can formally be held accountable to their shareholders. 
 
Effective engagement is about all forms of information, communication and contact, not just 
shareholders’ legal powers.  We are also mindful of any unintended consequences, where disclosure of 
this nature could inhibit improved corporate governance if it leads to investors choosing not to exercise 
their vote or adopting a “follow the leader” approach. 
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7. Is short-termism in equity markets a problem and, if so, how should it be addressed? 
 


Investors and other market participants inevitably have a mix of time horizons, risk appetites and 
desired rate of return on their investments. 
 
Indeed, the only way that capital markets can sustain liquidity is through the participation of a mix of 
long and short term investors.  It is also the case that there will always be short-term issues that affect 
a company or shareholders and it is right that these are dealt with in that time horizon. 
 
The main determinants of a company’s attractiveness to its shareholders and investors are not time 
horizons of individual shareholders, but expectations about future returns and perceptions of risk. 
 
To encourage a stable investment environment, we advocate a regulatory and fiscal environment that 
is predictable and encourages diversity in terms of financial and investment products. 


 
8. What action, if any, should be taken to encourage a long-term focus in UK equity investment 


decisions?   What are the benefits and costs of possible actions to encourage longer holding periods? 
 


As we set out in our introductory comments, regulatory changes that could make a difference would 
include revisiting accounting and solvency rules that currently discourage equity ownership at points in 
the economic cycle.  The government should also look to ensure a level playing field for equity 
ownership and progressively reward long-term ownership of shares. 


 
9. Are there agency problems in the investment chain and, if so, how should they be addressed? 
 


Agency is a common feature in a market economy, including the investment processes associated with 
it.  The most serious strains occur where the agency function distorts the risks being borne by market 
principals.  For example, the way that the markets for securitisation in the US encouraged excessive risk 
taking by the originators of mortgages, which led to the “sub-prime” crisis and the major international 
financial crisis that ensued. 
 
The remedy for this is carefully targeted regulation and the operation of caveat emptor.  
 
In the UK the operation of good governance practice by agents within the investment chain has now 
been taken up in the new FRC Stewardship Code for institutional investors, which requires fund  
managers to disclose if and how they apply the principles of the Code. 
 
Certain types of investment may also contribute to weaknesses in the chain of accountability, for 
example, collective investment schemes that track equity or other indices.  These funds have no direct 
interest in the governance or performance of a particular company, because the only criterion for 
investment in a company is its weight or status within the relevant index. 


 
10. What would be the benefits and costs of more transparency in the role of fund managers, their 


mandates and their pay? 
 
The role and mandate of the fund manager is primarily a matter between the fund manager and their 
client.  Market forces have caused or encouraged an increased level of transparency about the costs 
borne by owners that use fund managers, with the result that market participants are now much better 
informed about the impact of costs on investment returns. 
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DIRECTORS’ REMUNERATION  
 
11. What are the main reasons for the increase in directors’ remuneration?  Are these appropriate? 
 


Directors’ remuneration, as with remuneration generally, is ultimately determined by market force in a 
free economy. The largest and most successful companies have to compete globally for talent, and 
competition for the best people is fierce. 


 
12. What would be the effect of widening the membership of the remuneration committee on directors’ 


remuneration? 
 


Remuneration is a board responsibility, and should remain so.  So it follows that the membership of the 
remuneration committee should remain a committee of the board, made up solely of board members. 
 
The remuneration committee is free to take the views and advice of others, as it sees fit. 
 
Shareholders do not seek or want management responsibilities for remuneration. 


 
13. Are shareholders effective in holding companies to account over pay?  Are there further areas of pay, 


e.g. golden parachutes, it would be beneficial to subject to shareholder approval? 
 


It is matter for shareholders how they exercise their ownership rights.  It is clearly in the interest of 
companies and boards that shareholders understanding and support the company’s policies and 
objectives, and this includes policy on directors’ remuneration. This is a key part of the engagement 
process between a board and its shareholders which the UK Corporate Governance Code and new 
Stewardship Code for investors seek to encourage. 
 
In addition UK company law provides for shareholders to have an advisory vote on the board’s 
remuneration report at the AGM, and requires shareholders to approve all equity related share 
incentive schemes. 
 
The shareholders’ power to de-select directors by a vote at a General Meeting, or when a director 
comes up for re-election reinforces the chain of accountability. 
 
The CBI does not support making any changes in the current legal position, which is that payments 
made to directors for loss of office or employment with the company for terminating a director’s 
contract are not subject to shareholder approval. 
 
It is not practical to impose any such requirement because the payments need to be agreed with the 
director at the time of the negotiations for the director’s departure, and before it will be possible to 
convene a special meeting of shareholders.  In addition a requirement to convene a special 
shareholders’ meeting for them to approve the payment will also be very expensive for a listed 
company. 


 
14. What would be the impact of greater transparency of directors’ pay in respect of: 
 


i. linkage between pay and meeting corporate objectives 
ii. performance criteria for annual bonus schemes 


iii. relationship between directors’ pay and employees’ pay? 
 


The CBI strongly supports transparency around directors’ remuneration, including the composition of 
pay and the link between pay and performance. 
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This is already reflected in Companies legislation which requires very comprehensive disclosure of all 
elements of directors’ remuneration, and the Board’s Remuneration Report is also subject to a 
shareholder advisory vote at the AGM.  Shareholders are also required to specifically approve all equity 
related share schemes. 
 
In addition, remuneration policy is also one of the key areas for effective engagement between a listed 
company and its major shareholders, as provided for in the UK Corporate Governance Code and new 
Stewardship Code for institutional investors. 
 
Following the Companies Act 2006, new Regulations also included a requirement for listed companies 
to make a statement in the board’s remuneration report on how pay and employment conditions of 
the workforce were taken into account when determining directors’ remuneration for the relevant 
financial year. 
 
However, following the recent publication of the Hutton Interim Report on Fair Pay, we would be 
strongly opposed to regulatory adoption in the private sector of any proposal to link or limit link CEO or 
other executive director remuneration to a multiple or ratio of the pay levels in the workforce below 
senior management. 
 
The existing Companies Act Regulations are more than sufficient in terms of setting prescriptive 
requirements, and it would not be appropriate to apply the Hutton recommendations to listed or any 
other company or business.  A one size fits all is not the way to manage or determine director or 
executive remuneration.  
 
We would also caution against a “league table” approach to disclosure, which would have the 
unintended consequence of putting upward pressure on pay as individuals compete to be in the upper 
echelons of pay reward. 
 
Companies must be free to set and apply remuneration policy sufficient to attract and retain key staff if 
the business is to be successful and grow for the benefit of all employees, shareholders and broader 
stakeholders. 
 
It is vital that the UK should not set remuneration or taxation requirements that would place UK 
business both collectively and individually, and the UK’s position in the global economy, at a 
competitive disadvantage.  This also extends to anything that might cause talent to leave the UK, or 
make it harder to attract global talent to the UK with the skills necessary to support UK growth. 
 
In summary, we believe that the existing regulations on Remuneration are sufficient and very 
comprehensive in achieving the Government’s disclosure objectives. 


 
 
TAKEOVERS  
 
15. Do boards understand the long-term implications of takeovers, and communicate the long-term 


implications of bids effectively? 
 


The Board has to act in the best interests of its shareholders. 
 
If a bidder is willing to pay a substantial premium to the share price, and a premium to the company’s 
short term prospects, the board has to weigh this up in its recommendation, but ultimately the 
outcome of a bid is a matter for the company’s owners, the shareholders. 


 
  







8 | P a g e  
 


16. Should the shareholders of an acquiring company in all cases be invited to vote on takeover bids, and 
what would be the benefits and costs of this? 


 
The existing Takeover Code is and has always existed to protect the interests of the target company’s 
shareholders. There are separate rules requiring the approval of the offeror company shareholders in 
respect of Class 1 Transactions. These arrangements operate satisfactorily. 
 
Whilst at face value there might be some merit in this additional check and balance, we do not think it 
would be workable in the case of foreign acquisitions.  If offeror companies had to submit all their bids 
to their shareholders for approval, this could place UK bidders at a competitive disadvantage to any 
competing foreign bidder not subject to such a requirement.  Without a clear proposal for how this 
would be enforceable in overseas jurisdictions, we do not support this measure. 


 
 
OTHER 
 
17. Do you have any further comments on issues related to this consultation? 
 


As we set out in our introductory remarks, the CBI believes the objective for this review should be to 
ensure that the framework for investors and companies is consistent with promoting UK 
competitiveness and long-term growth in the economy. 
 
Significant capital investment is required to drive forward private sector growth and employment, so it 
is important that the UK is attractive to all forms of investment, both domestic and international. 
 
It is the underlying business environment that ultimately makes a difference to the ownership and 
investment location decisions of global businesses, and the government should focus its efforts on 
these fundamental building blocks for UK competitiveness. 
 


 
About the CBI… 
 


 The CBI is the UK’s leading business organisation speaking for some 240,000 businesses - together 
employing around a third of the private sector workforce.  Our membership includes the majority of the 
FTSE 100, over 200,000 smaller businesses and leading trade associations. 
 


 We are the premier lobbying organisation for UK business on national and international issues.  We 
work with the UK government, international legislators and policymakers to help UK businesses 
compete effectively. 


 
www.cbi.org.uk 
 








 
 


BVCA response to BIS consultation on ‘A long‐term focus for corporate Britain’ 


About the BVCA: The British Private Equity & Venture Capital Association (BVCA) is the industry 
body and public policy advocate for the private equity and venture capital industry in the UK. 


The BVCA Membership comprises over 230 private equity, midmarket and venture capital firms with 
an accumulated total of approximately £32 billion funds under management; as well as over 220 
professional advisory firms, including legal, accounting, regulatory and tax advisers, corporate 
financiers, due diligence professionals, environmental advisers, transaction services providers, and 
placement agents.  Additional members include international investors and funds‐of‐funds, 
secondary purchasers, university teams and academics and fellow national private equity and 
venture capital associations globally.   


As a result of the BVCA's activity and reputation‐building efforts, private equity and venture capital 
today have a public face.  Venture capital is behind some of the most cutting‐edge innovations 
coming out of the UK that many of us take for granted: the medical diagnostic services we use in 
hospitals, the chips in our mobile phones, the manufactured components of our cars, and the 
bioethanol fuels that may run them in the future.  Likewise, private equity is behind a range of 
recognisable High Street brands, such as Boots, Phones4U, Birds Eye, National Grid and Travelodge. 


Whilst this consultation is directed at listed companies and interactions between their boards and 
shareholders, the private equity industry has a vested interest in the operation of the takeover 
regulations governing those companies.  
 
Takeovers 
 
The BVCA’s starting position is that proposed revisions to the Takeover Code by the Takeover Panel 
are a dramatic intervention with the potential to hugely impact on takeover activity and economic 
growth. We believe these reforms go too far for reasons outlined below but in this context, it must 
be stressed that any attempt to extend these changes by other means are wholly unnecessary. The 
BVCA remains concerned that in an attempt to protect and indeed maximise shareholder value, 
some of the reforms proposed both by the Takeover Panel in their consultation and those in this 
consultation may have unintended consequences, particularly with respect to the attempts to 
rebalance the playing field in favour of the offeree company.  
 


 Naming  and  4  week  period:    All  potential  bidders  are  to  be  named  in  the  first 
announcement  which  identifies  that  a  takeover  approach  has  been made.  This  has  the 
potential to deter potential bidders and therefore ultimately detract from shareholder value. 
Although it may prevent so called fishing expeditions and speculative bidding many potential 
bidders will be put off entirely. Will potential bidders, who have not yet had time to make 
sufficient progress with  their  investigations  into  the  target  (and mindful of  the  four week 
timetable), choose instead to withdraw before they are named? That being the case there is 
clearly  scope  for detraction of  shareholder  value.  Furthermore  if  a  4 week  limit  is  rigidly 
imposed, this will deter  legitimate bidders who simply cannot conduct what may be multi‐
jurisdictional due diligence fast enough. 


 Fees: Except where the target has initiated a formal process for its sale by means of a public 
auction, inducement (break) fees and all deal protection measures (such as non‐solicitation 
of other bidders and matching rights) will be prohibited. Yet there is no evidence that 







 
inducement fees deter potential competing bidders, particularly as under the current rules 
they are capped at 1% of the offer price. In addition, certain types of bidder may not make a 
bid unless they have some cost protection in the event that they are out‐bid.  Since that 
might stop offers being put to shareholders, and given that the fee is only ever paid by the 
successful bidder if payable in such circumstances, it is likely to be beneficial to the target 
shareholders and it is hard to see how that can be prejudicial to other stakeholders. Given 
that most respondents to the Panel’s original consultation, including those representing 
listed companies consider that the current rules on inducement fees are satisfactory, it is 
unclear on what basis there is to intervene in this area or why there is a working assumption 
that a public company board is unable to negotiate commercial arrangements for itself 
 


 Disclosure of financial information: Greater details of the bidder's financial position and of 
its financing of the offer will need to be disclosed than at present, including a pro forma 
balance sheet of the combined bidder/target group.  It has not yet been formally confirmed 
that such disclosure will not extend above the bid vehicle in the case of private equity bids; 
for example, to other portfolio companies. But how deep are the disclosure requirements 
likely to be for debt facilities and will redactions of financing documents be permitted? Again 
if too much is demanded by way of disclosure in the name of protecting target companies it 
may deter potential bidders to the obvious detriment of shareholder value.  
 


 


We operate under the continuing assumption that company boards are best placed to look after the 
interests  of  their  shareholders  that  the  protections  afforded  them  by  existing  arrangements  are 
necessary but  sufficient.  If  there are  issues  to be  resolved  in how a board promotes  shareholder 
value, we would  suggest  that  these  should be  resolved  via  internal  corporate governance  reform 
rather than changes that will simply deter legitimate bids from being tabled.  


 


Questions  


15) Do boards understand the long‐term implications of takeovers, and communicate the long‐term 
implications of bids effectively?  
 
16) Should the shareholders of an acquiring company in all cases be invited to vote on takeover bids, 


and what would be the benefits and costs of this? 


Bolstering the requirement to consult with or indeed get positive assent from shareholders does not 


change the nature of the problem and that is that the responsibility for managing the strategic 


direction of the company rests with the board and they remain best placed to do that.  Directors of 


an acquiring company who do not understand the long‐term implications of a proposed takeover 


which they wish to undertake may nevertheless recommend it to their shareholders.  The 


recommendation has a strong influence on shareholders who will, in most cases, be less well placed 


than the directors to make a proper and informed assessment of the transaction.  It may require the 


directors to think more carefully in all circumstances about how they articulate their rationale for 


the transaction but we don’t believe it would necessarily change the rationale.  


The question of whether listed acquirers should be required to vote in a takeover consultation again 


does not directly concern BVCA members. However an assurance that in the case of a takeover bid 







 
from a discretionary managed fund no vote/consent would be required by investors would be 


helpful since it would be legally impossible to obtain because of the limited liability arrangements 


governing the fund.   








A Long-Term Focus for Corporate Britain 
 
Response by the Aldersgate Group 
 
Contact: Victoria Fleming-Williams, Policy Officer  
 
Introduction  
 
1. The Aldersgate Group (AG) is an alliance of leaders from business, politics and 


society that drives action for a sustainable economy, seeking to trigger the 
change in policy required to address environmental challenges effectively and 
ensure the maximum economic benefit in terms of sustainable growth, jobs and 
competitiveness.  


 
2. The AG believes that a healthy environment and the sustainable use of natural 


resources are at the core of long-term economic sustainability and that high 
environmental standards are essential to sustain growth and high employment.1 


 
3. Please note that the views expressed in this consultation response can only be 


attributed to the AG and not to individual members.  
 
4. Alongside this consultation response, the AG has presented notes from a 


roundtable the AG co-hosted on Wednesday 12th January with high level 
(generally Director level) stakeholders representing investors and large (FTSE 
100) businesses to debate the BIS consultation A Long Term Focus on Corporate 
Britain. This was in partnership with Forum for the Future and UK SIF. 


 
5. The outcomes from this roundtable should be regarded as draft notes. They 


reflect the individual views of roundtable participants and are not 
necessarily shared by the Aldersgate Group or its membership.  The 
Aldersgate Group acted as a facilitator and due to the time constraints of the 
consultation process, these notes have not been approved by the Aldersgate 
Group Board or Membership. However, the outcomes could be helpful 
background to inform the decision making process. 
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1 Aldersgate Group (2006) Green Foundations: better regulation and a healthy environment for growth and 
jobs 







Question 1: Do UK boards have a long-term focus – if not, 
why not? 
 
Question 8: What action, if any, should be taken to encourage 
a long-term focus in UK equity investment decisions? What 
are the benefits and costs of possible actions to encourage 
longer holding periods? 
 
 


6. Recovery from the financial crisis and the global recession continues to dominate 
economic policy and business decision making. Just as critical as these short-
term priorities is the need to address the longer-term challenges of climate 
change, energy security and resource depletion. Time is running out. Global 
greenhouse gas (GHG) emissions must peak within the decade and then rapidly 
decline to increase our chances of avoiding dangerous climate change. The 
economic costs associated with dealing with the consequences of failure far 
outweigh the more manageable, if still significant, costs of early action to prevent 
it. In addition, the UK economy is increasingly dependent on fossil fuel imports 
and there is a growing need to replace the electricity generating capacity that is 
due for retirement over the next decade. 


 
7. The potential scale of these risks are demonstrated in the Coalition Programme, 


which states that: “the Government believes that climate change is one of the 
gravest threats we face, and that urgent action at home and abroad is required. 
We need to use a wide range of levers to cut carbon emissions, decarbonise the 
economy and support the creation of new green jobs and technologies”2. This 
point is re-iterated in the Conservative’s Quality of Life Agenda (2010) which 
states that “we are all agreed that climate change is one of the greatest and most 
daunting challenges of our age”3. 


 
8. These challenges may be severe but they also represent exceptional 


opportunities. Prompt action will enable companies to become more competitive 
and create new opportunities to secure the jobs and wealth of the future. The 
race to develop green technologies will help define economic prosperity in the 
twenty-first century. 


 
The transition to sustainable economy  
 
9. The transition to a green economy will require spending in the short term to save 


money and create wealth in the longer term. Not only is the scale of the task 
enormous and the timetable challenging, but the pressure on public finance is 
considerable. Nonetheless only bold action will ensure success and early mover 
advantage is essential to drive investment and stimulate innovation in 
environmental markets. At a time when public resources are scarce, the 
environment must be put at the centre of the government’s drive to support 
growth and drive job creation. This will also help to meet a number of other 
government objectives, including a more balanced economy, regional growth and 
creating a Big Society. 


 


                                                 
2 HM Government (May 2010) The Coalition: Our programme for government.  
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3 Conservative Party (April 2010) Modern Conservatism: Our quality of life agenda. 







10. Those from the private sector insist that if they are to invest in the economic 
transformation, they need to be sure the transition will be carried through with 
determination, and that an appropriate timetable of regulation and capacity 
building will be set and adhered to. Therefore, the Aldersgate Group believe that 
regulation is a key driver to ensure Boards have a long-term focus and 
encourage long-term equity decisions.   


 
11. Environmental policy must ensure that prices reflect environmental realities. 


While it is invariably complex to price environmental externalities (by which we 
mean environmental changes that impact human welfare and the biosphere but 
are not reflected in markets), current prices are a long way off providing a 
sufficient incentive for investments at the pace and scale required to meet 
environmental challenges.  
 


12. This can most clearly be illustrated by the inadequacy of current policy to create a 
sufficiently stable, high and credible carbon price. Our report on low carbon 
finance (Financing the Transition) demonstrates that investment decisions for low 
carbon projects are strongly dependent on government policy to create markets 
that would otherwise not exist or would develop much too slowly. This produces 
risks for investors which adversely affect the commercial viability of low carbon 
investments; profitability is reduced if carbon emissions are higher, or the carbon 
price lower, than anticipated.  


 
13. However, pricing policy alone is not sufficient to drive investment. Prices only 


work through markets and depend for their effect on markets working efficiently. 
There are many examples, not just in the environmental field, where this does not 
happen and other policy instruments are necessary to correct these market 
failures.  


 
14. Some of the most effective government policies that have ensured environmental 


issues are increasingly on a Board’s agenda have been targeted at behaviour 
change rather than just price signals. For example, the primary driver for many 
companies to reduce carbon emissions in relation to the CRC Energy Efficiency 
Scheme has not been the price of carbon (£12 per tonne in the first phase, 
increasing overall energy costs by around 10% according to some estimates) but 
the effect on reputation and brand value (associated with the league table 
element of the scheme).   


 
Carbon reporting and accounting  
 
15.  Carbon emissions are now a financially material commodity with an economic 


and financial value to business, investors and the City. They need to be properly 
defined, measured, accounted for, audited and reported in the same way as other 
physical commodities and financial instruments. Too little is understood about the 
sources of carbon emissions in the economy. Measures introduced to control 
emissions do not have uniform financial effects on companies even within the 
same sector.  
 


16. Companies are coming under pressure from investor demands to provide 
emissions data as part of their investment risk assessment processes. Many 
companies in Europe and North America now devote considerable resources to 
respond to those concerns. In many cases, however, where they make detailed 
quantitative carbon disclosures, those disclosures are often not adequate for 
investors to make meaningful comparisons.  
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17. The absence of comparable, standardised measures means that companies who 
reduce their carbon emissions are unable to demonstrate their success in relation 
to their competitors. 
 


18. Investors are also vulnerable to ‘green wash’, where reporting consists of vague 
qualitative disclosures about the issue of climate change. The absence of reliable 
data allows companies that choose not to reduce their dependency on carbon 
emissions to avoid investor criticism. It also makes it difficult for markets to take 
account of carbon emissions within asset and liability pricing. 


 
19. If companies report according to a common protocol, they will be able to 


demonstrate that they have used the appropriate process to assess risks, define 
boundaries, measure emissions and report on them in a way that is meaningful, 
consistent and comparable. 


 
Current level of carbon disclosure  
 
20. Despite improvements in the number of companies disclosing information on 


carbon dioxide and climate change, the overall level of disclosures are too low 
and figures are not comparable because of the use of different calculation 
methods.  


 
21. The Carbon Disclosure Project (CDP), a not for profit organisation that collects 


information on carbon disclosure on behalf of 534 institutional investors with 
assets of over US$64 trillion, finds that 59% of the FTSE 350 disclosed GHG 
emissions in 20104 (a 4% increase from 2009). This represents less than two 
thirds of large UK businesses and the incremental improvements demonstrate 
the limitations of the voluntary approach. 


 
22. It is also not possible for investors and consumers to make sensible comparisons 


between companies that do disclose their carbon emissions. This lack of 
transparency not only serves to obscure the true contribution of the corporate UK 
to national or international carbon emissions; it also undermines the comparative 
advantage that should accrue to companies with good carbon reporting and 
control. This slows down what needs to be going faster; our transition to a low 
carbon economy. 


 
Material risks and liabilities  
 
23. Current levels of disclosure on environmental risks are not providing 


shareholders and other stakeholders with sufficient information to challenge 
Directors. 
 


24. For example, there has been significant media attention over the last year on the 
environmental and financial risks of producing oil in Canada's vast oil sands 
region. This is the world's largest energy project with $200 billion in funds 
committed from the world’s leading oil producers. 


 
25. Co-operative Financial Services and WWF5 argue that while investors are 


beginning to take climate risk more seriously, mainstream financial markets and 
investment practices are still failing adequately to take account of the emergence 


                                                 
4 Carbon Disclosure Project (September 2010) FTSE 350 Report  
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5 Co-operative Financial Services and WWF-UK (April 2010) Tar sands investments could turn toxic 
warns CFS and WWF-UK. 







of a carbon-constrained world and the long-term liabilities of carbon investment 
strategies. Their campaign calls for new legislation that would require oil, gas and 
power companies to disclose their future carbon liabilities, be they from product, 
process or those arising from strategic investments. This information should be 
included in company financial reporting and enable investors to factor these risks 
into investment appraisal strategies.  


 
26. Related to this initiative, Fair Pensions, a campaign group for responsible 


investment, co-ordinated two shareholder resolutions, asking BP and Shell to 
publish details of the environmental, social and financial risks associated with 
their tar sands project. This led to a significant proportion of shareholders (over 
10% in both cases) voting against the companies on this issue. As a direct result, 
BP and Shell had to engage more fully with their investors. Important new 
information came to light regarding BP's preparedness for catastrophic climate 
change, the ramifications of which are still being explored by oil and gas analysts 
as well as environmentalists. As for Shell, the resolutions prompted detailed 
disclosures on carbon price, predictions for oil demand, and their Carbon Capture 
& Storage plans for mining projects6. 


 
27. Fair Pensions believe that this campaign has shown that investor action is an 


important and viable tool for holding companies to account over environmental, 
social and governance issues in the UK. Several major investors have publicly 
said that they will be pressing BP and Shell for much greater transparency. 
Furthermore, it is clear that pension funds and fund managers have been forced 
to sit up and take notice of the views of the people on whose behalf they invest 
billions of pounds. 


 
Mandatory carbon reporting  


 
28. An amendment to the Companies Act led to the Business Review which requires 


directors’ general duties to include “to the extent necessary” an inclusion of the 
impact of the company’s operations on the community and the environment. 
However, directors continue to retain considerable discretion over how to 
calculate and present this information. Climate change is too urgent and too 
important to be left to the “discretion” of directors.  


 
29. A clear, consistent, comparable definition of carbon disclosure is vital for 


progress towards UK climate change targets. Now that the voluntary GHG 
reporting guidance has been published, it should be made mandatory for all large 
UK organisations to ensure greater accountability and transparency. This will 
help companies identify cost savings through greater resource efficiency and 
more effectively address material climate risks and opportunities. It would also 
create a level playing field, allowing investors and consumers to make meaningful 
comparisons, thus driving further emission reductions.  


 
30. A commitment to mandatory reporting now will also cement UK leadership on the 


global stage and give greater credibility to government climate targets. There will 
be further economic benefits, accelerating the development of the low carbon 
economy and giving the City the backing it needs to become the world leader in 
carbon accounting and reporting.  


 
31. For example, thanks in part to the UK’s creation of its own voluntary emissions 


trading scheme a efore the mandatory EU scheme was introduced, London  year b
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was an early mover and is now regarded as the hub of the international carbon 
market. Though the UK scheme was criticised for its emission reduction 
achievements vis à vis cost, the benefits of establishing the trading infrastructure 
(including the development of verifiers and auditors) and the ‘hands on’ 
experience of trading, were considered to outweigh the weaknesses7. The UK 
must not lose the initiative and further leadership – such as the introduction of 
mandatory carbon reporting standards – would help entrench its position, and 
spur the development of expertise in carbon accounting and audit practices.  


 
32. The legislation for mandatory carbon reporting is already in place. An amendment 


to the Climate Change Act commits the Government this year to evaluate the 
contribution that reporting on GHG emissions is making to the achievement of 
Government’s climate change objectives. It then has to introduce regulations for 
mandatory carbon reporting by April 2012 or put forward a report to Parliament 
explaining why this has not happened.  


 
33. A mandatory carbon reporting standard has extensive business support, as 


demonstrated by the signatories to the AG letter sent to BIS Secretary of State 
Vince Cable. A recent survey of 1,674 practitioners by the Institute of 
Environmental Management and Assessment finds that over 80% support GHG 
reporting becoming a mandatory requirement8.  


 
34. In support of the AG letter, Steve Waygood, Head of Sustainability Research and 


Engagement at Aviva Investors said: "We believe that climate change represents 
a profound market failure. There is a clear need for much tougher policy 
measures on the international stage, as well as at the national level. While 
Copenhagen failed to deliver internationally, the UK is well placed to make 
carbon reporting mandatory in the UK. This would allow investors to more easily 
identify climate change risks and opportunities. If we conclude that climate 
change is potentially material then we have an informed basis on which to make 
our investment decisions." 


 
35. The Confederation of British Industry (CBI) also supports the move to mandatory 


carbon reporting. In a recent report9, it outlines the benefits of carbon reporting 
for British businesses, puts forward the need for a big shift for businesses to 
effectively capture emissions data and publicly report them and sets out a 
suggested framework for Government action.  


 
36. James Murdoch, the Chairman and Chief Executive of News Corporation, is just 


one of a number of high profile business leaders that support the introduction of 
mandatory carbon reporting. In an article published in the Financial Times, he 
wrote: 


 
“At a time when some companies emit more greenhouse gases than entire 
nations, we need transparency about emissions. Shareholders need 
disclosure to understand risk. Employees deserve it. Partners will expect it. 
Ultimately it is in the interests of all companies to know their carbon footprints 
and to be open about how they manage them. This is a vital step towards 
reducing risk and aspiring to be more than merely sustainable… 


                                                 
7 Bowyer, C, Monkhouse, C, Skinner, I & Willis, R (2004) Business Action on Climate Change: Where 
next after emissions trading. IEEP and Green Alliance.  
8 Institute of Environmental Management and Assessment (September 2010) GHG Management and 
Reporting.  
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Saying we can tackle climate change without public-company disclosure is 
akin to thinking obesity can be solved if people do not weigh themselves. 
Increasing the regulation of emissions, through mechanisms such as the 
carbon reduction commitment, may force business into disclosing and trading 
emissions, but it will not integrate carbon risk on to the business bottom line. 
We need an internationally consistent framework tied to listing requirements 
to achieve this, as advocated by the Aldersgate Group, a coalition of 
companies and environmental groups. 
 
The UK government is afraid this will be a burden, but many of the best 
companies already do it. They are finding cost savings and opportunities. As 
we move to a cap and trade scheme, we need to be prepared for the new 
lower carbon economy that can emerge from the global financial crisis. To 
make significant reductions in greenhouse gases it is essential to engage the 
private sector as soon as possible, to drive the world towards that new 
economy.”10 


 
37. There will be administrative costs associated with complying with carbon 


reporting legislation, but these are often more than offset by the economic 
benefits. The Government’s recent impact assessment provides useful data 
which supports this case11, including case studies with companies saving 
between £80,000 and £1.2 million per year. Measuring, managing and reporting 
environmental impacts is part of good business management which justify the 
compliance costs for all medium and large organisations.  
 


  
 
 


 


                                                 
10 James Murdoch (Novemb
11 Defra (September 2009) Impact Assessment of guidance on measurement and reporting on greenhouse gas 
emissions. 


er 2008) The Financial Times: Carbon disclosure should be mandatory by 2010. 








Commentary by Professor Peter Urwin 


January 2010 


The document, A Long‐Term Focus for Corporate Britain, tackles a number of  issues that are highly 


politically charged and the main message here  is one of caution. There  is still argument over what 


caused  the Great Depression of  the 1930s and  two years  into  the present crisis debate  is needed, 


rather  than  knee‐jerk  reaction.  This  document  attempts  to  set  out  some  clarity  on  the  present 


situation  in  the  highly‐politically  charged  areas  which  the  document  details  and  then  provides 


comment on the specific questions posed. 


Whilst  it  is well‐trodden ground, there are a number of factors that created the present economic 


situation which  are worth  re‐iterating  as  the  easy  credit  that  they  created  fuelled many  of  the 


behaviours that are the subject of discussion in the BIS document. 


 Fiscal and monetary stances  in  the UK  remained expansionary and helped  fuel a credit boom; 


whilst  regulatory  bodies  were  ‘captured’  by  the  institutions  they  were  supposed  to  be 


monitoring. 


 This was re‐enforced  in the wider  international economy by high savings rates  in the emerging 


economies (with the bodies holding these savings chasing returns internationally); coupled with 


an  expansionary monetary  stance  in  the  US  and  the  importing  of  such  (because  of  pegged 


exchange rate regimes) into many developing markets. 


 Demographics in the developed economies have also been working in a way that has increased 


the  flows of  finance  into equity and other capital markets, as  the baby boomers have neared 


retirement. 


 A wider deregulation of  financial services, particularly  in  the US and UK,  further expanded  the 


amount of credit available to all economic agents. 


 


The  extent  to which  these were  related, or not,  is debatable  and now  irrelevant.  The world was 


awash with easy  finance and  this created a credit boom, particularly  in  the UK where no attempt 


was made  to prick  various  asset bubbles.  This  is  a  very basic  statement of  events, but  there  are 


implications of this for each one of the areas that the discussion document covers:  


Capital Markets and Financial Institutions 


In  a  situation where  interest  rates  are  held  artificially  low  and  finance  is  freely  available,  capital 


markets are not able to allocate resources efficiently. This is a problem of itself and would result in 


some  eventual  need  for  re‐adjustment  but  what  also  seems  to  happen  is  that  in  such  an 


environment, the pressure to secure returns either results  in/or  is accompanied by the acceptance 


of questionable practices and a lack of incentives to consider the long‐term. 


For  instance,  for  the past 15  to 20 years  financial  institutions have been using mathematical and 


econometric models for the pricing of risk which did not take a long enough time horizon and did not 


therefore  incorporate  ‘exceptional’ circumstances;  this was an approach  that some commentators 


questioned (for instance Nassim Nicholas Taleb), but the practice continued. 


 







This was  ‘short‐termist’, but not  in the way that the discussion document suggests, and even with 


hindsight, it was not irrational for financial actors to adopt this approach in a booming market. The 


collective experiences of  the  finance  sector and  the  capital markets  they operate  in  suggest  that, 


ultimately,  their  ‘bets’ have been under‐written by  the  taxpayer and during  the  long boom of  the 


1990s and up  to 2007  it was  therefore  rational  to assume  that  there would be a bail‐out  if  such 


extreme events were to take place. There was no incentive to write in extreme events to models, as 


such extreme events trigger government intervention. The implicit under‐writing of the bulk of risks 


in large financial institutions provides little incentive to create models that predict events that will be 


the subject of large government bail‐outs. 


 


Furthermore,  in  finance  the  existence  of  credit  externalities1  fuels  booms  and make  busts more 


likely.  Together  with  the moral  hazard  implicit  in  the  taxpayer  under‐writing  of  risk  in modern 


finance there are potential market failures, but recognition that these factors are at the root of any 


short‐termism is something that the discussion document does not seem to recognise.   


 


Equity markets and corporate leverage 


The  question  is,  how  do  these  incentives  then  translate  into  equity markets  and  the  corporate 


environment? There is short‐termism here, but again it is not of the form suggested in the discussion 


document. With the world awash with finance chasing returns, the criteria for lending and judgment 


of  the  financial  viability  of  borrowers  became more  lax  –  again  this  is  something  that  seems  to 


accompany  financial  bubbles  as  there  is  a  desperation  to  lend,  in  order  to  secure  returns.  For 


instance, 


 At the level of individual consumers, the ability to secure large amounts of debt (for instance in 


housing  finance) with  little or no evidence of ability to pay became  increasingly common. This 


was fuelled by the ability of lenders to package up this debt and pass it on to others – removing 


the incentive for initial lenders to carry out due diligence on borrowers’ ability to repay. 


 Similarly,  ratings  agencies,  non‐executive  directors  and  private  equity  investors  became 


enthralled  by  the  possibilities  of  leverage.  All  of  these  supposedly  well  informed  agents 


systematically under‐valued the risks of excessive borrowing and leverage. 


However,  during  a  time  when  the  level  of  interest  rates  is  artificially  low  and  credit  is  widely 


available, expansion and acquisition through leverage is a sensible corporate strategy. The excessive 


amounts of finance flowing into equity markets meant that companies were more likely to have the 


finance (on paper) to justify such expansionary plans. 


There is a corporate short‐termism here, but it is one that is analogous to the short‐termism implicit 


in the risk‐pricing models employed by financial  institutions and, again,  it  is one that  is completely 


understandable in the environment that preceded the bust. The experts (financial institutions) were 


willing to facilitate extensive corporate acquisition sprees and nobody asked what would happen  if 


(i) interest rates increased or (ii) they were not able to roll over short term loans. Why would they, 


the problems arising over the  last 2 to 3 years have not occurred on such a scale  in the  lifetime of 


most corporate operators. 


                                                            
1 Bianchi, J. (2010), “Credit Externalities: Macroeconomic Effects and Policy Implications”, American Economic 
Review, Vol. 100, No. 2; pp 398‐402. 







Appointing the CEO and Remuneration 


In  the environment described  to  this point,  let us  imagine  the  incentives  facing prospective CEOs 


who wish to secure a new post. They have no incentive (and would not secure appointment) if they 


were  to suggest  in  interviews  that  they are  ‘a safe pair of hands’;  that  the company should retain 


cash reserves and reduce leverage. In such a booming environment corporations appoint those who 


are risk‐taking. 


But this does not explain why their remuneration should continue to rise– we would expect a focus 


on appointment of ‘risk‐taking’ CEOs to have both an up‐ and down‐side, with some cancelling‐out in 


the aggregate. More  risks  should mean more CEOs winning  (and  their  remuneration growing) but 


also  an  offsetting  fall  in  remuneration  for  those who  lose  their  corporate  bets.  However,  in  an 


environment where  consumers, governments and  corporations are  taking on excessive debt with 


little apparent fall in their credit rating, the balance of wins starts to outweigh the balance of losses. 


As we  have  just  described,  up  until  2007  there was  clearly  a massive misallocation  of  capital  in 


investments that were not sustainable (i.e. they were losses), but they were not uncovered until the 


bust. Corporations  (and  the CEOs who  run  them) were making bad bets, but  these were  seen as 


good bets in an environment where risk was under‐priced.  


Are we that surprised that in an environment where the owners of capital (shareholders) continue to 


make a return on very poor investments, simply because interest rates are low, that the managers of 


those investments see their remuneration packages rise substantially? A little reality check is needed 


here. Anybody who purchased a house 10 years ago will have made 10s, maybe 100s of thousands 


of pounds  (even given  recent  reversals).  Is  this  justified by  their  incisive  investment acumen? No, 


they were simply operating in an environment where the possibility of losing a bet was substantially 


reduced and the possibility of winning was almost assured – even bad purchasing decisions made a 


profit. 


Again, as with  the situation  in  the  financial markets, such a situation would eventually  lead  to  re‐


adjustments and reversals (preferably when  interest rates rise as a result of deflationary monetary 


policy).  However,  during  the  period  of  boom,  the  pressure  to  secure  every‐more  phenomenal 


returns and  the need  to  secure  the  services of  the  (apparently) charmed CEO who has won all of 


their  corporate  ‘bets’  for  the  last  15  years  results  in  corporate  laxity.  The  appointment  of  non‐


executive directors becomes window dressing,  rather  than a  serious position of oversight;  ratings 


agencies fail to take a  long term view of risk; accountancy firms start to secure  large  ‘consultancy’ 


contracts with  firms  that  they are  supposed  to be  ‘independently’ auditing and  regulatory bodies 


become increasingly toothless. 


So why has  this not now changed? Clearly many of  these corporate bets have been uncovered as 


‘losses’ and we are now expecting  to  see  remuneration packages  tumble as a  result. However, as 


with the wages of lesser mortals, the wages of corporate high flyers are ‘sticky’ downwards (lest we 


forget  the  fundamental premise of Keynesianism). Again  there are many  reasons  for  this, but  the 


suggestion that it is a result of corporate short‐termism would seem misplaced. Recent evidence on 


the pay of those running various government quangos shows just how extensive the ‘misallocations’ 


can be during a protracted boom.  


 


 







Summary and tackling the questions asked in the commentary 


The main message  from  the discussion above  is  to  show how misplaced  the questions  in  the BIS 


document are.  


 


Question 1: Do UK boards have a long‐term focus – if not, why not? 


In  an  environment  where  a  boom  creates  what  is  essentially  ‘Ponzi  finance’,  no  board  has  an 


incentive to adopt a  long‐term approach.  In the present environment,  forecasts of most economic 


variables are subject to wide margins of error – do we expect boards to be able to adopt a long‐term 


focus now? 


Question 2: Does the  legal framework sufficiently allow the boards of  listed companies to access 


full and up‐to‐date information on the beneficial ownership of company shares? 


‘Beneficial’ is a highly subjective term and is a worryingly lax use of terminology for the department 


tasked with securing our corporate futures. 


 


Question 3: What are the implications of the changing nature of UK share ownership for corporate 


governance and equity markets? 


If  anything,  the  greater  concentration  in  a  smaller  group  of  professional  investors  should  boost 


shareholder power  (as one would expect shareholder groups  to become  less disparate and better 


informed). However, what matters is not who owns the shares, but the incentives they face. As the 


prior discussion suggests, in the peak years of a boom there is very little incentive for either side of 


this principal‐agent relationship to take a long‐term cautious view.  


 


Question 4: What are  the most  effective  forms of  engagement? Question 5:    Is  there  sufficient 


dialogue  within  investment  firms  between  managers  with  different  functions  (i.e.  corporate 


governance  and  investment  teams)?  Question  6:  How  important  is  voting  as  a  form  of 


engagement?   What are  the benefits and costs of  institutional shareholders and  fund managers 


disclosing publically how they have voted? 


 


The  long boom and  cheapness of  credit  resulted  in an unprecedented misallocation of  resources. 


Furthermore,  for a number of actors  (financial and corporate)  the  incentives were  further skewed 


because  of  the  implicit  assurances  provided  by  the  public  sector.  In  such  environments,  short‐


termism;  inflated  corporate  remuneration  and  asset  price  bubbles  are  to  be  expected.  These 


fundamentals have not changed and, whilst they are unfortunately the most challenging issues, they 


are also the ones that this document does not tackle. All the mechanisms for the next bubble remain 


in place, in this respect. 


 


In contrast, Questions 4 to 6 focus on the the nitty‐gritty of corporate rules and regulations – specific 


relations between  investment managers, shareholders,  the corporations  they own and  the people 


who manage  them  on  a  day‐to‐day  basis. As  the  discussion  above  suggests,  the  long  boom was 


accompanied by questionable practices, but  these  seem on  the whole  to have been  a  symptom, 


rather than a root cause. Furthermore, these are unlikely to be areas where government  is able to 


make an  informed and  sensible  contribution –  the  internal workings of  firms and  the  relations  in 


dynamic  internationally‐focused  financial  markets.  In  contrast,  they  should  be  tackling  the 


environment that created incentives for those working in the sector to adopt inefficient practices.   







Question 7: Is short‐termism in equity markets a problem and, if so, how should it be addressed? 


Yes,  but  it  arose  from  poor  management  of  the  economy  by  governments  around  the  world, 
providing incentives for economic actors to focus only on the short‐term 


Question  8: What  action,  if  any,  should  be  taken  to  encourage  a  long‐term  focus  in UK  equity 
investment  decisions? What  are  the  benefits  and  costs  of  possible  actions  to  encourage  longer 
holding periods? 


Managing the economy at a macro‐level will better assure a long‐term approach to finance, and an 
interventionist approach  is  rarely appropriate – even  if  it was ever appropriate  it  is now  too  late. 
More  and  detailed  rules will  not  secure  the  future  of  corporate  Britain.  Rules  can  be  bent  and 
circumvented. Rather, what  is needed  is political will to pull the plug on the party when  it  is  in full 
swing.  


The key is having structures in place which provides a group of policymakers with an incentive to call 


a  halt  to  the  party.  The  problem  is  that  across  government,  corporate  boards  and  financial 


institutions there is simply no incentive to turn off the stereo and stop the party when there are no 


complaints from the neighbours – at an individual level it is simply a no‐win situation. Nobody could 


prove that they had turned the stereo off and avoided the police coming round – the incentive is to 


party until the police arrive and then hope you will be able to make your escape.  


Furthermore,  imposing  rules now  related  to  the previous downturn,  risks  creating an armoury of 


measures that are needed for battles which only arise every 70 years.  


Question 9: Are  there agency problems  in  the  investment  chain and,  if  so, how  should  they be 
addressed?   


There  are  always  problems  of  agency,  but  citing  some  of  the  discussion  from my  IEA  colleague, 
Professor  Len  Shackleton,  “the  Turner  Review…  found  that,  ‘while  inappropriate  remuneration 
structures  played  a  role,  they  were  considerably  less  important  than  other  factors….(such  as) 
inadequate approaches to capital, accounting and liquidity.’ 


Question  10: What would  be  the  benefits  and  costs  of more  transparency  in  the  role  of  fund 


managers, their mandates and their pay? 


Probably very little benefit (other than politically) and some cost. 


Question 11: What are  the main  reasons  for  the  increase  in directors’  remuneration? Are  these 


appropriate?  Question  12:  What  would  be  the  effect  of  widening  the  membership  of  the 


remuneration  committee on directors’  remuneration? Question 13: Are  shareholders effective  in 


holding companies to account over pay? Are there further areas of pay, e.g. golden parachutes, it 


would be beneficial to subject to shareholder approval? Also question 14, 15 and 16).. 


From  the  discussions  above  it  is  hopefully  clear  that  the  remuneration  of  directors  was  not 


appropriate and nor were many of the acquisitions and takeovers that took place in the boom years. 


However,  this  is symptomatic of a wider misallocation of resources  (and a  long period of securing 


returns to such misallocations) which pervaded most economies that experienced a boom in credit – 







rather  than  a  failure  of  corporate  institutions  (which  may  have  been  complicit,  but  not 


instrumental). 


Additional comments: 


As an economist I would suggest an approach to the consideration of corporations which is based on the 


sectors  in which  they  operate.  Banks  and  other  financial  institutions  do  benefit  from  (I)  an  implicit 


financial guarantee by the taxpayer to underwrite any losses and (ii) the (capital) markets they operate 


in are  subject  to a number of market  failures  (not  least  credit externalities). There may be a  role  for 


government here, but the lack of depth of the discussions in the existing document does not raise ones 


hopes that this would be tackled with a ‘considered’ approach (see the 1933, Glass‐Steagal Act). 


The document suggests that some commentators have identified potential problems arising from a focus 


on short‐termism – the three citations given do not suggest that these views are either current or widely 


held.  


It  is still not clear which aspects of the concerns raised  in the document ‐ short‐termism, the nature of 


capital markets and  the  remuneration/behaviours of managers – are due  to one‐off events  related  to 


the recent bubble in financial assets and which are more fundamental issues that need to be tackled for 


the future of UK corporatism. More specifically, booms and busts are a characteristic of economies and, 


seemingly, once every 50  to 100  years we experience a world‐wide event which brings us  close  to a 


Depression.  This  may  seem  fatalistic,  but  acceptance  of  facts  is  a  first  step  in  creating  a  realistic 


environment for policymaking. We need to be careful that policy at this point in time is not designed to 


ward off an event that may not be due for another 70 years and which may actually be unavoidable. 








 
 


 


A LONG-TERM FOCUS FOR CORPORATE BRITAIN – A CALL FOR EVIDENCE. 
 
Key messages 
 


 It is important to explore what drives long-term corporate success as well as 
focus on perceived failure.  A fruitful area of focus is to look at those UK 
companies which are genuine world leaders and consider how they grapple with 
challenges such as investor short-termism. 
 


 While we would accept that short-termism has negative consequences, it is 
important to assess its relative significance compared to other factors eg 
performance-related issues such as strategic clarity and execution. 
 


 It is important to understand and communicate the major drivers of long-term 
success such as quality information and reporting as well as clear articulation of 
the business model.  The key question to ask is what are the performance factors 
that create world-class successful businesses. 
 


 It is essential to grasp the limitations of regulation and the increasing acceptance 
that behavioural factors are key in achieving effective governance.  Good 
governance will always be work in progress and it is likely that there is no single 
regulatory structure that will solve all corporate governance problems. 


 
Introduction and general remarks 
 
CIMA welcomes the opportunity to respond to this consultation.  You will be aware that 
we have also submitted a response to the earlier consultation on the future of narrative 
reporting.  We also note that this review forms part of the overall Growth Review, the 
objective of which we are pleased to support. 
 
CIMA has made an active contribution to the global corporate governance and reporting 
debate for many years.  We are currently members of the Tomorrow’s Company Good 
Governance Forum (which we understand will be submitting a separate response) and 
the Report Leadership Group (with PWC and Radley Yeldar).  With the latter group, we 
are currently working on a report looking at effective governance reporting.   
 


CIMA’s perspective on governance 
 
Boards should be focused on the long-term sustainability of their business.  They should 
be confident that their business models will deliver this – with appropriate risk 







 
 


 


mitigations as necessary – and that performance indicators and incentives reinforce the 
desired behaviours. 
 
Corporate governance – developments in the UK, CIMA briefing July 2010, 
http://www.cimaglobal.com/Thought-leadership/Research-topics/Enterprise-
governance-restoring-boardroom-leadership/ 


 
 
With 172,000 members and students operating in 168 countries at the heart of 
business, we have a global perspective on what drives the world’s most successful 
organisations and we have endeavoured to bring this perspective to the UK 
government’s current consultation.  Within the last year, for instance, we have 
published reports focusing on sustainable business in South Africa as well as Asian 
governance.  We believe that it is essential to consider ‘UK plc’ within the context of a 
global environment.  Ultimately, CIMA’s goal is to contribute to the overall health of the 
global corporate sector. 
 
At the heart of this current review is, we believe, the objective to create world-class 
sustainable businesses.  We share the UK government’s desire to create the conditions 
in which businesses can thrive in the long-term.  We believe that the UK government 
should formulate and communicate a corporate mandate – this could be a powerful and 
inspirational statement as to how the UK plans to make its way in the world.  This is 
particularly important in the current rather negative climate.  Such a mandate could 
contain a clear articulation of the UK’s strengths and core competences.  We have based 
the idea of the mandate on the work done by the Tomorrow’s Good Governance Forum 
on the case for the ‘board mandate’ and which is likely to be raised in its separate 
response to the review.     
 
Nevertheless, we recognise that the primary area of focus is the system in which 
companies operate and we note that the questions posed are very much in this vein. 
 
We understand that the Cadbury takeover has been disquieting and there is a 
temptation to hold such examples up as more evidence that all is not well with UK plc.  
Yet, there are many UK success stories and we would like to see the balance of the 
review redressed by focussing on what creates success rather than dwelling on 
perceived failure.  There are UK companies which are genuine world leaders and 
perhaps a fruitful area of focus would be to look at how such companies grapple with 
challenges such as investor short-termism.  This focus on success is at the very heart of 
CIMA’s philosophy of enterprise governance.  In essence, this considers both the 
‘conformance’ aspects of governance such as board structures and investor relations 







 
 


 


together with the ‘performance’ aspects such as formulation and execution of a robust, 
sustainable strategy.  CIMA’s project on enterprise governance established through a 
series of global case studies that while good corporate governance can help to prevent 
failure, it cannot on its own create success.  Strategy and performance are key.  A 
summary of this work can be found in a recent CIMA report Enterprise governance – 
restoring boardroom leadership (see http://www.cimaglobal.com/Thought-
leadership/Research-topics/Enterprise-governance-restoring-boardroom-leadership/). 
 
Issues to consider – the review in context 
 
Some of the questions in the review are very broad-ranging and difficult to answer.  As 
you will be aware, a number of them, particularly those on the role of shareholders have 
been the subject of considerable debate in recent years and will continue to be so.  
These are not questions that lend themselves to quick, easy solutions and the best that 
may be achieved is to articulate and continue the debate.  This is the perspective from 
which we have prepared this response. 
 
We believe that there are a number of key broader issues or questions to consider 
putting the more specific review questions into context: 
 


 How significant are such issues as investor behaviour in determining corporate 
success - in comparison with others such as board behaviours, management 
ability and so on?  We will explore this in more depth, but we would like to 
propose the hypothesis that organisations that focus on long-term sustainability 
with a well-articulated and coherent strategy will succeed ‘whatever the 
weather’ or whatever the ownership structure.  This is consistent with our 
performance focus on long-term sustainability and our endorsement of such 
tools as the board mandate. 
 


 Is there sufficient understanding and communication of what drives long-term 
success?  Good narrative reporting is relevant here.  As we emphasised in our 
response to the narrative reporting consultation, CIMA believes that effective 
narrative reporting is a sign of a well-managed organisation and can drive 
improved decision-making eg in relation to takeovers.  We therefore believe that 
there needs to be sufficient consideration of the role of effective information in 
driving improved decision-making right along the corporate governance supply 
chain.  As part of the UK corporate mandate, it is also essential to communicate 
the importance of why focussing on the long-term benefits everybody with a 
clear articulation of how it works eg why focussing on customers is crucial.  This 
may be stating the obvious, but we believe that it would be of considerable 







 
 


 


value.  CIMA’s stewardship model (see Appendix 1) clearly demonstrates the key 
areas of focus when articulating a sustainable business model.  In summary, 
these include understanding the external environment and the associated 
strategic risks and opportunities, generating a range of strategic options and the 
capacity to evaluate these and select, then moving through to effective 
implementation.  Critical areas of focus of the business model that organisations 
and their boards must focus on are cost leadership, durability of the supply 
chain, motivating staff and attracting and retaining customers.  In a similar vein, 
the ‘board mandate’ includes such questions as ‘how do we make money?’ and 
‘how are we investing in a sustainable future?’  It appears that during the last 
crisis, some boards did not know the answers to such questions.  Better board 
understanding and articulation of the business model would therefore represent 
a significant step forward. 
 
 


 It is essential to take account of some of the current thinking on corporate 
governance.  The global financial crisis has provoked considerable soul-
searching, not least in the UK.  Our reading of the situation, however, is that 
there has been widespread recognition that there is a limit as to what further 
regulation can achieve.  The emphasis has very much been on behaviours and 
ethical values.  As Mervyn King, Chairman of the King Committee in South Africa 
recently pointed out, rule-making cannot be the basis of governance as it tends 
to distract from performance.  He argues for a move to value-creating systems 
based on principles.  It is also notable that the Walker Review concluded that 
‘the principal deficiencies in boards related more to patterns of behaviour than 
to organisation’ and that the revised UK Corporate Governance Code puts 
particular emphasis on the spirit rather than the letter of the code.  We do not 
believe that the current review has taken sufficient account of this current 
thinking on the behavioural dimension of corporate governance. 
 


 There is understandably a temptation to look for the silver bullet in the form of 
the right ‘regulatory structure’ that will solve all corporate governance problems.  
But in this regard, it is well to consider the views of the former Chairman of 
HSBC, Stephen Green.  He has pointed out that the market system has many 
failings, but it is the best we have and it is necessary to continue to learn lessons 
from corporate failures.  But it is always work in progress.  In keeping with the 
above paragraph on behaviours, his view is that regulation is necessary but not 
sufficient.  It is not possible to devise rules to create good behaviour.  It is 
therefore essential to look at questions of purpose, ethos and responsibility.  Our 
conclusion from that is that the key corporate governance question is not just 







 
 


 


about short-termism, but there should be questions of value and values.  These 
are not mentioned in the consultation. 
 


 Lord Green has also highlighted the importance of the sustainable and profitable 
business model – customer relationships have to be sustainable and employees 
need to be engaged over the longer-term.  His view is that no company will get 
this right all the time, but it is better to do this than to adopt cynical short-
termism.  Leadership by the board with a clear understanding of purpose with a 
long-term focus is essential.  Regulation cannot achieve this.  We believe 
therefore that it is essential to recognise the limitations of regulation in 
achieving good corporate governance.  In our submission to the FRC in respect of 
the review of the UK Corporate Governance Code, we suggested that case 
studies of good practice could be useful. 
 


 In recognising the limitations of regulation in achieving the ‘right behaviours’, a 
good example can be found in the UK Corporate Governance Code which 
stipulates quite clearly that boards are responsible for long-term success – ie 
‘the purpose of corporate governance is to facilitate effective, entrepreneurial 
and prudent management that can deliver the long-term success of the 
company’.  Similarly, Section 172 of the Companies Act 2006 states that 
company directors must have regard to the long –term consequences of their 
decisions.  Proof that it is possible to legislate for long-termism, but it still may 
not be possible to achieve it in practice.  One difficulty is that it is not always 
apparent and agreed between all parties what is actually in the long-term 
interest of the company. 
 


 It is our view that companies can and do have long-term vision and we are not 
persuaded that structural governance factors are as powerful as is often 
thought.  Successful companies seem to be so whatever their mode of 
ownership although it may be worth asking the question as to whether certain 
industries are better suited to particular company forms.  We would therefore 
caution against excessive focus on ‘conformance’ or regulatory solutions.  We 
believe that a more productive approach is to ask what are the performance 
factors that create successful world-class businesses. 


 


 Alongside rebalancing the focus of the review on to performance issues, we 
would also emphasis the value of good information and reporting.  We believe 
that these can address or at least mitigate some of the perceived or actual 
structural shortcomings of the current governance system.   


 







 
 


 


Boards of directors 
 
 The question of whether boards have a long-term focus is probably not one which can 
be answered with a simple ‘yes or no’.   There are a number of factors which impact on 
this focus, some of which are addressed above.  An additional question to ask is the 
extent to which long-term focus is affected by external economic pressures.  The 
challenge for businesses is to maintain a balance between the short-term and the long-
term.  The extract below is from a recent article in CIMA’s Excellence in Leadership.  
Although the company quoted is a US one, the points are equally valid in the UK 
context. 
 


The tension between short-term gains and long-term investment is a feature of any 
business, and shapes how crucial issues such as business transformation are dealt with, 
but for a business as diverse and international as Pitney Bowes it is especially important 
to find the right balance…..the accent has to be on the long term even if the strategy of 
some investors is sometimes focused on short-term gains.  ‘You need to decide what is 
best for the business, and you need to attract the right type of investor.  We can’t look 
just at the next 90 days.  We must look at being around for the next 90 years,’.. 
 
Maintaining this long-term view becomes harder, however, when the wider economic 
environment comes under pressure, as it has during the financial crisis…..This has 
brought short-term indicators of market direction to greater prominence,….but this 
trend should not force the CFO to put too much emphasis on cost-cutting.  Innovation is 
the driver of long-term success and the goal for any global company should be to 
increase efficiency while also developing new products and services for the future. 
 
Clear direction, Excellence in Leadership, Issue 17, Winter 2010/11, CIMA 


 
  
Shareholders and their role in equity markets 
 
As you will be aware, there has been extensive debate on the role of shareholders in 
equity markets and this remains very much a work in progress.  
 
As CIMA indicated in its response to the FRC in relation to the proposed Stewardship 
Code, we supported the code but expressed the view that it should not be regarded as 
the complete solution to what is a complex problem and that careful consideration 
should be given to the costs and benefits of operating such a code.  We said that we 
would therefore like to see development of the proposed code as part of a broader 
review of the shareholder’s role in good governance.  The changing pattern of UK share 







 
 


 


ownership – and, in particular, the increasing importance of foreign investors – may 
mean that there is simply not the critical mass of investors prepared to exercise an 
active stewardship role.  It would therefore be appropriate to assess the extent to which 
the phenomenon of ‘ownerless corporations’ is a reality and the consequent 
implications.  This should then lead to the generation of a range of possible options 
designed to address this link in the chain of accountability such as incentives to support 
greater investor engagement.   
 
We also felt that another key factor that could contribute to improved investor 
engagement is better reporting.  
   
We argued that it was important to have realistic expectations as to what active 
shareholder engagement could achieve.  While the issue of stewardship should be 
addressed, we believed that the area where there was greatest scope for effecting 
significant improvements in practice was that of boardroom performance and 
behaviour.  We emphasised that this should remain the primary area of focus for 
governance reform.   
 
Building on our views in relation to the Stewardship Code, it may be useful to look at the 
governance chain as a whole – not just focus on shareholders.  For example, the media 
also has a key role to play.  The question we should be asking here is ‘how can we 
ensure that companies are getting the challenge and/or oversight they need which 
serves the public interest and which will help them to succeed?’ – even if that challenge 
is not comfortable.  We may need to accept that this constructive challenge does not 
necessarily need to come from shareholders. 
 
It is also worth reviewing the current debate on the primacy of the shareholder and 
shareholder value – which is by no means universally accepted.  As one US academic has 
pointed out, different stakeholder groups contribute to success and it therefore does 
not make economic sense to concentrate solely on shareholders.  These views have 
been more recently articulated by industry leaders such as Paul Polman, Unilever CEO 
who has been quoted as saying I do not work for the shareholder, to be honest; I work 
for the consumer, the customer.  I discovered a long time ago that if I focus on …the long 
term to improve the lives of consumers and customers all over the world, the business 
results will come.   
 
 Directors’ remuneration 
 
CIMA has produced a number of reports on this issue, most recently Executive 
remuneration schemes and their alignment with business sustainability. 







 
 


 


(http://www.cimaglobal.com/Thought-leadership/Research-
topics/Sustainability/Executive-remuneration-and-sustainability/) 
 
This also refers to some earlier work we did as members of the Report Leadership Group 
on executive remuneration reporting.  We talked with investors as to what they wanted 
when they looked at the remuneration section of the annual report.  Their needs were 
clear: 
 


 A description of the overall policy, principles and purpose behind each element 
of pay 


 A prominent display of the main elements of pay and how they were calculated 


 An explanation of how strategic aims are reflected in executive awards 


 Details of how executive rewards are aligned with the shareholders’ interests 


 An explanation of how under performance could affect executive compensation 


 Clear messages backed by evidence, including comparisons with relevant peer 
groups. 


 
We believe that a good remuneration report which has as its main aim to be a   
communications tool, can play a significant role in assisting scrutiny and accountability. 
  
Takeovers 
 
This is not an area of particular expertise for CIMA, but we note recent developments in 
relation to the Takeover Code.   
 
Clearly, the quality and scope of information relating to the case for and against 
proposed takeover is crucial.  In addition, there is also scope for exploring and 
articulating the economic case for takeovers in more detail.  Our own limited research in 
this field bears out the view that ability to succeed at mergers and acquisitions is a ‘core 
competence, which businesses need to consciously develop as part of a coherent long-
term strategy. 
 
Concluding remarks 
 
We trust that these comments are helpful and we look forward to participating further 
in the government’s reviews on corporate governance and reporting.  We would be 
pleased to discuss any aspect of our response in more detail. 
 
January 2011 
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Stewardship – Driving a Sustainable Business Model –
Effective Reporting


External Environment


Relevance
Competition (Enterprise 
Governance)
Sustainability (A4S/IIRC)
Regulation/Government   
positioning 
(IFRS/Basle/Sustainability – G20)
Technology (Tesco’s)
Investors (responsibilities)
Economic
Social/demographic


Implementation


Product Development
Customer satisfaction
Quality
Cost leadership (BT)
Project Management
Output KPI’s – drivers of value 
(financial/non-financial)
Aligned incentives
Pricing
Process/Systems/
Technology/Outsourcing (XBRL)
Operational Risks


Business Model


Current strategy/Business plan – clarity/core 
competencies
Values – professionalism
Culture – incentives (Richard Lapthorne)
Talent – appointments/training
Performance culture
Physical/intangible assets/liabilities
Brand
Supply chain
Cashflow/resources


Apply or explain


Strategic Risks/Opportunities


 Black Swans/Drawbridge
Market change
Mergers and acquisitions
Differentiation to be ‘first choice’
Scenario planning/future risk 
assessments
Innovation


Options


Quality decisions (based on 
insight/value)
ROI
Balance short/long term
(sustainable future proofed 
business)


Economic environment – ‘perfect storm’
Globalisation – Technology, complexity, transparency, speed
Quality information, analysis – specific to needs - transparency
Fair value – trade off relevance and reliability
Audit/assurance – professionalism, liability –’substance over form’, prudence
External Reporting – Narrative (MDNA/OFR)/Financial (IFRS)/Report Leadership/cost – value management commentary – PWC/TMC
Litigation/’safe-harbour’
A4S/IIRCJanuary 2011


Appendix 1 – Cable Review
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Please tick the box from the following list of options that best describes 
you: 
 


 Quoted company 
 Other company  
 Investor or investment manager 
 Business representative organisation 
 Investor representative organisation  
 Non governmental organisation (NGO) 
 Trade Union 
 Lawyer or accountant 


X Other – Professional Institute 
 
 
The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
Organisations are formed to fulfil a specific purpose in society and that 
purpose drives everything the organisation does. For an organisation to 
survive in the long term its purpose needs to be outward looking and serve 
the society in which it operates. 
 
Profit is important as a resource and a measure of success but when 
perceived as the primary purpose of the organisation, it encourages 
managers, and trustees, to focus inward on financial returns instead of 
externally, and the contribution the organisation makes to society which is the 
ultimate judge of its performance and arbiter of its success. 
 
There is only one valid business purpose, which is to create and retain 
customers. Too much of the current short term focus is on profit alone, 
therefore to recreate a long term focus Boards of Directors need to have a 
quality first focus on their customers. 
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Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
 
The current legal framework does not provide shareholders with sufficient 
influence on the remuneration committees of public companies. The law 
should be changed to extend authority to enable minority shareholders to 
influence decisions such as those concerning remuneration and bonuses. 


 
 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
No response 
 


 
 
Question 4: What are the most effective forms of engagement? 
 
Comments 
 
Organisations of all types are being significantly challenged because of the 
need to be increasingly competitive and satisfy multiple diverse and complex 
stakeholder requirements. 
 
To ensure productivity, safety, efficiency and effectiveness, quality outcomes 
must be the number one priority. An organisation applying quality principles 
will be one in which people: 


 can be trusted to supply the required outputs at the required quality 
and on time; 


 find the best value solutions that fulfil the requirements; 
 are authorised to stop a process that is failing;  
 don’t compromise on the quality of work for short term gain; 
 do what they say, when they say they will do it; 


 Page 3 of 9 







 act ethically and with transparency in what they do to build trust; 
 are aware of the impact of what they do to others and society generally 


and manage all the risks before they become a reality. 
 
There is now a widespread awareness within enlightened organisations that 
integrated management (joined up thinking) is needed and a large number of 
integrated management initiatives are either underway or have been 
completed. 
 
Integrated management can provide enhanced communication through 
simplicity and uniformity leading to enhanced stakeholder understanding and 
satisfaction as well as improved management and process transparency. 
 
The prevailing management model is still heavily based on “Theory X” 
command and control and has not progressed to the more enlightened 
“Theory Y” consensus management and “Theory Z” autonomous 
management. 
 
A national campaign to change business education and practices could 
provide major benefits for organisations, such as: 


 reduced layers of management, 
 improvements in employees’ opportunities, involvement and 


engagement 
 encouraging development of internal talent (reducing the need to pay 


high recruitment costs etc) 
 improved productivity 
 improved levels of employee retention. 


 
 
 
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
 
No, investment firms should invest in their businesses process capabilities in 
order to facilitate holistic analysis as a basis for investment decision-making 
rather than relying upon financial data alone. 
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Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
 
Increased transparency would lead to a more critical analysis of long term 
performance. 
 


 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
 
Customers, investors and shareholders often think only in the short term, 
don’t know or understand what the business needs in order to innovate and 
thrive and often don’t care about the impact of their demands in terms of the 
businesses own sustainability and the effect of its actions on wider society. 
 
Short–termism in equity markets has led to the destruction of much of British 
manufacturing industry through asset stripping (for example BTR, Hanson, 
Siebel and GEC who acquired substantial businesses and then restricted 
research, product development and investment in machinery). 
 
The solution could include: 


 the establishment by the Government of a long term strategy and plan, 
agreed with Industry and the Unions, for regaining position within 
global market sectors such as aerospace, defence, automotive, white 
goods, electronics, chemicals, IT etc that could be leveraged to 
increase national wealth; 


 the adoption of practices similar to the establishment in post war Japan 
of an impartial national body responsible for assessing the quality of 
exported products with powers to impose sanctions in cases of inferior 
product quality. 


  
 


 Page 5 of 9 







Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
 
The introduction of favourable tax rates for long term investments. 
 
The benefits could include increased investment in companies’ development 
of new, innovative products, although the SME sector might be adversely 
affected by such strategies. 


 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
 
No response 
 


 
 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
 
Consumers would have visibility of the extent to which their investments were 
affected by investment charges, policies and practices, remuneration policies 
etc. 
 
More transparency could also serve as a deterrent to potential unethical 
practices. 
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Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 
 
Directors’ remuneration can be driven upward through the retention of 
hierarchical management structures; short term strategies for profit 
generation, failure to invest in the development of in house talent, etc. 
 
Where value is being generated at the lower levels of an organisation there is 
no reason to overpay executives. 
 
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
 
A more equitable distribution of rewards to the stakeholders. 


 
 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
 
Minority shareholders have lost power to institutional investors such as 
insurance and pension companies and to speculators. 
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Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
An organisation applying quality principles will be one in which people don’t 
compromise on the quality of work in return for short term gain and act 
ethically and with transparency in what they do to build trust. 
 
Transparency in an organisation’s activities encourages adoption of and 
adherence to these principles. 
 
 
 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 
 
An organisation applying quality principles will be one in which people are 
aware of what they do to others and society generally and manage any risk of 
the impact of their outcomes before they become a reality. 
 


 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
 
Yes, although in some respects they already do through their decisions to sell 
or retain their shares. 
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Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
 
The degree to which stakeholder expectations are met is a function of the 
quality of the organisations intended outputs which include goods and 
services, dividends, information and working conditions.  
 
Outputs of relatively high quality are more likely to satisfy these expectations, 
whereas outputs of relatively lower quality may lead to dissatisfaction and 
withdrawal of support from those stakeholders affected. Consequently quality 
needs to be the first priority in any organization. 
 
Companies that put ‘profits first’ have found themselves losing market position 
because of the inferior quality and price competitiveness of their goods and 
services. It has to be recognised that putting customers/investors first is not 
the same as putting quality first because organisations can control the quality 
of their outputs but not their customers or investors. 
 
National Governments need to be aware of the impact that integrated 
management can have on the success and prosperity of a nation and ensure 
that its vision, planning and resourcing enable this approach to management 
to be fully exploited within all types and sizes of commercial, governmental 
and regulatory organisation. 
 
The CQI also advocates third party certification as a means for providing 
confidence to investors, customers and other stakeholders that an 
organisation has a management system focused on consistently providing its 
customers with conforming products and services and can therefore provide 
an outside view of the organisation's ability to consistently satisfy stakeholder 
requirements and continually improve. It must however be noted that ISO 
9001 certification does not address the integrity issue, i.e. if an organisation is 
dishonest in their dealings with customers or investors, having an ISO 9001 
certificate will not guarantee to change this approach. 
 
The CQI is a not-for-profit organisation independent from commercial or 
vested interests working to promote quality across a range of industries in 
both the public and private sectors, embracing all quality models, philosophies 
and standards that help organisations improve performance. CQI members 
work in a variety of roles in production and planning, human resources, IT and 
general management - acting as catalysts for performance improvement and 
the promotion of excellence. 
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INTRODUCTION 
 
The Business Policy Committee at ICAS welcomes the opportunity to respond on the 
Department for Business Innovation and Skills call for evidence on a long-term focus for 
Corporate Britain. 
 
As the Institute’s Charter requires, we act in the public interest, and our proactive projects and 
responses to consultation documents are therefore intended to place the general public interest 
first, notwithstanding our charter requirements to represent and protect our members’ 
interests. The Institute’s Business Policy Committee is broadly based with members drawn from 
practice, industry, the investment community and also the legal profession. 
 
The Committee acknowledges the view held in some quarters, particularly in relation to the 
recent activities of hedge funds, that there should be some restrictions introduced to curb 
excessive short-termism. Conversely, the Committee also acknowledges there is a contrary view 
held by others that this is no more than a single cog in the overall market picture and should not 
be seen as something that is inherently unhealthy. We have a certain amount of sympathy with 
the latter view and would refer the Secretary of State to the final paragraph in his own foreword 
to the call for evidence: 
 
“The best solutions are those which are owned and driven by market participants, 
investors and companies. We need clear, consistent rules which work with the grain of 
the market”. 
 
In the last year, we have seen changes to the UK Corporate Governance Code, the introduction 
of a UK Stewardship Code for institutional investors and also a review of certain aspects of the 
regulation of takeover bids from the Takeover Panel. We believe that in order for all market 
participants to ensure they are working towards these “best solutions”, they must be given a 
period of stability to operate within the new framework and that any resultant legislation or 
regulation from this call for evidence may do more to hinder this process than assist it. 
 
We would therefore urge the Government to take a step back at this present time from taking 
any action which may ultimately “over-regulate” UK businesses to such an extent that it 
becomes ultimately unattractive to operate effectively in the UK. If the Secretary of State and the 
Government firmly support the above quote from their call for evidence, they must allow 
businesses the necessary space and time to evolve and find these “best solutions” within a stable 
regulatory framework. Indeed, the UK Stewardship Code highlights that it expects the content of 
the Code “to evolve over time to reflect developments in good engagement practice, in the 
structure and operation of the market, and the broader regulatory framework” with a decision on 
the timing of the first review to be taken in the second half of 2011. We believe it would be 
prudent for the Government to adopt a similar approach. 
 
The key points from the call for evidence which we believe the Secretary of State should 
consider are: 
 
• Allowing time for the new codes and practices to develop and pulling back from any direct 


or indirect Government intervention in how the market and/or companies operate; 
• Encouraging institutional investors to look to the longer term and place less reliance and 


expectation on detailed company quarterly earnings statements reports; 







3 
 


• Recognising that the term “shareholder” cannot be thought of as one homogeneous group 
with similar reasons for holding shares and future aspirations; 


• Recognising that the fundamental rights of all shareholders must be upheld and any attempt 
at disenfranchisement would not welcomed; 


• Leaving the issue of fund managers’ remuneration to evolve via the Stewardship Code and 
not be a matter for regulation; 


• The Takeover Panel in the UK is respected worldwide and is better placed to oversee the 
processes involved in takeover bids than Government; 


• The current bid process already has sufficient safeguards for shareholders of the acquirer 
company in major transactions and there is no need for Government intervention. 


 
Our responses to the consultation questions are set out below. 
 
The Board of Directors 
Q1: Do UK boards have a long-term focus – if not, why not? 
 
We believe that while boards need to manage their company’s operational issues on a short-term 
basis, they are sufficiently and effectively focussed on and engaged in their strategic development 
of their business for the longer-term.    
 
That is not to say this is an easy process, with boards ever mindful of shareholder and analyst 
expectations, which can require statements of earnings and financial position to be reported on a 
quarterly basis. We would acknowledge this is not a UK requirement, unlike interim management 
statements, but is standard practice in the United States and has been adopted by many UK 
companies. As such, we believe that if a long-term focus is to be achieved, there needs to be a 
realisation by shareholders and analysts that relying on such short-term reports and measures to 
request changes in strategy or tactics is detrimental to that goal. We also believe that there may 
be an onus on companies whose short-term performance can be more volatile to enter into a 
process of education with the markets to ensure that their business model is sufficiently 
explained and their trends understood through high quality narrative and other reporting as well 
as briefings. 
 
Boards also have the added pressure brought about by the recent revised UK Corporate 
Governance Code where directors are now faced with the prospect of annual re-elections. We 
commented to the Financial Reporting Council (FRC) in March 2010 that we did not agree with 
the proposal for annual re-elections as this does not sit easily with the principle of the board 
being responsible for the long-term success of the company and we firmly remain of that view. 
In particular, boards have to guide companies through the business cycle for their industry, and 
this requires steadfast adherence to long-term goals which may need explanation to shareholders 
where in the short term events drive adverse results.  This is again an area where shareholders 
have a part to play in better understanding these cycles and thus having the confidence in the 
board that they know the operations of the business sufficiently in order to deliver results and 
add to shareholder value in the long-term. 
 







4 
 


Q2: Does the legal framework sufficiently allow the boards of listed companies to access full and up-to-date 
information on the beneficial ownership of company shares? 
 
Whilst unravelling nominee holdings can present challenges for some companies, it is by no 
means an impossible task under the current legal framework and it should be well within the 
capabilities of companies, albeit perhaps aided by specialists, to access whatever information they 
require.  In some circumstances, shareholders may be represented to companies as ‘fiduciary 
clients’ of a fund manager and requests to understand the true beneficial holder are rebuffed.  
The law should permit a full understanding of who the beneficial holders are through an s793 
request under the 2006 Companies Act. 
 
We also believe this is an area where the Stewardship Code will provide some assistance, at least 
from the UK share ownership perspective. 
 
Shareholders and their Role in Equity Markets 
Q3: What are the implications of the changing nature of UK share ownership for corporate governance and equity 
markets? 
 
The UK competes in a global market and in attracting overseas companies to list on a UK stock 
exchange, invariably leads to an increase in overseas shareholders. With regard to the ownership 
of UK companies, we see no real concerns in an increase in overseas ownership. In terms of 
outlook, we do not perceive that overseas pension funds, for example, would have a markedly 
different approach or attitude to their shareholding than a UK based pension scheme. The 
situation with Sovereign Wealth funds may differ where there could be other reasons for the 
share ownership but ultimately, we do not consider these to be of material concern. 
 
Our main concern would be as we expressed to the FRC in response to the consultation on the 
UK Stewardship Code, which is the first code of its type in the world and is applicable only to 
UK investors. Non UK based investors are encouraged to engage with the Code and we believed 
this may have the unintended consequence of placing UK institutional shareholders at a 
commercial disadvantage in the UK with the lack of a level playing field when compared to their 
overseas counterparts.   
 
We would acknowledge that take up of the UK Stewardship Code has been encouraging but the 
list of organisations with published statements on the FRC website unfortunately does not 
highlight the level of overseas engagement with the Code. 
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Engagement and Dialogue 
Q4: What are the most effective forms of engagement? 
Q5: Is there sufficient dialogue within investment firms between managers with different functions (i.e. corporate 
governance and investment teams)? 
Q6: How important is voting as a form of engagement? What are the benefits and costs of institutional 
shareholders and fund managers disclosing publically how they have voted? 
 
We believe that from an institutional shareholders’ perspective, effective engagement can only 
take place via regular face to face meetings with the company Chairman/CEO/CFO/senior 
executive management. These meetings should focus on strategic matters for the company at 
present and going forward. It is widely acknowledged that meetings such as this are already 
commonplace for the largest companies and remain of great importance for both the company 
and institutional investors. It is also worth noting that Principle 3 of the UK Stewardship Code 
states that institutional investors should monitor their investee companies and that they need to 
determine when it is necessary to enter into an active dialogue with their boards.  
 
We also believe there is a place for a separate meeting between the company Chairman and 
institutional shareholders, probably on an annual basis. This would show a clear signal of intent 
on both sides for effective engagement and include discussions on a number of topics including 
Governance related matters. 
 
We would also comment that from the smaller shareholder perspective, the provision of clear, 
timely and unambiguous information and communication on company issues as well as the 
opportunity to speak openly at the AGM is in all probability the full extent of engagement at this 
level. 
 
Voting is important as it provides shareholders the opportunity to express their views to 
management on the specific issues under consideration. Whether or not it is considered an 
important form of engagement is another matter and we would conclude that it is not always as 
effective as it should be with votes being withheld or even shares being sold prior to the vote 
rather than investors entering into dialogue and airing their concerns to management to try and 
find a constructive way forward. Adherence to Principle 4 of the UK Stewardship Code whereby 
institutional investors are encouraged to establish clear guidelines on escalating their activities as 
a method of protecting and enhancing shareholder value should hopefully make institutional 
shareholders consider their options more carefully before deciding on a particular course of 
action. 
 
We would also hope that Principles 6 and 7 on the need for a clear policy of voting and 
disclosure of voting activity and also the periodic reporting of this will also act as a catalyst to 
institutional shareholders and their voting behaviours. The recent introduction of new disclosure 
requirements by the Financial Services Authority should lead to greater clarity on the position of 
institutional investment managers on stewardship matters.  Nonetheless, many institutional 
holders vote their shares in accordance with the wishes of their clients.  Disclosure has to reflect 
these underlying shareholder decisions, not the nominee position in order to give any clarity.  
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Short Termism, Agency and Transparency in the Role of Fund Managers 
Q7: Is short-termism in equity markets a problem and, if so, how should it be addressed? 
Q8: What action, if any, should be taken to encourage a long-term focus in UK equity investment decisions? 
What are the benefits and costs of possible actions to encourage longer holding periods? 
Q9: Are there agency problems in the investment chain and, if so, how should they be addressed? 
Q10: What would be the benefits and costs of more transparency in the role of fund managers, their mandates and 
their pay? 
 
Markets, by their very nature, are imperfect and this can throw up from time to time “curve 
balls” which causes uncertainty and anxiety for some shareholders and companies. The market 
does not always get things right but again this is only to be expected in a market led economy. 
Can the Government legislate/regulate to create what they perceive as “perfect” market 
conditions? It is arguable as to whether or not this is possible or ultimately desirable. 
 
Whilst we do not agree with or condone the type of selling behaviours that came to light in the 
proposed sale of Cadbury plc to Kraft Inc in late 2009/early 2010, we do not believe that 
restricting the rights of shareholders, irrespective of how long they have been shareholders, is 
appropriate, warranted or necessary. One of the benefits of a market economy and a share 
market is liquidity.  Restrictions on that for any group of shareholders risks an increase in the 
cost of capital, and that would not be a good result. We believe that the Government must place 
a greater emphasis on “selling” the benefits of taking a long term view to shareholders as 
opposed to quick “knee-jerk” reactions to curb what they see as the unacceptable practice and 
behaviours of short termism. 
 
We believe the Government needs to effect a cultural change in its thinking of shareholders and 
recognise that the term “shareholder” cannot be thought of as one homogeneous group with 
similar reasons for holding shares and future aspirations. The Government needs to appreciate 
the individuality of shareholders (institutional or otherwise), understand their reasons for holding 
the shares and provide them with compelling reasons as to why they should think about their 
shareholding in the longer term. In our view, this may only be achievable through the provision 
of fiscal incentives for long-term ownership which itself is not a perfect solution, but may be the 
only one open to the Government to cause the sea change in responsible share ownership that 
they believe is required. We do not regard increased regulation as being the way to effectively 
deal with what the Government views as short-termism and to encourage greater shareholder 
engagement. 
 
Whilst we would acknowledge that the growth of hedge funds has introduced a new short term 
dynamic to markets in recent years, we are unsure what specific regulatory measures could be 
taken here without significantly altering the historic and fundamental rights of shareholders. We 
do not consider that any kind of disenfranchisement is a viable option. 
 
Whilst the new UK Stewardship Code provides guidance on voting policies and their disclosures 
and subsequent reporting, it does not provide any assistance as to how fund managers are paid. 
Whilst we would acknowledge this is a sensitive area, we would regard the disclosure of some 
basic information on the terms of the fund management contract as the next logical step in the 
evolution of the Code and not necessarily a matter for increased regulation at this present time. 
A clear description of the terms of fund management contracts (where these are not already 
required) would assist in making the role of the fund manager more transparent. 
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We would however acknowledge the practical difficulties that may exist with this type of 
disclosure and appreciate the sensitivities that exist in a fund manager/client contractual 
relationship. We would consider a system whereby the clients and prospective clients of fund 
managers are made fully aware of the remuneration codes and structures that exist through the 
initial tendering process could assist in aiding the transparency surrounding the remuneration of 
fund managers. 
 
Directors’ Remuneration 
Q11: What are the main reasons for the increase in directors’ remuneration? Are these appropriate? 
Q12: What would be the effect of widening the membership of the remuneration committee on directors’ 
remuneration? 
Q13: Are shareholders effective in holding companies to account over pay? Are there further areas of pay e.g. 
golden parachutes, it would be beneficial to subject to shareholder approval? 
Q14: What would be the impact of greater transparency of directors’ pay in respect of: 


• linkage between pay and meeting corporate objectives; 
• performance criteria for annual bonus schemes; 
• relationship between directors’ pay and employees’ pay 


 
We would initially take this opportunity to comment that the vast majority of issues in relation to 
remuneration seem to have arisen from the problems that emanated from the crisis in the 
banking sector rather than business wide issues. We remain to be convinced this link is entirely 
warranted. We would also comment that remuneration is a very emotive issue and what may 
seem “reasonable” to one person (particularly in an international context) may be regarded as 
“excessive” to another (in say a local context) depending on a number of different factors which 
influence and motivate the individuals concerned. This can make it difficult for a constructive 
debate to develop especially where the international and local contexts are so remote from one 
another.  
 
With many large companies operating on the international stage, and wide mobility of top 
executives, it is impossible to ignore global pay comparisons on remuneration whilst paying 
attention to acceptable practice in the UK. It is a fact that on occasion, you have to sometimes 
pay over the going rate to attract the best talent. A number of leading UK institutions have 
produced clear guidelines on remuneration which in the main have been successful in driving 
good practice in aligning reward with performance to eliminate “reward for failure”. We also 
believe that evidence suggests there has been greater moderation in Executive Remuneration 
arrangements over the last few years and we see no reason for this to change, especially as a 
result of increasing shareholder engagement. 
 
We do not believe that widening the membership of the Remuneration Committee would be 
beneficial or lead to material changes in directors’ remuneration. The Remuneration Committee 
must have members who have a full understanding of the company’s strategy, and we believe 
that the current Non-Executive Director structure is still fit for purpose. It must be noted that 
Remuneration Committees should, can and do take independent advice on the remuneration 
structures they propose and their appropriateness to the company and the general remuneration 
environment. The last few years have undoubtedly brought about a greater awareness of the 
correlation between pay and performance and we believe this trend will continue, with boards 
and Remuneration Committees being mindful of the adverse shareholder and press reaction 
should they be seen to be advocating large remuneration increases on the back of posting poor 
results. 
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We can see there being some merit in linking executive pay to meeting corporate objectives but 
would advocate this is a decision for boards and shareholders to agree on and should not be one 
that has arisen through legislation or regulation. However, we see no merit in a company being 
required to produce a comparison in the relationship between directors’ pay and employees’ pay. 
Whilst this may provide a good story for the press, we view this as being divisive and misleading 
as it is a calculation for the sake of a calculation and does not provide a true evaluation of what it 
is trying to measure.  
 
Takeovers 
Q15: Do boards understand the long-term implications of takeovers, and communicate the long-term implications 
of bids effectively? 
 
We regard this question as implying that some boards have a poor understanding of the 
acquisitions they are making and the longer term effects of those acquisitions for the business in 
general. Boards have to act in the best interests of their shareholders and make decisions on the 
available information that will hopefully provide for an increase in shareholder value and we 
would suggest that these are decisions boards do not take lightly. We are confident that boards 
take great care when considering the long term implications of bids and that every effort is made 
to communicate these simply and effectively to shareholders 
 
Q16: Should the shareholders of an acquiring company in all cases be invited to vote on takeover bids, and what 
would be the benefits and costs of this? 
 
We do not agree with the suggestion that the shareholders of the acquiring company should, in 
all cases, be invited to vote on takeover bids.  As we noted in our response to question 15, 
boards have a legal duty to act in the best interests of the shareholders and we see no reason why 
this duty should be diluted in the manner described. 
 
The Listing Rules already require listed companies to seek the approval of their shareholders in 
General Meeting for bids classed as a major transaction relevant to the size of the company. 
These Class 1 transactions compare the size of the listed company with the size of the 
transaction in question (the threshold being 25% under any one of the class tests: assets, profits, 
consideration to market capital and gross capital). We would also suggest that in practice, and in 
keeping with good governance and investor relations, the larger and more influential institutional 
shareholders already make their views known about a particular acquisition to the company and 
we see no need for this process to be formalised. We would also comment that any move such as 
the question suggests could prove to be fairly emotive and risks preventing perfectly good deals 
(for all concerned) from taking place due to sentimentality taking precedence over the business 
decision process.  
 
We would finally point to our response to question 3 above on the changing UK corporate share 
ownership landscape. We fail to see how the measure alluded to in this question could be 
effectively introduced with regards to a situation where a UK owner company and a non UK 
owner company are bidding for the same target company and believe that the Government 
would be placing unnecessary obstacles in the way of UK companies in such a situation. We 
regard this as unhelpful, unwelcome and unnecessary. 
 
Other 
Q17: Do you have any further comments on issues relating to this consultation? 
We have no other comments to make. 
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Long-term focus consultation 
Corporate Law and Governance 
Departmment for Business, innovation & Skills 
1 Victoria Street 
London SW1H 0ET 
 
clgconsultations@bis.gov.uk 
 
14th January 2011 
 
 
 
 
Dear Adam 
 
A long-term focus for corporate Britain 
 
Please find enclosed the British Bankers’ Association’s response to the BIS call for evidence ‘A long 
term focus for corporate Britain’.  The British Bankers’ Association (BBA) is the leading association 
for UK banking and financial services for the UK banking and financial services sector, speaking for 
over 220 banking members from 60 countries on the full range of the UK and international banking 
issues.  All the major banking players headquartered in the UK are members of the association as 
are the large international European Union (EU) banks with operations in the UK, the US banks 
operating in the UK and many other financial entities from around the world.  The integrated nature 
of banking means that our members are engaged in activities ranging widely across the financial 
spectrum encompassing services and products as diverse as primary and secondary securities 
trading, insurance, investment banking and wealth management, as well as deposit-taking and other 
retail/commercial banking activities.  
 
As the consultation paper outlines, The Companies Act 2006 provides that a director should act in a 
way which will promote the success of the company for the benefits of its shareholders as a whole 
and, in doing so, have regard to the long-term consequences of their decisions and wider 
expectations such as the interests of the companies employees and the impact of the company’s 
operations on the community and on the environment. This makes good business sense and we 
believe that boards overall act in the long-term interests of shareholders albeit tempered by 
pressures for short-term performance. 
 
A key theme for the paper is the relationship between a company and its institutional investors. In 
this regard we view the Stewardship Code as a step in the right direction and are supportive of the 
FRC in its endeavours to promote the code, including its provision of a list of organisations which 
have published a statement of commitment to the code and the access it provides to the statements 
via its website. 
 
On remuneration, we would draw attention to the extensive regulatory requirements applicable to UK 
banks in respect of the 2010 reporting year and would underline the importance of any general 
requirements viewed as necessary to be consistent with these.   
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On takeovers, we would suggest that greater emphasis on risk appraisal as provided by the Walker 
Review of banks and other financial institutions may be of general relevance. We would support the 
introduction of an explicit requirement for shareholders to vote on takeover bids but would maintain 
some form of materiality threshold. While we would agree that the boards of target companies 
should consider fully the long-term implications of takeover bids and ensure that these are 
communicated effectively to shareholders and wider stakeholders, we would see it as detrimental to 
the UK economy to put in place restrictions on takeovers of the type that exist elsewhere. 
 
Overall, we believe the UK economy to be well served by its capital markets and their ability to 
attract inward investment. We therefore cannot recommend highly enough the need to consider 
global competitiveness factors in determining whether or not additional regulatory measures are 
needed whether in respect of the issues raised in the paper or company law and corporate 
governance generally. 
 
Yours sincerely 
 


 
 
Paul Chisnall 
Executive Director 
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Andrew Moss 
Group Chief Executive 


Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills 
1 Victoria Street 
London 
SW1H 0ET 
 
clgconsultations@bis.gsi.gov.uk 
 
Dear Adam,  
 
As the largest insurer in the UK, and the owner of Aviva Investors a global asset management 
business, Aviva welcomes the opportunity to respond to this call for evidence.  
 
Given Aviva‟s size - 53 million customers worldwide with approximately 19 million within the UK – and 
our combined role as the owner of, and, investor of the capital, I trust that our insight will prove helpful 
to you in furthering your policy development in this area.  
 
Our submission highlights a number of observations by Aviva Investors of misaligned incentives 
throughout the supply chain which may require further analysis, as well as indicating areas of good 
practice or recent policies that should be kept under review.  In general we believe that: 
 
 One of the causes of short-termism is a lack of certainty about the stability of the regulatory and 


tax framework within which investors and companies work. 
 The tax system should be used to encourage longer-term equity investment above short-term 


ownership.  Given the international nature of such investments, due consideration would need to 
be given to the impact on UK competitiveness.  


 There needs to be stricter adherence by both remuneration committees and investors to the key 
principle in the UK Corporate Governance Code of paying “no more than is necessary”, and we 
would recommend that the Remuneration Committee‟s Code of Best Practice is kept under review. 


 The capital markets should better integrate sustainable development to ensure that capital is 
more efficiently allocated and therefore not cost investors and society more in the long run. 


 
I have attached for your reference Aviva‟s responses to recent related consultations: 
 The European Commission‟s Green Paper “Audit Policy: Lessons from the crisis”.  
 The European Commission‟s Green Paper on Corporate Governance in financial institutions. 


 
I or my team would be happy to discuss any of the issues raised within our consultation in more detail.  
 
Best Regards 


 
Andrew Moss 
Group Chief Executive  
Aviva   
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Aviva’s Response 
 
A Long-term Focus for Corporate Britain – call for evidence 
 
1. Aviva is the UK‟s largest insurer, a leading pan-European insurance group with approaching 53 


million customers worldwide (19.2 million in the UK), sixth largest in the world, and owner of a 
substantial global asset management business – Aviva Investors - with assets under 
management in excess of £370 billion.  Aviva Investors own approximately 1.5% of the UK FTSE 
all-share index. As such we are able to speak as both the owner of, and, investor of capital in the 
market.  
 


2. The issues being addressed in this paper are very wide ranging, inter-linked and very embedded 
in the way the capital markets work.  Trust in business, banks, investment, regulators and 
Government has taken a severe knock and there is no better time to consider how we can restore 
trust in the capital markets.   
 


3. Conflicts of interest abound within the investment chain and these need to be properly managed.  
It will be a challenge to Government to change a culture that has been and continues to be so 
profitable for so many participants for so long.  However, we believe this is also an opportunity to 
think imaginatively, which may result in positive changes to the way the capital markets work.   
 


4. On the other hand, and as stressed in the consultation paper, the UK has benefited greatly from 
open, free and well-functioning capital markets.  There are many aspects of the way the markets 
are managed that are efficient and fair.  We need to be careful not to remove the positive aspects 
of markets by allowing unrealistic ideals to override what is already good.  
 


5. Although this is a UK consultation we also need to be aware that the UK is very linked to the EU 
and the rest of the world and we are a leading financial centre. UK governance arrangements are 
very different but considered one of the best in the world.  Although there may be areas of 
constructive criticism in this document, we do not intend to give the impression that the UK model 
is totally tarnished.  In fact, there are many areas of UK practice which we believe should be 
replicated elsewhere, and make just such a case to the EU Commission.  
 


6. We need to find a pragmatic balance that allows the free functioning of markets but introduces 
incentives that direct behaviour towards a responsible longer term approach where appropriate.  
Where this balance finally rests is the job of Government who provide the incentives for behaviour 
through regulation and legislation. As Andrew Haldane says in his paper Patience and Finance 
“For countries which have already liberalised, the choice is how to promote patience while 
harnessing impatience. These are real public policy choices”. 
 


7. We see this call for evidence as the first step towards greater consideration, in depth, of the 
issues raised.  In order to address the objectives of the consultation, we aim to keep our response 
simple and highlight areas we believe incentivise market participants to take the shorter term view 
to the detriment of a longer term outlook.  Some short term practices and products can be positive 
for the market in that they provide liquidity and improve market efficiency.  Where we can, we will 
give a view as to whether these incentives are good or unhelpful for the capital markets and 
whether they promote efficient allocation of capital and the long term sustainability of UK 
companies.  Where we can, we will propose possible actions that may be taken. 


 
8. Without taking a view on what is long term and what is short term, we believe that the capital 


markets are certainly much more short term than they were 10 years ago.  It is our view that the 
pendulum has swung too far towards the short term and that the capital markets are not operating, 
in all cases, at optimal efficiency and effectiveness.  Tellingly, a Chartered Financial Analyst (CFA) 
study of more than 400 executives carried out in 2005 confirmed that 80% would resist spending 
on R&D and reduce capital expenditure in order to meet quarterly earnings expectations.  At the 
same time, from an investment perspective, our fund managers say that, given the opportunity, 
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they would invest for a longer period than they currently do.  This indicates to us that there needs 
to be a rebalancing of priorities back towards incentives for investing for the longer term.   
 


9. In summary, Aviva Investors has concerns over the structure of the capital markets which does 
not encourage fund managers to take a longer term view on their investments and which, in turn, 
may lead companies to shorten their strategic horizons.  We believe there may be some 
misaligned incentives in some labour markets which could lead to behaviours which act against 
taking a long term view.  Whilst some short term products usefully facilitate capital allocations and 
hedging of risks, there have been developments in the market place over the last decade which, 
we believe, lead to inefficient allocation of capital, such that deserving companies which produce 
physical goods and services to the general public are denied the financing they need because 
money is being diverted towards investment products that, in the main, benefit only intermediaries 
in the investment chain.  
 


10. There are some “quick fixes” that may be available.  However, in terms of possible Government 
action, we would like to stress that whatever changes are made should also be considered on a 
long term basis so there is stability of policy.  One of the causes of short-termism is lack of 
certainty about the stability of the regulatory and tax framework within which investors and 
companies work.   Such risk raises the cost of equity which is not in companies‟ or shareholders‟ 
interests.  The Government should set out its principles on how it wishes the capital markets to 
behave, introduce best practice guidelines, regulations and, if necessary, legislation to incentivise 
desired behaviours. Government should work with the European Commission to ensure that a 
similar consistent long-term approach is embedded in policy development both domestically and 
internationally.  
 


11. There are some areas for change which, whilst desirable, would be best introduced only if there is 
international agreement to act together so as not to jeopardise UK‟s position as a leading financial 
centre. 


 
The Board of Directors  
 
1. Do UK boards have a long-term focus – if not, why not?  
 
12. Aviva‟s view is that firms that have products which take a long time to develop and sell, such as 


pharmaceutical companies, have a long term strategy through necessity. For others, like 
technology companies there is a shorter lead time, more competition given low barriers to entry 
and products become obsolete sooner.  Therefore, for some sectors, their time horizons are 
naturally shorter. 


 
13. Aviva consists of a long-term life, pensions, savings, healthcare and general insurance business, 


alongside an asset management arm. As such, the very nature of our business is long-term 
focused. For example, our customers are directly affected by the impact of climate change in the 
form of extreme weather events which are growing in frequency, and the impact of medical 
advances, longevity and investments returns on life protection, retirement savings and annuity 
rates, and so require a business operation that is focused over a lifetime. We therefore 
understandably have a long-term focus throughout our operations and at all levels – most notably 
at the Board level. 


 
14. All companies require sufficient capital to continue to develop their products so they can continue 


to regenerate and thrive, continue to be innovative and beat the competition.  Companies can 
understandably therefore be very influenced by the short term pressures of the capital market 
despite the duty of directors as stated in section 172 of the Companies Act 2006 that they should   


 
 “promote the success of the company for the benefit of its members as a whole, and in doing 


so have regard (amongst other matters) to (1) the likely consequences of any decision in the 
long term….” 
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15. Whilst we believe the duty is sufficient, the incentives within the board and in the market place 
mean that both directors and shareholders can be pressurised to take the short term view in 
practice.  In particular, we would highlight the following pressures. 
 


16. Quarterly reporting.   Independent research from around the world shows that an increasing 
number of investors are becoming more focused on shorter term holdings and returns. This tends 
to lead to increased share price volatility across the insurance sector. This increasing short-
termism needs to be carefully balanced with the need for companies‟ to have long term strategic 
plans to deliver value creation and growth. 
 


17. Quarterly reporting is required by our investors and we are happy to provide them with this 
frequency of disclosure and insight into our business, again balancing the desire for the short 
term news flow against the longer term strategic direction and delivery. At the same time there is 
a strong demand for ad hoc updates to provide a more detailed insight into the business, to 
increase the transparency of our financials and to promote understanding of our business and 
business strategy.  
 


18. Aviva Investors would support and encourage companies who decided to forego quarterly 
reporting, and Aviva plc would likewise give such a change consideration if desired by our 
investors. In the meantime. Aviva PLC hosts regular analysts days in which we seek to engage in 
an open, frank and honest fashion. 


 
19. Pressure from shareholders for short term results:  For various reasons (see answers to 


question 7), the market is such that investors often seek short term improvements in share price.  
This can in turn be a pressure on companies.  If a company has a high proportion of long term 
shareholders it is more able to take long term decisions. If, on the other hand, their investors are 
largely short term then it is more difficult.  This is why there needs to be greater incentive in the 
market to take a longer term view so that there is a greater concentration of shareholders who will 
invest for the longer term. 


 
20. CEO tenure:  Booz & Company‟s 10th annual survey in 2010 founds that CEOs now need to 


deliver more and faster.  In the past decade, boards have shaved nearly two years off the 
average CEO‟s tenure from 8.1 years to 6.3 years.  


 
21. Companies that think beyond current CEO and other executive tenures reflect a longer term 


approach that is more attuned to long term leadership risk than those that do not have suitable 
arrangements.  Companies should ensure good succession planning arrangements and 
shareholders should require evidence of good succession planning processes. 


 
22. Short term remuneration:  Within the boardroom, the opportunity to make a large amount of 


money in a short time also contributes to boards looking at shorter time horizons.  Directors‟ 
incentive plans are generally made up of annual bonuses and long term incentives that are 
generally no longer than three years. It is understandable that directors‟ horizons may fall within 
this time span. The balance of short term and long term incentives may benefit from more focus 
on the longer term. Regulatory changes for financial institutions now require more deferral of 
incentives and clawback arrangements.  We believe it would be helpful for both these 
developments to apply to all sectors (more under the section on remuneration).   Given business 
cycles vary and may extend beyond 3 years, consideration needs to be given to ensuring 
incentives are structured to reflect this. 


 
2. Does the legal framework sufficiently allow the boards of listed companies 
to access full and up-to-date information on the beneficial ownership of 
company shares? 
 
23. We believe that the current framework for shareholding disclosure to companies (Companies Act. 


2006 s.793) is broadly adequate in terms of direct share ownership - this provides a mechanism 
through which companies can seek disclosure of underlying investors. Any more onerous 
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requirement on investors during normal circumstances would create significant costs with very 
little benefit. However, we do consider that there could be improvements made in the disclosure 
regime relating to equity derivatives such as Contracts for Difference (CFD). It is important for 
companies to understand who has the underlying economic interest, rather than merely just the 
legal entitlement.  This is especially so when the global derivatives market is in the region of 
US$ 658.2 trillion (source: BIS semi-annual derivative statistics December 2010.  Data as at 30 
June 2010) and the global equities market is in the region of US$32 trillion. Disclosure is currently 
being considered at the European level under the Transparency Directive framework, and we 
urge the Government to take an active part in this debate.  


 
24. We believe that there would be significant value for both companies and investors for the 


equivalent of the s.793 framework to be introduced at a European level, and would urge the 
government to push for this. 


 
Shareholders and their role in equity markets 
 


3. What are the implications of the changing nature of UK share ownership for 
corporate governance and equity markets? 
 
25. There has been substantial change in the nature of share ownership in the last 20 years. As 


noted in the consultation document, this has included a relative decline in the percentage of the 
market held by UK institutional investors, and a corresponding rise in overseas and other 
investors. There has also been a further change, with the rise of alternative equity instruments, 
such as Contracts for Difference. Such instruments allow market participants to hold an economic 
interest in the underlying share without the need actually to own it. 


 
26. As the UK framework is based on comply-or-explain under the FRC‟s Corporate Governance 


Code, relying on the influence of shareholders to hold management accountable, this decline in 
UK share ownership has a number of implications. 


 
27. UK shareholders are less influential:  Long term UK shareholders, insurance companies and 


pension funds now only hold 13.4% and 12.8% of UK companies respectively, the lowest level 
since 1975 (ONS data). However, if unit trust holdings are included the level of UK shareholders 
in UK companies climbs to approximately 40%.  However, unit trust unit-holders are often denied 
the opportunity to vote which can be another problem in itself.  It is therefore important that the 
managers of unit trusts apply good governance practices (as per the Stewardship Code) to their 
investments. 


 
28. Governance standards may fall: The standards that are expected of companies may vary 


according to where the bulk of the company‟s shareholders are and the prevailing culture of 
shareholder activism.  Britain is among those countries with very high standards of corporate 
governance and therefore the declining level of UK shareholders in UK companies could lead to a 
deterioration of standards both in terms of company practices and also in terms of shareholders 
requiring explanations and disclosures. 


 
29. For the UK governance system to continue to be effective, we must consider ways to sustain and 


increase the UK traditional investor base and also encourage overseas and other shareholders to 
embrace consistent good governance standards. This can be done most effectively in two ways. 
Firstly, by drawing together the existing shareholders through a common set of values and 
secondly, by rebuilding the traditional UK shareholder base.  


 
30. The UK‟s Financial Reporting Council (FRC) Stewardship Code is a potentially effective way to 


draw together existing market participants, including overseas investors, around a common set of 
principles. Since it became effective on the 30th September 2010, the Stewardship Code has 
already had over 100 institutions and other organisations, some from overseas, signing up to or 
offering their support to the principles it espouses. We consider this to be an encouraging start 
that shows the genuine commitment of investors both in the UK and overseas to a responsible 
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long-term focus. The Stewardship Code should now be allowed to bed in, and best practice 
should be allowed to develop against a stable background. BIS should have ongoing 
communications with the FRC to ensure that the Stewardship Code is achieving its purpose and 
to make amendments as necessary to encourage more shareholders to commit to the Code and 
to maximise its impact. 


 
31. It is harder for investors to collaborate:  Fragmentation of the shareholder base also makes it 


more difficult for shareholders to collaborate as encouraged by the Stewardship Code.  This is for 
purely practical reasons such as the distances and time differences, Many overseas shareholders, 
particularly in the US and Germany, are also very cautious about falling foul of concert party rules.  
It would be helpful if there was better understanding of these rules as they apply to different 
jurisdictions and for regulators to state, more explicitly, what does or does not constitute a concert 
party.   


 
32. Power of proxy voting agencies: It should also be noted that investors are under pressure 


globally to vote their shares. Many investors, particularly in the US, have responded to this 
pressure by appointing proxy voting services either to provide advice on resolutions tabled at the 
AGM or to vote on their behalf. This has led to proxy voting agencies having considerable power 
to either influence or control a substantial portion of the market at shareholder meetings. This 
obviously affects voting decisions at UK AGMs as UK companies‟ shareholder base becomes 
more international. The voting recommendations of voting agencies are based on best practice, 
but cannot take sufficient account of individual circumstances. In some instances, this creates a 
box-ticking approach to corporate governance.  This situation could be improved if proxy voting 
agencies were to explain their processes and explain the rationale for their voting decisions.  


 
33. Rise of alternative equity instruments: We would also highlight other changes in the UK (and 


global) equity markets through the rise of alternative equity instruments, such as Contracts for 
Difference. Such instruments allow market participants to hold an economic interest in the 
underlying share without the need actually to hold it. Whilst there is value in derivatives as a way 
to hedge risk, too often these are used as an instrument of short-termism, including creating or 
benefiting from volatility, or as a way to have exposure to benefits of equity ownership without the 
associated costs, including tax, and responsibilities, such as voting. If the desire is to increase 
equity participation in the markets then there needs to be a more level playing field in the cost of 
trading and holding equities compared to derivatives and other asset classes.  
 


Reasons for the low level of holdings in UK equities 
 
34. The relative decline of traditional UK institutional investors‟ holdings in the market is in part a 


function of globalisation as recognized in the consultation. However, it is also a result of a trend in 
tax, regulatory, accounting and solvency requirements that has discouraged the traditional 
institutional investors to hold equity.  


 
35. Tax:  Currently the tax regime is formulated in a way that discourages the ownership of equity by 


investors and the financing of business by equity. The existence of stamp duty on shares and the 
repeal of dividend credit are two examples of the tax system discouraging the ownership of 
shares (while at the same time debt interest repayments attract tax relief).  This is an example of 
how companies have been encouraged to use debt rather than equity to finance their activities. 
This has in part caused many companies to leverage up their balance sheets, which, as we know, 
had severe consequences for some during the financial crisis, as they found access to debt 
financing cut off, or were unable to meet interest repayments. We consider that thought should be 
given to how there can be a more level playing field for equity.  


 
36. IAS 19:  It has not helped that pension funds are beholden to IAS19 which requires assets to be 


marked to market annually and any resulting scheme deficit to be reflected in the sponsoring 
company‟s balance sheet.  As sponsors want to take volatility out of their accounts, pension 
scheme trustees have been encouraged to sell out of equities and move into liability-matching 
bonds.  This has not served pension funds well, in that they crystallise their deficits and lose out 
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on the potential long term value and stable dividend income streams that are typically delivered 
by equity investments.  


 
37. Solvency Capital requirements:  There is an understandable desire by governments and 


regulators to ensure that pension funds and insurance companies have sufficient means to meet 
their liabilities. This has led to ever more stringent requirements regarding the forms of assets 
they are able to use to back their liabilities. This has resulted in a move away from equity as an 
asset class, as the regulatory, solvency and accounting requirements have considered equities to 
be too volatile and uncertain. These regulatory barriers have included prudential regulation that 
has driven insurers into short-dated government bonds in order to reduce risks. As a 
consequence traditional long-term investors have sold equities and their overall level of holdings 
across the market has reduced.  


 
38. This problem may be further exacerbated by forthcoming regulatory initiatives such as Solvency II, 


which will make it even harder for insurance companies to hold equities to back their liabilities 
even when such liabilities are long term and potentially well related to long term equity 
investments.  In addition, a particularly concerning potential unintended consequence of Solvency 
II is that long dated corporate debt is likely to be penalised more heavily from a capital charge 
perspective than shorter dated. Not only could this exacerbate the asset/liability mismatch on 
insurers balance sheets, but it could also quite feasibly increase the cost of capital to those 
corporates, such as utilities, that raise debt finance at the longer end of the credit curve to such 
punitive levels that they are forced to either raise shorter dated debt, thereby leaving themselves 
open to reinvestment risk when they refinance, or else simply cut back on longer term business 
investment spending. This, in turn, could weaken the nascent economic recovery, which in the UK 
at least has started to be built upon an upturn in business investment spending, but perhaps more 
disconcertedly, could result in shorter business cycles and more recessions. Furthermore, this 
has potential implications for government initiatives such as the Green Investment Bank, which 
Aviva and the insurance industry more widely are very supportive of. 


 
39. Pro-cyclicality of solvency requirements: Not only do solvency requirements result in lowering 


the percentage of equities held but they also necessitate the selling of equities into falling markets, 
thus exacerbating the problem of lack of capital even further by not being able to time the sales to 
the fund‟s best advantage. 


 


4. What are the most effective forms of engagement?  
 
40. There are different forms of engagement starting with telephone calls, to emails and letters to face 


to face engagement and ultimately the vote at shareholder meetings (which we will deal with 
under question 6).  In the main, telephone calls, emails and letters suffice.  However, on 
occasions, where there are more serious concerns, a face to face meeting is usually the most 
productive approach. The important thing is for investors to inform the company of their concerns 
so that boards are able to consider and act upon shareholder concerns.   


 
41. How face to face engagement is conducted depends on the aim, nature and subject of that 


engagement. It will also be affected by the investment style of the shareholder. For example, at 
times it is effective to engage directly with the management regarding a specific commercial issue. 
On other occasions, it is best to engage with the non-executive directors of the company, for 
example regarding remuneration or audit issues where the management may be conflicted. 
Similarly, it may sometimes be best to seek extensive dialogue, whilst at others it may be more 
appropriate or necessary to vote at the General Meeting or indeed sell the shares. The nature of 
engagement may also be a result of the investment style or mandate of the manager.  


 
42. Each situation requires a different form of engagement with different people.  The best meetings 


happen when both parties are well prepared and where both are working towards common goals.  
Collaborative meetings can be very helpful where no one shareholder has a sufficiently strong 
voice to influence the company but where, as a group, they represent a significant force. 
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43. In Aviva Investors experience, often the most effective engagement takes place in private. 
Companies are more likely to be frank and open with shareholders if they are confident that the 
discussions will not be made public. Quality dialogue and engagement by its very nature involves 
careful negotiations and does not benefit from publicity.   Some engagements deal with very 
sensitive issues regarding strategy and sometimes involving people.   In some cases, the 
information may be price sensitive so we are unable to disclose what was discussed until the 
discussions are completed and made public by the company.   Therefore, it is important that the 
effectiveness of engagement is not measured by the publicity it generates or the outside attention 
it receives.  Just because it is not apparent does not mean that it is not happening.  ,. 


 
44. All these styles and methods are equally valid dependent on the issues, circumstances and 


interests of the client. Therefore we do not believe there is any need to prescribe one form of 
engagement as being better or more valid than another.  It is down to companies and their 
shareholders to decide how best to engage, according to circumstances. 


 
5. Is there sufficient dialogue within investment firms between managers with 
different functions (i.e. corporate governance and investment teams)?  


 
45. At Aviva Investors, those who engage with companies, the fund management, governance and 


SRI teams, all sit close to each other on the same floor.  We are co-located and work closely 
together.  Voting decisions, especially where we have concerns, are made with the fund manager 
or analyst with most exposure to the company.  The SRI and Governance specialists often attend 
meetings with their mainstream fund management colleagues and vice versa.   


 
46. However, we often hear from companies that other investor functions do not work together, and 


that they hear from fund managers that they are happy with the resolutions at shareholder 
meeting only for the investment firm to subsequently vote against them. 


 
47. There are a number of reasons for this, not all of which indicate that there is a failure of 


communication within the investment firm (although this is possible), but rather a lack of 
understanding by companies on how some asset managers have to  follow client‟s instructions 
and not those of their fund managers. 


 
48. Also, where voting is outsourced, e.g. to proxy voting agencies, voting decisions are made without 


the fund manager‟s involvement.   In fact, asset managers in the US can feel more comfortable 
not interfering with voting decisions because this may represent a conflict of interest for which 
they may be sued.  This is why many US investors use proxy voting agencies such as ISS to do 
the voting for them which will result in a dislocation between investment decision making and 
voting at shareholder meetings. 


 
49. Each individual fund management company will be organised according to their business model 


and investment style.  Asset managers that commit to the Stewardship Code should disclose how 
decisions are made so companies are aware of how they work. Aviva Investors has publicly set 
out its Stewardship Policy against the Code‟s seven principles and intends to have its stewardship 
approach externally reviewed and verified under the relevant assurance standards that are 
currently being developed. 


 
6. How important is voting as a form of engagement? What are the benefits 
and costs of institutional shareholders and fund managers disclosing 
publically how they have voted?  
 
50. Voting is a crucial part of engagement. At the end of the day, it is voting power that is the 


backbone of shareholder influence.  Whilst the majority of votes are routine and uncontroversial, it 
is the knowledge that shareholders can remove and appoint directors or vote against resolutions 
that will keep boards aware and alert to shareholders interests. Voting results in themselves are 
not necessarily a good indication of the quality or quantity of engagement.  
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51. It is in companies‟ interest to raise the level of shareholder voting and keep communication lines 


open long term with loyal shareholders in order to prevent holders whose interests are not aligned 
with the long term interests of the company from taking advantage of low voting turnouts to 
overturn a vote. With voting turnout in the region of 65% in the UK, shareholders with just over 30% 
of the shares have a good chance of succeeding in influencing the result of votes.  This is a 
vulnerability that companies should be aware of. 


 
52. However, we would not favour compulsory voting.  There are significant dangers in doing this and 


potential unintended consequences. We would point to the experience in the US of the Employee 
Retirement Income Security Act, which resulted in pension funds being required to vote shares as 
part of their fiduciary duty. This did not improve the level of engagement, but merely caused the 
funds to outsource this activity as it was seen as a compliance cost rather than a way to add 
value to investment. This potentially increases “box-ticking” voting and the power of the proxy 
voting agencies rather than of long term shareholders.  Another unintended consequence of 
mandatory voting is that may lead to thoughtless support for boards which would dilute more 
thoughtful voting. 


 
53. The issue of the value of voting disclosure has long been discussed, and for a number of years a 


number of major UK institutional investors have voluntarily disclosed information on how they 
have voted. Indeed, the FRC Stewardship Code advocates that signatories disclose their voting. 
Aviva Investors publicly discloses its voting decisions, but to date we have had little interest in this 
from the public and whilst we are happy to disclose we do not believe it is currently a significant 
factor in accountability. 


 
54. It is easier and cheaper for some investors to publicly disclose their votes.  For example, those 


with fewer clients would find it cheaper (because there are fewer client votes and funds on which 
to disclose) and easier (because there are a manageable number of funds to monitor).   


 
55. Furthermore, investment managers may find that they, on occasions, vote holdings differently 


according to the multiple funds with different investment aims and client instructions. If disclosure 
is required in aggregate, this can lead to strange disclosures (in that an investor will have voted 
several ways on a single resolution).  A similar problem arises with the disclosures of clients e.g. 
pension funds, who may have a number of asset managers who may not vote in the same way.   


 
56. Due to public lack of interest, we believe that compulsory disclosure of voting may not in all cases 


be money well spent. This is particularly so as clients of asset managers can, if they choose, have 
full information on voting and engagement activity.  We believe the more important issue is the 
lack of interest by some clients rather than a lack of public interest and focus should be placed on 
how to develop client interest. We do not believe public disclosure of votes is currently of 
significant value on its own. 


 
57. There is also the risk for single issue organisations to put pressure on investors to vote in a 


particular way or to criticise investors for their voting decisions.  This has not yet happened to a 
significant extent but remains a possibility that needs to be treated seriously. 


 
58. On the other hand, public disclosure of votes will help to identify the asset managers that make 


considered votes and are not afraid of voting against management when justified. 
 


59. It is important that retail investors have access to the voting that is carried out on their behalf.  If it 
is found that this is not the case, then there is justification for mandatory, public disclosure of 
votes.  


 
7. Is short-termism in equity markets a problem and, if so, how should it be 
addressed?  
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60. Some of the issues relating to short-termism have been covered already.  However, a distinction 
needs to be made between the short-term behaviour in boardrooms and behaviours in the equity 
markets. We therefore consider that there are a number of further issues that deserve 
consideration. These include the structure of the market, the role of the intermediaries and 
advisors, and the role of clients and their advisors.  


 
61. Short termism may in part be driven by analysts‟ short term earnings forecasts.  Share prices are 


driven by known information and the more often information is fed into the market the more 
adjustment to share price happens.  However, earnings misses can happen for reasons that do 
not have a significant impact on the long term profitability of the company but the damage done to 
a company‟s reputation for missing its earnings target takes a long time to recover. In addition, 
there is evidence that analysts often get their earnings predictions wrong and it can take up to 
three consecutive quarters for them to change their earnings forecasts by which time the damage 
to the company is done. (see paragraph 14). 


 
62. Quarterly reporting. As we suggested earlier, long-termism would be improved if companies 


were able to better balance the desire for the short term news flow against longer term strategic 
direction and delivery. There is a strong demand for ad hoc updates to provide a more detailed 
insight into the business, to increase the transparency of financials and to promote understanding 
of businesses and business strategy. Therefore Aviva Investors would support and encourage 
companies to forego quarterly reporting as such a move would reduce the financial community‟s 
dependence on quarterly earnings expectations.  
 


63. Analysts’ research.  Based on examination of sell side research notes, Aviva Investors‟ view is 
that it is clear that some analysts focus on short term numbers promoting short term trading as a 
means to adding value to portfolios, rather than focusing on the long term value of a company‟s 
prospects.  The notes often do not focus on information that may promote ownership 
responsibilities (e.g. there is very little on effectiveness on boards and how they are incentivised 
for the long term).  It would be helpful if analysts‟ training covered governance issues and other 
longer term risks, such as climate change.  Investors should be encouraged to pay analysts for 
taking a longer term view through awarding broker votes to analysts who provide more holistic 
information on the prospect of companies. 


 
64. Short term client mandates: Although most institutional client mandates tend to run for 3 to 5 


years, despite the long term nature of the liabilities institutions face, asset managers know that if 
they under-perform for a short period within this time they could be replaced.  Therefore, some 
asset managers may take risks to get the required returns over a shorter time frame.  Efforts have 
been made in the past to devise longer term mandates but the need to plug pension scheme 
deficits has, in recent times, been the greater priority and so aggressive pursuit of short term 
performance continues.  According to National Employment Savings Trust (NEST) chief 
investment officer, Mark Fawcett, improving companies through corporate governance will remain 
"a fantasy" until pension trustee‟s better align their managers' incentives.  Speaking at the 
Organisation for Economic Co-operation and Development - WPC World Pensions and 
Investments Forum in December 2010, Fawcett suggested that pension scheme trustees are too 
focused on short term returns by hiring and firing fund managers on a three year cycle, whereas 
they should be looking at five years as a minimum, maybe ten.  Fawcett maintains that "until 
pension funds start behaving the right way by aligning the incentives for fund managers... the idea 
that corporate governance is going to make a change is unrealistic." (Source: Professional 
Pensions, 15 December 2010) 


 
65. Some trustees consider it just as much a risk to award long term mandates as to not remove 


under-performing fund managers before their mandates are completed.  However, as it takes time 
to discern the extent to which a fund manager‟s performance is attributable to luck or skill, we 
consider it often inappropriate for managers to be judged solely on their short term performance.  
Indeed, over time as luck evens out, skill, where it exists, will shine through. Indeed, a study by 
Goyal and Wahal in 2008 analysing how 3,400 pension schemes, endowments and foundations 
hired and fired fund managers between 1994 and 2003, found a tendency to hire managers who 
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had recently performed well and fire managers who had recently performed badly.  The fired 
managers, on average, subsequently outperformed those hired, albeit marginally, notwithstanding 
the sizeable transition costs incurred in changing managers.  
 


66. Investment consultants:  Many pension funds employ investment consultants to advise on 
investment objectives, asset allocation, investment performance benchmarks and selection of 
fund managers.  All of these functions affect investment horizons and allocation of capital.  
Trustees have a fiduciary duty to seek advice.  If trustees do not take advice they are personally 
liable so the result is trustees tend to follow the advice of their investment consultants.  Therefore, 
the role of investment consultants, the advice they give to trustees and how they are paid should 
be part of any investigation into short termism.  It is important to know their views (we know many 
investment consultants do not view corporate governance or environmental and social issues as 
important or material to investment and investment returns).  We should also know what they are 
incentivised to do through their reward structures and to identify if they are perpetuating the short-
termism in the capital markets.. 
 


67. Hugging benchmarks:  The concern over fund managers sticking too closely to benchmarks has 
grown over the last decade.  Fund managers who feel constrained to stick closely to their 
benchmarks may abandon their best ideas and it may mean investing in companies they do not 
believe in.  This is an understandable response to the need to stay within risk parameters 
imposed on individual funds and by measuring beta and tracking errors and a fund manager‟s 
propensity to take risks.  However, the effect of looking at investments relative to a benchmark as 
opposed to investing in the companies fund managers believe in, and avoiding those they believe 
will under-perform, means that capital is not directed to companies they believe are the best 
investments. This is especially the case where the benchmark being tracked is a market cap 
based index, where the biggest companies are disproportionately large, such as the top 5 within 
the FTSE 100.  Here, most of the capital available for investment will go into the biggest 
companies in order to more closely track the index. 
 


68. Measurement of risk: Perhaps an equally important issue is the way in which funds measure risk.  
Most calculate risk using risk measurement models based on normal distribution of returns, such 
as VaR and tracking error, etc which have not worked in many cases.  For example, there is an 
inverse correlation between size and performance relative to the benchmark, that is, the larger the 
company the less risky it is perceived to be e.g. BP, Vodafone. If the company is deemed to have 
lower risk than it has then the share price is pushed upwards implying lower cost of capital and 
vice versa.  If risk is mispriced then the cost of capital can also be mispriced benefiting poorer 
companies and penalising the good. 
 


69. Index funds: Index funds are the ultimate in benchmark hugging.  Their remit is to track their 
benchmark as closely as possible.  Therefore, the fund managers have no discretion as to which 
companies they personally believe are good or bad investments, they put money into companies 
in the index even if they suspect a company is going to fail.  This is not efficient allocation of 
capital.   


 
70. On the other hand, it is the ultimate in long term investing because the funds cannot sell the 


shares in a company if it is still in the index. There are downsides to this approach too.  Should a 
company leave the index being tracked, investors will sell the company irrespective of the merits 
of doing so which may not be in the company‟s interest.  Moving in and out of the index is a cause 
of volatility as the movements cause significant share price movements due solely to forced 
buying and selling.   


 
71. Because investment decision making in index trackers is purely mechanistic, the fees charged by 


index tracking funds tend to be much lower than actively managed funds.  The fear is that these 
funds may not be able to fund good ownership activities as per the UK‟s Stewardship Code.  
However, in the UK the two largest index tracking companies have strong governance credentials.  
They vote their stock and engage when appropriate.  The problem in the UK therefore is more in 
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the misallocation of capital than in any inability of index trackers to engage in long term ownership 
issues. 


 
72. Increased liquidity and growth of financial innovations.  As noted in the consultation, the last 


decade has been characterised by increased financial liquidity, falling costs of trading and 
increased flows of corporate information. All of these are generally seen as having positive effects. 
However, whilst we agree that these changes have had some positive effects, we believe that 
consideration needs to be given to their other consequences.  


 
73. Liquidity is necessary and beneficial on the whole. However the massive increase in liquidity has 


been more to the benefit of the facilitators of liquidity, e.g. the banking intermediaries, rather than 
the market participants. We come back to the question of what is the right balance.  For example 
MiFID says there should be no monopoly on trading of shares and as a result other recognised 
exchanges have developed such as dark pools and Electronic Communication Networks.  This 
has created different pools of liquidity.  Therefore innovation has fragmented capital pools and 
liquidity, meaning prices and volumes of trading are less transparent.  
 


74. Over recent decades, trading in the markets has become progressively more short-term oriented, 
with traders attempting to exploit intraday price trends, market cycles and leverage off product 
innovation in the capital markets.  This speculative trading creates excessive price movements 
and exacerbates market cycles.  These activities impact on a wide range of areas.  The Credit 
Default Swap market was a notable example with an estimated 80% of the $62 trillion outstanding 
in 2007 being „naked‟ (i.e. the related underlying reference security was not held and it was being 
used for speculative purposes).  The ETF market in the US has been both the target of 
speculative trading (ETF arbitrage is one of the more common types of high frequency trading 
strategies in the US) and a contributor to it (synthetic and increasingly exotic ETFs are now often 
derivatives). The effects of this  were seen in the problems that banks faced in seeking to raise 
new capital during the crisis, as well as in the commodity markets, as the concerns over the effect 
of speculative trading in driving up price and volatility of essential food commodities indicate.  A 
further look into the extent of speculative trading and innovation may be warranted in view of the 
impact this has on the real economy. 
 


75. The combination of public sector capital spending cuts and capital-strapped banks means less 
funding was coming into social housing and social infrastructure projects. These organisations 
have been forced to look elsewhere including approaching pension funds for alternative sources 
of funding.  With over £1 trillion of assets at their disposal allied to long dated liabilities, pension 
funds are arguably natural providers of capital for long term capital intensive projects such as 
building hospitals, schools, social housing etc.  Attracted by the long term index linked cash flows 
that are typically backed by a quasi-government covenant and/or are secured against physical 
assets, potential returns from these long run highly illiquid investments, which currently stand at 
200 or so basis points above those available from index linked gilts, enable pension funds to both 
better match their liabilities and address their deficits.  Moreover, by pension funds investing in 
these projects, the potential long run economic growth rate is potentially enhanced.  Therefore, 
rather than encouraging further growth of synthetic products, the government should focus on 
how pension funds and other long term investors might be incentivised to commit capital to these 
projects – likewise the Green Investment Bank offers a similar opportunity. 


 
76. Volatility:  Increased liquidity, new products and the constant flow of information has led to 


greater volatility of markets.  This has led to a slew of products that are focused on short term 
trading in an effort to benefit from market timing and bears very little relation to underlying 
fundamentals This activity again diverts money from the real economy but the effect of such 
volatility on a company‟s share price can complicate a company‟s ability to operate. 


 
77. Investment banks:  One of the reason why markets appear skewed in favour of innovative new 


forms of trading may be because governments have, in the past, been too willing to listen to the 
views and respond to the interests of the intermediaries such as investment bankers, and have 
not paid sufficient attention to the need and the views of the users of the market, i.e., companies 
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and investors. We would therefore urge the government to make sure that in the future, and in 
particular under the new regulatory architecture, the views and interests of the market users are 
properly heard and taken account of. The Institutional Shareholder Committee comprising the four 
investment bodies such as the ABI, NAPF, IMA and AIC, is a good place to start engagement 
between Government and investors. 


 
78. Intermediaries, such as investment banks, also provide advice to the market users, in particular 


companies. High quality professional advice can be highly valuable when dealing with complex 
issues such as mergers and acquisitions or corporate financing. However, consideration should 
be given to the extent to which the incentives of these advisors are properly aligned to the 
interests of their clients. Corporate activity, such as M&A, generates large fees for advisors and 
this in turn may in many cases cause them to be more eager to promote such activity even when 
it is not in the long-term interest of the company. Similarly, when a merger has been proposed, 
the advisors‟ fees may be contingent on the completion of the deal or their fees may be larger if 
the deal is agreed at a higher price. Such factors may cause the advisor a conflict of interest and 
affect the independence and impartiality of the advice 


 
79. IFRS:  Another factor that has played a role in facilitating short-termism in the capital markets is 


International Financial Reporting Standards (IFRS). IFRS standards are pro-cyclical in nature and 
played a notable role in facilitating and exacerbating both the dynamic and behaviours that drove 
the credit bubble and the subsequent crisis.  Despite a common assertion of some standard 
setters, IFRS are not just presentational, they have real world effects, not just for pensions, capital 
management, behavioural and risk taking, prudent loan loss provisioning and, not least, financial 
product innovation.  The effects and problems have arisen both as a result of how the standards 
have been implemented and their effects on accounts.  Not least, critical concepts like prudence 
and accounting conservatism have been superseded by a compliance orientated 
model.  Concepts like the „true and fair view‟ have also been diluted (this has been addressed 
now in the UK Companies Act 2006, but this may need to be considered further in light of EU 
directives and related regulations). IFRS compliance allows significant discretionary scope within 
fair values. Anecdotal evidence from auditors has highlighted the effects of de-prioritising 
prudence. It can be argued that Warren Buffet‟s concerns about mark-to-myth were borne out in 
the crisis. The standards have also resulted in the Companies Act accounting requirements being 
obfuscated, e.g. in relation to distributable reserves and dividends.  From an investor perspective, 
a significant proportion of bank capital raising over the crisis actually went to redress precisely the 
results of that. 


 
80. To avoid a repetition of the credit bubble crisis as well as to ensure that the accounting framework 


is effective in supporting prudent long-term investment, the UK needs to re-emphasise the 
principle of prudence as well as ensuring that the unencumbered true and fair view is clearly 
understood to apply across the EU.  In light of the crisis and issues that became apparent during 
that, there would be merit in a wide ranging review of the standards and standard setting. 


 
8. What action, if any, should be taken to encourage a long-term focus in UK 
equity investment decisions? What are the benefits and costs of possible 
actions to encourage longer holding periods?  
 
81. We consider that the best way to encourage a more long-term focus in UK equity investment 


decisions is to consider the current regulatory and tax issues that may be discouraging this.  
 


82. In a number of other jurisdictions there are systems in place that provide incentives or benefits for 
holding equities for longer periods. These can include additional voting rights, additional dividends 
for voting, or extra dividends for those holding shares for a set period. The theory is that longer 
term holders of equity are more likely to have a long-term focus and that such loyalty should be 
rewarded.  


 
83. Such systems may be seen as being desirable in terms of promoting a long-term approach. 


However, their operation, consequences and benefits need to be considered carefully. These 
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systems tend to operate in markets characterised by block holdings (either family or institutional). 
They often enable these block-holders either to exercise corporate control in excess of their 
economic interest, or to reward them at the expense of other holders. This goes against the 
concept of one-share one-vote and the equal treatment of all holders. It can entrench bad 
management, lead to excessive rent extractions by one group or groups at the expense of others, 
and undermine the efficient allocation of capital. We consider that equality in the treatment of 
shareholders is key to a free and functioning equity market that provides capital at the lowest cost 
and has an efficient system of corporate control.  


 
84. If there is an appetite for differential treatment between long term and short term investors we 


would recommend against any action that would compromise the principle of one share one vote 
but would be open to considering ways of rewarding long term shareholders in other ways.  We 
would welcome changes that used the tax system to encourage longer-term equity investment 
above short-term ownership – for example through the capital gains tax regime.  Given the 
international nature of such investments, due consideration would need to be given to the impact 
on UK competitiveness.  


 
85. Setting aside these issues, it is also worth noting that such systems of differential shareholder 


voting rights are extremely difficult to operate in practice. Our experience in jurisdictions with such 
systems has shown that, because of complications in the voting and ownership chains, it is 
extremely difficult for shareholders or companies to determine who is entitled to extra dividends or 
votes. Given, the dispersed ownership model in the UK, this approach would be even more 
complicated to operate and provide few benefits to the ordinary shareholder.  


 
86. Other solutions could be to equalize the tax treatment of the various asset classes and derivative 


instruments so there is a more level playing field – dealing with one asset class should not be 
more advantageous than another.    


 
87. We could follow the Dodd Frank Bill in the US where proprietary trading by Investment Banks will 


be curtailed.  Proprietary trading by big banks can often drive the market at the expense of long 
term investors simply by the size of their trading.   This causes volatility and raises the implied 
cost of capital.  There are also potential conflicts of interest when an investment bank trades for 
clients as well as themselves. 


 
9. Are there agency problems in the investment chain and, if so, how should 
they be addressed?  
 
88. Yes, the investment chain is riddled with conflicts and these need to be suitably resolved see 


Aviva Investors‟ response to Stewardship Code consultation - 
www.frc.org.uk/corporate/stewardship.cfm. These conflicts can make it difficult to establish a 
longer term outlook and/or better allocation of capital, as each participant in the chain needs to 
sign up to the benefits. However, that is not to say that nothing can be done.  The core function of 
good corporate governance is to address the agency problem, either by controlling the agent‟s 
actions or holding them to account, and by seeking to ensure that the agents‟ interests are 
aligned with those of the principal. This is equally true in regard to the relationship between the 
client/principal (asset owner) and the agent (fund manager) in the investment chain.  


 
89. Under the current regime, the client is free to choose the agent that it feels will best serve its 


interests and is also free to determine the method of reward that creates the best level of 
alignment. However, we recognize that there could be improvements made, particularly in relation 
to transparency.   


 
90. The issue of investor transparency is addressed in the UK FRC‟s Stewardship Code. This 


requires that fund managers explain, firstly, if they apply the Code Principles and, if they do so, 
how this is achieved. Each fund manager that applies the Code is asked to make a statement 
regarding its approach to stewardship on a comply-or-explain basis. Those adhering to the Code 
are listed on the FRC website. This transparency allows the asset owners to better understand 



http://www.frc.org.uk/corporate/stewardship.cfm
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the fund managers‟ approach, to make informed decisions when allocating mandates and to hold 
fund managers to account for their actions and decisions as appropriate.  However, the 
Stewardship Code will only work if other participants along the chain value good governance and 
the longer perspective.  For example, if pension funds do not promote longer term mandates or 
sign up to the Stewardship Code, there will be no incentive for asset managers to commit to it 
either as their primary objective is to satisfy clients.  We believe that all institutional investors 
should be required to disclose on the FRC website whether they commit to the Stewardship Code 
and if not, why not. 


 
91. Pension funds are required to state in their Statements of Investment Principles (SIP) what their 


approach is to governance, environmental and social issues, but in reality these responsibilities 
are delegated to their fund managers and the fund managers are rarely held to account. So, in 
practice, the clause has made little practical difference.  This is because there is nothing in 
legislation or regulation that compels pension funds to do anything other than make a statement 
in their SIP.  This situation is not helped by investment consultants who do not advise pension 
funds on how they might include governance and other extra-financial considerations in the way 
they manage their investments.  There needs to be some follow through to encourage pension 
funds to act as responsible owners such as suggested above, that pension funds disclose on the 
FRC website their approach to governance, environmental and social issues. 


 
92. Pension funds have, post -crisis, started to review the fees they pay their asset managers in order 


to find ways to reduce the cost of managing their investments.  There is plenty of evidence that 
over-trading has had a significant negative impact on pension fund returns.  Indeed, in a seminal 
study, Barber and Odean (Journal of Finance 2000) quantify the negative correlation that exists 
between the excessive trading of stocks and subsequent portfolio returns. Pension funds should 
therefore look more closely at the level of trading within their funds as well as fees charged by 
asset managers.  
 


93. Transparency of investment consultants‟ approaches to advising clients and the way they are paid 
may help to identify whether there is evidence of short term advice and whether their own 
remuneration incentivises them to churn fund managers.  It would be helpful to know how 
consultants are paid for choosing new managers compared to their fees for pure advice.  Pension 
funds should perhaps weigh up the pros and cons of using consultants that are conflict free – i.e. 
they only give advice and do not benefit from other activities like being paid to appoint new 
managers against those who do both. Consultants should also make their approach available on 
the FRC website. 


 
94. We believe that in some areas, such as remuneration, it is very unlikely that much will change 


without regulatory input.  For example, it took the actions of regulators in requiring deferral and 
clawback.  We think the current EU focus on disclosure, deferral and clawback is helpful.  
However, Aviva Investors observation is that for remuneration reform to be effective it also needs 
to consider how to factor in the level of pay as well as its links with performance.  For example, 
we have seen banks doubling base pay to make up for bonuses because the regulatory approach 
has focused on bonuses - please see section on remuneration for more information.  


 
10. What would be the benefits and costs of more transparency in the role of 
fund managers, their mandates and their pay?  
 
95. We are unclear about what is meant by the transparency in the role of fund managers, their 


mandates and their pay. However, we will answer this question as follows:   
 


96. So far as transparency at Aviva Investors is concerned, our general approach to ownership is 
described in our Stewardship Policy.  So far as individual funds are concerned, our role and our 
fees are clearly discussed and agreed with clients before we are appointed as their fund 
managers. Different funds will have different arrangements and pay scales. However, we can 
provide guidance for this paper in the (1) structure of pay for our fund managers and (2) some 
specific examples of longer term mandates we have with some of our clients.  
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97. Our fund managers are paid a base salary and a bonus.  The bonus is based on performance 


relative to a benchmark over 1 and 3 years (50% for 1 year‟s performance and the other 50% is 
measured over 3 years).  We believe this is fairly standard.  However, Aviva Investors see merit, 
in some cases,  in extending the spread to 1, 3 and 5 years so, for example, 25% is paid for 
one year‟s performance, another 25% for 3 years and 50% for performance measured over 5 
years. However, we are aware there may be practical and competitive implications that may 
need to be addressed and will not be appropriate for all fund managers e.g. where they 
manage short term funds. We believe this will change fund managers‟ behaviours towards the 
longer term.  As investors we expect a longer term approach from company management so 
we should be measured over similarly long terms otherwise the incentives would be misaligned 
and the market will have investors pressing for quick returns. 
 


98. Whilst no one fund manager organisation is likely to move to this structure voluntarily, if it 
became the norm in the market then no one house would be disadvantaged. 
 


99. However, even if fund management houses were prepared to go down this route, it is unlikely 
to happen if the clients of fund managers want short term returns.  So for change to happen 
there must be wider consensus along the investment chain that longer term performance 
measures are a good thing. 
 


100. Also, there is a case for more transparency in how the fees are distributed.  There should be a 
breakdown on how the fees that clients pay are divided so they know how much is going to the 
fund manager, how much to sales and how much to general administrative costs.  Similarly if 
the consultant awarding the mandate gets a percentage then this should also be disclosed. 


 
101. The US mutual fund system has upfront fees that are rebated the longer the investors hold the 


units.  This system should be investigated to see if it could be applied in the UK. 
 


102. For some of our clients we have a fee structure that involves lower management fees but 
higher long term performance fees for mandates of 3 years or longer  


 
Directors’ Remuneration  
 
11. What are the main reasons for the increase in directors’ remuneration? Are 
these appropriate?  
 
103. There has been much debate regarding the causes of the increases in executives‟ 


remuneration over the last 10 years or more. There is no simple answer, but rather there 
appear to be various contributing factors.  
 


104. Globalisation: Globalisation has been used as the rationale for pay increases. Highly talented 
individuals can now move much more freely around companies and the world and this has led 
to a highly competitive environment for talent, which in turn has led to an increase in 
remuneration. For example, in the FTSE-20, over half of the companies have a chief executive 
who is not British by birth. In addition, the UK listed market itself has internationalized, with an 
ever growing number of companies on the UK market being multi or trans-national in nature.  
 


105. Size of business. The consultation paper also notes that the major determinate of pay is the 
size of the business rather than performance.  We agree this has played a role in increasing 
directors‟ remuneration and in some cases provides an incentive to grow the company,  e.g. 
perhaps by taking short term M&A action. 


 
106. Disclosure: Since the Directors‟ Remuneration Report Regulation came into force, a view has 


developed that transparency has contributed to the “arms race in remuneration”. A propensity 
to benchmark against peers leading to an ever spiralling upwards in quantum seems to be the 
main result of this greater transparency. We believe there is an element of reality to this 
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proposition and that there needs to be stricter adherence by both remuneration committees and 
investors to the key principle in the UK Corporate Governance Code of paying “no more than is 
necessary”. However, we do not believe that transparency on its own is responsible for 
increases in pay. Other jurisdictions that do not have transparency or have introduced 
transparency later, such as Switzerland and Spain, also have seen higher levels of 
remuneration over an extended period. 
 


107. Shareholders have not acted against quantum. Although there is transparency, 
shareholders have not generally acted to constrain pay.  Many shareholders believe they are 
not best placed to determine the level of pay. Whilst quantum was within reasonable bounds, 
this may have been an acceptable stance to take.  However, over the last few years executive 
pay has increased far faster than pay of other employees and, over time, there have been 
studies that suggest that there is only a tenuous link to performance.  There came a point some 
years back at Aviva Investors when we decided that we needed to take a formal view on 
quantum, and we now undertake a balanced comparison of pay taking into account the size of 
the company, its turnover, the number of employees and its sector.  We find the relevant 
median for the company (ie against the average of the benchmark we use) and apply it to our 
assessment of the company we are dealing with.  If overall pay is above the median, our 
starting point is to vote against the remuneration report.  If we become aware of special 
circumstances that may lead us to change our view, we may amend our voting decision.  In 
2010, we voted against remuneration arrangements because of excessive pay at 127 UK 
companies and abstained at 40. 


 
108. Role of remuneration consultants: Aviva Investors believes that there may be incentives, in 


some cases, for remuneration consultants to compete by erring on the generous side when 
considering pay arrangements for their clients as executives may be more likely to appoint the 
consultants that are more generous to them.  Aviva Investors is also aware that consultants can 
come under intense pressure from executives.  Where consultants are appointed by 
remuneration committees, the member non executives may not always provide an attitude of 
constraint, as they are often executives themselves at other companies.  We would recommend 
that the Remuneration Committee‟s Code of Best Practice is kept under review. 


 
109. Structure of pay arrangements: When considering remuneration, the structure of the 


package overall should be looked at, not merely the quantum. There has been a move over the 
years to a package that is based more on performance, with an ever greater proportion “at risk”. 
This has been coupled with a significant relative decline in the value of the most long-term 
element of the package, the pension. The means now for creating a comfortable retirement and 
building up personal wealth are bonuses and LTIPs, with employee performance being 
measured over 1 to 3 years, rather than 30. As an example of the extreme end of long-termism, 
Handelsbanken in Sweden puts the profits of the bank into pensions for staff.  The staff do not 
get big bonuses or incentives but are guaranteed a generous pension.   Whilst this may be 
difficult to implement in the UK, it may be worth considering a shift of the balance towards more 
valuable pensions vis a vis incentives which may help with retention over a longer term.  This 
does not mean going back to Defined Benefit Schemes which are no longer affordable for 
many companies but adjusting the balance between pay that is received over the short term 
and pensions over the longer term. 
 


110. We agree with the key principle within the UK Corporate Governance Code, that of “paying no 
more than is necessary”. To do otherwise would not be in the company or more importantly the 
shareholders‟ best interests.  


 
111. We further note that executive remuneration is not just an issue in the UK and that UK practices, 


in comparison with some other countries, are better than other countries in some respects. 
Remuneration is the subject of discussion, regulation and other initiatives in many other 
jurisdictions. We should also be mindful that in some areas we already have adopted best 
practice and that over the last ten years or more there have been some successes. For 
example: 
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 In the 1990s, it was common for executives in the UK to have three year rolling contracts 


and receive compensation for loss of office (“golden parachutes”). This was considered 
to be unacceptable by shareholders, the authorities and the public at large. The ABI and 
the NAPF issued its first Joint Statement on Contracts and Severance, stating that one 
year contracts were the lowest acceptable apart from in exceptional circumstances.  As a 
result one-year contracts are now the norm and directors‟ severance payments generally 
do not include compensation for loss of office.   


 
 Similarly, when share options were first introduced they routinely included retesting 


provisions of performance conditions for up to 7 years after the performance period 
ended. This did not adequately align pay and performance and, as a result of 
shareholder pressure, retesting is no longer a feature of UK executive share plans.   


 
112. On the other hand, we note that termination payments, in terms of absolute amounts, have not 


decreased.  Whilst retesting at companies has, by and large, been eradicated, at the same time 
pay at companies has continued to rise. However, we do believe that in general shareholder 
vigilance in the UK has prevented some of the more unacceptable or significant arrangements 
from taking shape.   
 


113. In answer to the second half of the question 11 “What are the main reasons for the increase in 
directors‟ remuneration? Are these appropriate?” our view is that we are still struggling to find a 
clear link between pay and performance.  Pay has increased far more than performance has 
improved. Moreover, as executive pay continues to rise without a close link to performance, this 
may become even more inappropriate over time. Aviva Investors‟ view is that the only way for 
the outcome to be fair vis a vis performance, quantum, relationship with employees, state of the 
economy, the company‟s sector etc is for remuneration committees to have significant 
discretion, around a set of agreed criteria, to take all these matters into account when making 
awards/making decisions on how much should vest, based on information available at the time 
of payment.   


 
12. What would be the effect of widening the membership of the remuneration 
committee on directors’ remuneration?  
 
114. The UK Corporate Governance Code requires that the board and its committees should have 


the appropriate balance of skills, experience, independence and knowledge of the company to 
enable them to discharge their respective duties and responsibilities effectively. We consider 
that there is significant benefit in a board and its committees being constituted of individuals 
from a wide variety of backgrounds, with a diverse range of skills and experience. Further, we 
believe that, in accordance with the UK Corporate Governance Code requirements, the 
Remuneration Committee should be made up of independent directors and that they should 
have due regard to pay and conditions elsewhere in the company. As with many areas of 
corporate governance, the effectiveness of the Remuneration Committee will be determined by 
the individuals involved in the decision making, and therefore will vary from company to 
company. The best way to ensure the effectiveness of boards is through an active and 
engaged shareholder base and boards engaging in high quality board evaluations.  


 
13. Are shareholders effective in holding companies to account over pay? Are 
there further areas of pay, e.g. golden parachutes, it would be beneficial to 
subject to shareholder approval?  
 
115. Shareholders have various rights and mechanisms to hold companies to account and we 


consider that these are generally adequate. Shareholders elect and re-elect directors to act as 
their agents and in their interests. Under the revised UK Corporate Governance Code issued in 
2010, best practice is that directors‟ of FTSE-350 companies must seek annual re-election, 
thereby strengthening this accountability mechanism. In addition, since 2002, every listed 
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company has been required to submit a remuneration report to their annual general meeting on 
an advisory basis.  Also, any share based incentive scheme that affects or dilutes their holdings 
must be approved at a General Meeting.  


 
116. However, despite these rights and mechanisms, we do not believe that shareholders have 


been wholly effective in holding companies to account over pay.  Whilst shareholders may have 
made some small strides in influencing certain aspects of pay, overall they have been fairly 
ineffective.  Shareholder influence may have had some effect by putting brakes on what may 
otherwise have been even greater acceleration of pay and the adoption of other pay practices 
that are apparent elsewhere e.g. in the US. 


 
117. There are a number of reasons for this lack of effectiveness. Globalisation has has been used 


as the rationale for pay increases and this affects the arrangements put in place in the UK.  In 
addition, shareholder influence is diluted because they respond to pay in different ways – for 
example, some shareholders will vote against the remuneration report while others may vote 
against individual directors.  Some shareholders believe in engagement but not in voting 
against management at shareholder meetings, and many do neither.  Some shareholders have 
a view on quantum whilst others do not.  Remuneration consultants have added complexity to 
the arrangements and their advice does not appear to have resulted in significantly better 
alignment of pay with performance or alignment with shareholders. 


 
118. Shareholders that engage seriously on remuneration spend an inordinate amount of time going 


through every single detail of pay plans, the results of which are not always clear.  We do not 
believe this is good use of time.   


 
119. What we would like to see is less focus on the technical details and more emphasis placed on 


outcomes.  Disclosure of pay should focus on (1) backward looking information on what 
performance was achieved and how much was paid for this performance and (2) forward 
looking information on how proposed performance conditions link to strategy and how much 
executives will get for meeting their range of targets over specified time periods.  It is difficult to 
avoid tackling some of the detail, but if these two aspects became the focus of votes, investors 
would have to consider the appropriateness of the amount being paid (because they would 
have to take a view on amount paid for performance) and also if vested pay turns out to be well 
above what was expected, then shareholders would have a basis for discussion on quantum 
and quantum linked to pay.  The forward looking statements would hold management 
accountable in ensuring that performance conditions are indeed challenging. 
 


120. Pay arrangements should also be a lot simpler and easier to understand. We believe we should 
not consider a binding vote on remuneration until we are sure that voting leads to better 
remuneration arrangements. Otherwise, if votes were binding, all this would do is to make 
binding inappropriate outcomes which, for example, may not link pay to performance and may 
crystallise arrangements that turn out to be too generous. 


 
121. Golden parachutes: The ABI‟s Remuneration Guidelines and Joint Statement on Contracts 


and Severance statement makes it clear that any payments in excess of the basic contractual 
entitlement should be kept to a minimum and that the duty of mitigation should be enforced. We 
believe it is of the highest importance to minimise payment for failure. We know, however, that 
additional payments often are made, for example, in respect of bonus entitlement. However, 
this is an area where corporate governance and company law begin to interact with 
employment law.  


 
122. The relationship between these factors is further complicated by the existence of precedent. In 


Mallone v BPB Industries plc [2002] the courts recognized that if an employee had a 
reasonable expectation of even a discretionary bonus and this was not paid then, by not paying 
it, the employer was in breach of contract. Although the Court of Appeal said that the 
appropriate test should relate to what could be expected of a „reasonable employer‟, this 
created uncertainty regarding how this would be applied on a case by case basis. In Horkulak v 
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Cantor Fitzgerald [2004], the Court of Appeal stated that the employer must not exercise its 
discretion in relationship to the amount payable „capriciously or irrationally‟. This further adds to 
the difficulty relating to the amount that should be paid. Finally. although in Keen v 
Commerzbank AG [2006] it was decided that in cases where there was a high degree of 
discretion in relation to bonus levels, such as Investment Banking, the employer should retain 
the discretion to award lower amounts. It is difficult to see how this would be applied at 
executive level in listed companies where bonuses are generally paid against clearly defined 
objective targets (rather than a high degree of discretion).  Further investigation needs to be 
undertaken on how contracts can be written to allow flexibility where golden parachutes may be 
inappropriate. 


  
123. Ironically (in view of the questions on takeovers later in this paper), proponents of golden 


parachutes argue that they make it easier to hire and retain executives, help executives to 
remain objective during a takeover process, and may act as a poison pill by increasing the cost 
of takeovers.  However, we believe that, in general in the UK, severance payments are not 
sufficiently large to act as poison pills. 


 
124. However, shareholders have had some success in relation to pay-offs in the event of change in 


control whereby best practice now is to pro-rate the amount that is awarded according to how 
much of the performance period has elapsed e.g. if the executive leaves one year into a three 
year performance period they get a pro-rated payout and secondly, that payment should only 
reflect performance to date. 


 
125. The growing incidence of large recruitment packages is an issue which requires further 


consideration.  The practice of buying out the previous arrangements of new appointees has 
become common practice. However, these payments have the effect of crystallising bonuses, 
options and incentives that have been awarded at an executive‟s previous employment.  In 
addition to ratcheting up pay, recruitment payments serve to perpetuate shorter term outlooks 
and executives may be incentivised to move on. They may also promote a culture of “buying in” 
executives rather than incentivise long term succession planning.  As stated earlier in this 
response, the UK has gone against the global trend of appointing insiders and has instead 
significantly increased the incidence of external appointments, which is not always optimal.,.  
We believe that significant recruitment payments should always ensure that any form of 
rewards (bonus, options or long term plans) which are still at risk should be subject to 
acceptable performance targets at the recruiting company, unless the rewards have already 
passed any required performance threshold or the value of such awards have been reduced to 
take expected performance into account. 


 


14. What would be the impact of greater transparency of directors’ pay in 
respect of:  
 • linkage between pay and meeting corporate objectives  
 • performance criteria for annual bonus schemes  
 • relationship between directors’ pay and employees’ pay?  
 
126. Linkage between pay and corporate objectives: A more “outcomes” based approach to 


remuneration disclosure is desirable. Currently, investors receive a great deal of information 
regarding the policy and design of remuneration packages. However, there is very little clear 
disclosure on how these policies and schemes work out in practice.  It is the outcomes of the 
remuneration structures that ultimately tell the shareholder how successful the link between pay 
and performance has been. Better disclosure could take the form of clearly setting out what 
level of performance was achieved during the period for all schemes, and what was paid out as 
a result. It is important that forward looking information on alignment with strategy and 
performance, and how this is linked to pay, is also made available. We believe that this is 
achievable for both short-term and long-term incentive schemes, and that any potential issues 
around commercial sensitivity can be successfully managed.  
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127. Performance criteria and annual bonus schemes: There are concerns about non-disclosure 
of performance criteria for bonuses, as bonuses become an increasingly greater part of overall 
pay.  Aviva Investors would like to see any bonus that is more than 100% of salary (or some 
other appropriate level such as more than 20% of all incentive pay) have appropriate 
performance criteria and, ideally, relevant targets disclosed.  


 
128. Regarding the potential disclosure of the relationship between directors’ pay and 


employees’ pay, the nature and business of companies vary immensely. Some have 
thousands of staff paid different levels of remuneration from very low to very high, whilst others 
have relatively few staff all of whom receive high levels of remuneration. Therefore, it will be 
difficult to assess what is a good relationship except over time when shareholders are able to 
see how the disparity has widened or narrowed.  This will take some years, if ever, before this 
information becomes a useful tool for shareholder engagement.  In the meantime, we anticipate 
that it will be the public rather than shareholders that are more likely to react to this disclosure, 
which is why it needs to be considered carefully so as not to provoke unjustified reactions. 


 
Takeovers  
 
15. Do boards understand the long-term implications of takeovers, and 
communicate the long-term implications of bids effectively?  
 
129. Takeovers perhaps represent the greatest challenge to boards in considering both the long-and 


the short-term implications of whether their decisions are most likely to promote the success of 
the company (i.e. the section 170 Companies Act 2006 duty). Judgments are required as to 
long-term implications (which are subject to a degree of uncertainty) against the prospect of 
short-term value being crystallised through a takeover. This point is relevant to the boards of 
both the bidding and the target company.  


 
130. The problem with many takeovers is that companies wait until the weather is fair rather than 


when valuations are depressed.  Companies sometimes make ill advised acquisitions at the top 
of an economic cycle as can be seen in 2007/8 with acquisitions by RBS for ABN Amro, 
Cookson and SIG.  They all had to resort to rights issues because they over extended 
themselves at the peak.  Often M&A deals are proposed for reasons related to personal 
ambition. There is also an element, in some deals, of companies wanting to become “the global 
leader”.   


 
131. Investment banks encourage companies to do deals at all times including at peaks of cycles. 


We believe there is often insufficient independent advice available to boards that may have 
prevented some of these deals which is a flaw in the system. Given the evidence, it is clear that 
boards do not always understand the long-term implications of takeovers. 


 
132. With regard to the communication of the long term implications of bids, these are usually fully 


presented in the documentation. 
 
16. Should the shareholders of an acquiring company in all cases be invited to 
vote on takeover bids, and what would be the benefits and costs of this?  
 
133. We start from the position that the current arrangements in the UK in this regard are well-


specified and achieve the right balance between giving corporate boards the powers to run 
companies while ensuring proper accountability to shareholders. The Listing Rules of the UK 
Listing Authority, currently part of the Financial Services Authority, impose an obligation to 
obtain prior shareholder approval for transactions that exceed a 25% materiality threshold as 
measured by any of a number of „Class Tests‟. This is an important element of investor 
protection for shareholders of (premium) UK-listed companies.  
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134. We regard the 25% level as being right for categorising transactions as „Class 1‟ and therefore 
subject to the shareholder authorisation requirement. This 25% threshold is well-embedded 
under the Listing Rules and, although detailed operation of the Class Tests has changed a little 
over time, the principle and the threshold have applied for many years. The benefits of 
significantly extending Class Test requirements would, we believe, be outweighed by the costs.  


 
135. Offerors that come from overseas jurisdictions and, indeed, unlisted companies in the UK, are 


not subject to the UKLA‟s Class Tests. As investors in overseas companies, UK institutional 
investors would wish to enjoy shareholder rights equivalent to those in the UK but this is not 
something that UK Government or regulatory authorities have proper jurisdiction over. We do 
not believe it would be right for the UK to seek to impose extra-territorial jurisdiction. Nor do we 
think it would be easy to devise an obligation that could not be circumvented.   


 
136. Our conclusion therefore is that whilst in theory it would be good for shareholders of an 


acquiring company in all cases to be invited to vote on takeover bids, the current arrangements 
in the UK are considered fairly good and it is likely to be difficult to implement effectively in view 
of the extent of cross border M&A activity and other ways of by-passing the vote e.g. by 
tendering shares prior to the vote. 


 
Other  
 
17. Do you have any further comments on issues related to this consultation?  
 
137. Yes, we would like to say that when we talk about efficient allocation of capital and time 


horizons we should also consider whether current allocation of capital to corporate activity 
promotes very long term sustainable development.  We define sustainable development as 
development that meets the needs of the present without compromising the ability of future 
generations to meet their own needs (Brundtland, 1988).  This is an important concept in the 
context of this paper as development that provides short term benefits but creates significant 
costs over the long term can reduce the absolute value of long term investment portfolios.  


 
138. It is our view that the capital markets do not integrate sustainable development sufficiently to 


ensure that capital is efficiently allocated in order not to cost investors and society more in the 
long run. 


 
139. A further reason for market short termism is the inadequate information on which many capital 


allocation decisions are being made. Markets are driven by information – if the information they 
receive is short term and thin – then these characteristics will define our markets. If companies 
do not provide an assessment of the wider sustainable development risks and opportunities 
associated with those numbers, then how can the market assess the sustainability of that 
growth? 


 
140. Conventions like the United Nations Global Compact are now routinely taken up by leading 


companies around the world (as Aviva has done). These companies understand that long term 
shareholder value is enhanced by operating in a sustainable way and with integrity. Such 
companies now attempt to integrate these concepts into their own business policies, 
governance structure, strategy, and incentive structures. As the Global Compact requires a 
Communication on Progress to be published, attempts to be more sustainable (or lack thereof) 
can be seen through their disclosure to the market.  


 
141. However, there are major regional variations and significant differences in the quality and 


comparability of corporate disclosure in this area. Even for large companies where data does 
exist, much of the information reported is not material, not assured, not comparable and 
provides favourable, rather than balanced reporting. There is also particularly poor reporting on 
performance measures and objectives. It is also frequently hard to track one company‟s 
performance through time as three to five year performance analysis is routinely absent. 
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142. One of the most effective ways of promoting enhanced corporate responsibility disclosure is for 
investors to use their vote on the annual report and accounts at company annual general 
meetings to promote better disclosure. Some investors has been doing this since 2001 and, as 
a rough measure of effectiveness, companies respond to disclosure requests at the next 
annual general meeting roughly half the time. While this is a reasonable record of success, it is 
likely to be far more effective if this practice were conducted market wide. For this to happen, 
the support of listing authorities is required. Listing authorities need to both make corporate 
responsibility reporting a “comply or explain” requirement, as well as then require this report or 
explanation to be put to the vote at the annual general meeting (AGM). For example, stock 
market listing authorities could make it a listing requirement that companies must put a 
sustainability report to the vote at their AGM. This would help to create the right kind of 
discussions within companies at the board level and then between them and their investors. It 
would also provide investors with the data that would need in order to be able to conduct these 
long-term evaluations. 
 


143. However, simply providing this information does not guarantee that investors will be interested, 
nor ensure that they will know how to use it. This is a key reason for market short-termism that 
arises from a lack of education among market participants on the long term costs and benefits 
of corporate sustainability. One practical way of changing this over time would be for the most 
highly regarded fund manager and analyst training centres around the world such as the 
Chartered Financial Analyst Institute ensure that their training syllabus and – crucially – the 
charterholder examination to improve the ability of analysts to think through how the 
sustainable development work of companies will enhance corporate valuation. Aviva Investors 
has produced its own free, impartial and comprehensive Investment Tutor service dedicated 
exclusively for Trustee investment education.  


 
144. Furthermore, buy side asset managers and sell side brokers may benefit from mandates from 


companies, for example, to run their pension funds. This may lead to reluctance to vote against 
boards and reluctance to be critical.   


 
145. In addition, investment consultants who advise institutional investors which asset manager to 


select are often paid on the basis of a retainer for ongoing advice, with an additional higher fee 
in return for running a tender (or issuing a request for proposal – RFP). Arguably, this 
incentivises consultants to move their clients to alternative fund managers more often than is 
desirable, leading to a lower return to their clients net of fees. 


 
146. Such conflicts of interest require the implementation of strong cultural norms supported by 


independent whistleblowing mechanisms, overseen by professional bodies who offer the 
whistleblower appropriate protection. Governments could also intervene to help create such 
norms. For example, sell side brokers could be required to offer a view on the ESG 
characteristics of a company and the quality of their management. If such a transparency 
measure were allied to a requirement on fund managers to ring fence a percentage of their 
broker research budgets to reward high quality ESG research then this would begin to correct 
this failure. Similarly, governments could set the norm that investment consultants‟ fee 
structures should not reward them for moving clients between fund managers. 


 
147. Turning to the public good argument, engagement that supports responsible long term 


business behaviours is under-delivered by the market. This is because there are elements of it 
that can be considered a public good. For example, it is in all investor interests that the 
company is well governed by a strong board with sanctions and incentives in place for poor 
performance. However, engagement can cost time and money and all investors will benefit, so 
many asset managers routinely overlook engagement and free-ride on the back of others. In 
common with other public goods, this has contributed to a lack of delivery of engagement – or 
responsible ownership by investors. In other words, institutional investors are significantly 
under-resourced and not sufficiently incentivised to carry out proper engagement on all their 
stocks in their firm's portfolios. 
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148. The role here for government is to establish mechanisms that promote, encourage and require 
investors to maintain an appropriate oversight role of companies, as proposed by the UK 
Stewardship Code, via a range of transparency mechanisms – for example, public disclosure of 
their voting record, and requiring pension trustees to report to beneficiaries on how their 
ownership rights have been exercised.  


 
149. However, the critical issue is about behaviour in the City and within companies. This depends 


as much on culture than on legislation or regulatory procedures.  This could be addressed in 
part through the UK Corporate Governance Code by articulating more forcefully the role of the 
Chairman and the Board in promoting the right culture and the need to act with integrity and 
respect for all shareholders and stakeholders.  Other ideas for the development of the Code 
include: 
 


 The remuneration of executive board members and throughout the organisation should in 
part be determined by how well they live the culture and standards of the company.  
Individuals should suffer the consequences of not meeting the company‟s expectations by 
having their remuneration scaled back.  In some situations, it may be appropriate for 
employees to be dismissed. 


 Boards should ensure they are reassured that Audit and risk committees are not focused 
just on the most expedient considerations for the short term e.g. doubtful accounting 
approaches but focused on the long term interests of the company.   


 The approach to culture and ethics in succession planning, board evaluation and the 
processes around facilitating this culture throughout the business should be disclosed 
and transparent. 


 Proper, externally managed whistle-blowing processes should be available to staff. 
 


150. A company should put a summary of its Corporate Responsibility Report to a vote at the AGM.  
The main purpose of such a provision would be to create the right kind of discussions within 
boardrooms, throughout the business, and between the company and its shareholders. It will 
also help to ensure that shareholders understand the company‟s values and standards, and 
provide them with the opportunity to feed back to the company their views on its broader 
behaviour. Aviva was the first company in the UK and the first financial services group in the 
world to take the step of presenting its CR report to a separate investor vote at its 2010 AGM - 
achieving a 99.7% positive response.  


 
151. In conclusion, (and despite the numerous shortfalls we have highlighted), we should bear in 


mind that  the system of corporate governance and the regulatory approach to the capital 
markets in the UK are amongst the best in the world and we have to be careful to protect what 
is good about our system.  However, as in most things, there is room for improvement.  The 
suggestions we have made in this response identify areas for improvement and for further 
review.  We look forward to knowing the outcome of this consultation and BIS‟s next steps in 
taking some of the issues forward.   
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Key themes emerging from the round table for the BIS consultation on “A Long-term 
Focus for Corporate Britain” on what interventions the UK Govt could make. 


On 12th January 2011, Forum for the Future, UKSIF and the Aldersgate Group co-convened 
a round table with senior-level representatives from investment institutions and large (mainly 
FTSE 100) businesses to debate the BIS consultation “A Long-term focus for corporate 
Britain”.     


The points expressed in this document reflect the individual views of round table participants 
and are not necessarily shared by any of the organisations attending or hosting. 


 
(1) Strengthen tax incentives for long-term holding  
• There seems to have been a move away from incentives for longer-term holding through 


differing rates of Capital Gains Tax in the recent past and we should understand why.  
• Where the investment is through a fund, we need to distinguish properly between 


incentivising an individual investor to invest for the long-term, and incentivising the fund 
manager to make longer-term investments in the underlying assets.  Incentivising the 
former won’t change the investment strategy. 


• Loyalty dividends would be interesting but have created legal problems when some 
companies have tried to introduce them. 


• We are not necessarily trying to make people hold for longer.  We are trying to redirect 
the economy to invest in key areas.  This could be incentivised in other ways.  


• You need a crude financial incentive so that the short-term disbenefit of not playing the 
market on a day-to-day basis is rewarded in the longer-term.  


• It may be difficult in practice for a company to track exactly who its shareholders are. 
• Equity finance is disadvantaged in tax and this has created a move towards other assets. 


 
(2) Take care on interventions to slow down the number or frequency of transactions  
• Given that UK institutional investors are not the majority of the investors in the UK, a 


significant transactions tax could risk sending capital elsewhere. 
• You need to include externalities in trades so that the incentives to trade are different.  


Trading’s not a bad thing if you’ve taken into account all the relevant factors.  
• In some emerging markets, policies to introduce transactions taxes have resulted in a 


flow of capital out of the market. 
• Incentives for long-term holding may be a better route. 


 
(3) Undertake a wholesale review of structure of, and performance appraisal in, 


mandates 
• It is difficult for asset managers to make investments in long-term propositions showing 


lower short term returns than the alternatives, because they are reporting to clients on a 
quarterly basis. 


• We need longer-term mandates with strong get-out clauses benchmarked against growth 
in GDP and fundamentals rather than an index. 
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• The way pension funds have been regulated has contributed to short-termism in the 
market.  The minimum funding requirement for pension schemes introduced in the 1995 
Pensions Act was well-intentioned but had a completely perverse effect.  


• There is too much emphasis on the form and not enough on the substance – for 
example, pension funds ask fund managers for detailed disclosure on how they are 
approaching sustainability and claim to support that approach, but behave very 
differently in their practical decisions about mandates. 


• Asset managers are not incentivised to control transaction costs because they don’t bear 
them, so they nibble away at performance.  Pension funds need to be much more robust 
about their questions on transaction costs. 


 
(4) Require greater disclosure by pension funds on how they are engaged on long-


term thinking 
• Support the development of ratings / metrics to assess the performance of pension funds 


in this area.  
• The way the investment chain works, and the relationship and reporting between asset 


owner and asset manager creates a focus on returns not strategy.  The amendment to 
the Pension Act in 2000 [to require disclosure on management of social and 
environmental issues] was a good start but more is needed. 


• It would help to have better information on the age profile of pension funds – working 
with future beneficiaries on long-term issues will be more effective in pension funds with 
younger members than for those already in pay-out mode. 


 
(5) Create policy certainty 
• The regulatory framework favours the laggards rather than the leaders.  In all areas, 


investors need credible long-term policy frameworks including, for example, on carbon, 
on planning requirements.  


• There has to be a much clearer policy direction so that companies and investment 
managers have confidence to invest in key areas.  We have an enormous separation 
between sustainability risk and financial risk and this is compounded by a host of poor 
decisions by government that make regulatory risk huge.  


• Corporate Britain has to work in a highly political environment and the political horizon is 
very short, so politics is always changing the ground rules. There’s a paradox in asking 
businesses to take a longer term view when the fundamental ground rules change so 
rapidly.   


• Coal India recently floated quite successfully and this caused a hubbub, and there was 
less appetite for Enel’s Green Power flotation.  But this is not surprising given the 
regulatory signals.  Markets take into account the factors that are there. 


• Further policies on pricing externalities are needed. The government started the process 
on carbon and the floor price for carbon will help.  But it’s really only just started and if 
you look at other resources we’ve only just scratched the surface so more research is 
needed.  


• The UK Government will need to encourage an international response to addressing 
these issues.  
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(6) Walk the talk on procurement and public sector pensions 
• Government has to procure sustainably so that this drives more investment in 


sustainable companies. 
• Government could send some clear signals about how pension funds can be managed 


for the long-term, through the way it requires its own pension funds to be managed. 


 
(7) Require more strategic and longer-term thinking in company reporting  
• The primary focus for company reporting should be on strategy, not on returns. 
• At the moment there is very little focus on how a company is investing for long-term 


sustainability and investors tend to give very little credit for it.  
• There should be greater disclosure on how 5-year plans fit into a sustainable future. 
• The current culture is such that even in the context of a discussion on long-term trends, 


the focus reverts to the present.  
• There is work going on in the House of Lords about the role of audit, and this could be an 


important area of focus.  
• Companies need to have more resources for long-term thinking or have a platform to 


enable them to share future insights across markets so that there is more momentum 
around longer-term thinking.  


• There’s still a disconnect between sustainable investment and mainstream investment.  
Some companies are beginning to present their sustainability information in a way that 
interests mainstream investors and more work is needed in that area. 


• It would be valuable to assess how investors would rethink their fiduciary duty if 
companies were being held in perpetuity. This long-term strategic view from investors 
would then be reflected in their approach to returns and company engagement. 


• Long-term, sustainability-related KPIs need to be included in the remuneration of 
directors.     


 
(8) Consider institutional decision-making structures in Government 
• The UK Government could review and learn from the structure of ministerial 


responsibilities within other governments that have successfully adopted a more long-
term approach.  For example, in Australia the links between pensions and business are 
closer as pensions, company law and Treasury all sit within one Govt department. 


• Need to make sure that responses on the many government consultations (eg 
environmental taxation, disclosure) are tied together and coherent, both in submissions 
and in Government’s response. 


• Need to review past and future policies for their impact on long-termism.  Several drivers 
of the current short-termism are the unintended consequences of otherwise desirable 
past policies - for example on pensions.  Policies like these should be reviewed to 
identify where this has occurred and what could be done to address this.  


 
(9) Contribute to a better narrative / cultural shift 
• Tell a better story about the relevance of longer-term to our wealth and well-being. 
• Tell a better story about the relative importance of liquidity and stability, and the trade-


offs between them.  
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• We have a psychological problem in that investors feel they are expected to make deals 
and behave “as gamblers” and there is a cultural bias against longer-term strategies. 


 
(10) Provide support for collaboration on measuring and managing long-term risks 
• It’s becoming harder and harder for people to think in the long term because they know 


that black swans can happen from anywhere at any time.  They focus on the short term 
because it is easier to predict and control.  


• One powerful way to incentivise people for longer-term holding is to demonstrate that 
this does generate more robust and stable returns for investors, and this can only be 
done through more focus on fundamental long-term systemic risks. Government could 
help with research. 


• There are unforeseen risks with the management of issues like climate change but also 
water, biodiversity and other resources, and more research is needed. 


• Better assessment of long-term risks, and research into different ways of valuing them, 
would help in the integration of financial and sustainability agendas, so merits 
government support.  
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A Long-Term Focus for Corporate Britain: A Call for Evidence 
 
Dear Sir / Madam, 
 
Thank you for giving the Institute of Directors (IoD) the opportunity to comment on your consultation 
document, published in October 2010. Issues surrounding corporate governance are of considerable 
interest to the IoD and its membership. We are therefore pleased to present our views on your paper. 
 
 
About the IoD 
 
Founded in 1903, and granted a Royal charter in 1906, the IoD is an independent, non-party political 
organisation of 45,000 individual members. Its aim is to serve, support, represent and set standards 
for directors to enable them to fulfil their leadership responsibilities in creating wealth for the benefit of 
business and society as a whole. The membership is drawn from right across the business spectrum. 
92% of FTSE 100 companies have IoD members on their boards, but the majority of members, some 
70%, comprise directors of small and medium-sized enterprises, ranging from long-established 
businesses to start-up companies. 
 
 
General Comments 
 
This section of our response addresses the overarching issue of the consultation: whether a 
stockmarket listing leads to excessively short-termist behaviour on behalf of UK companies. 
A subsequent section provides responses to specific consultation questions. 
 
The time horizon of a company 
 
The company is a legal vehicle that may be used to pursue a variety of commercial activities. The 
time horizon of these activities can vary considerably. In some sectors of the economy, e.g. 
pharmaceuticals or technology, it may be important to take a long term investment approach. 
However, in other circumstances, a shorter-term horizon may be essential for the company’s survival 
and prosperity.  
 
Ultimately, the company’s relevant time horizon can only be determined with regard to the specific 
circumstances of the company. It cannot be assumed that the adoption of a long-term approach is 
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always optimal. This is an issue that is best determined by boards of directors – in consultation with 
shareholders - in the light of a company’s distinctive strategy and business environment. 
 
The most important feature of governance for any company is not whether it adopts a short or 
long-term management perspective. Rather, it is whether its management is properly 
accountable (to the board and shareholders) for the implementation of the agreed strategy. 
Company management that fails to achieve short-term goals defined by the strategy is just as guilty 
of poor performance as management that pays inadequate attention to the longer term. 
 
 
Sources of short-termism in quoted companies 
 
A potential source of short-termism in stockmarket-quoted companies is the uncertainty engendered 
by a volatile share price. In particular, a falling share price is unsettling for company management. It 
is suggestive of poor performance. It increases the company’s cost of capital and makes it potentially 
vulnerable to a takeover bid. Furthermore, the remuneration of company executives may be tied to 
share price performance.  
 
Unfortunately, the possibility of significant share price movements is an inevitable consequence of a 
stockmarket listing. Movements in share prices arise, in part, due to the high levels of corporate 
disclosure that are demanded by stockmarket listing rules. External investors require high levels of 
both transparency and market liquidity if they are to be persuaded to invest large sums of money in 
enterprises from which they are relatively distant. Share price volatility may also occur as a result of 
changing market perceptions of growth and risk, both in relation to the company and the broader 
economy. 
 
Despite these potential problems, the overwhelming view of our members is that the short-
term pressures arising from a stockmarket listing can be appropriately managed by an 
effective board of directors. The benefits of gaining access to significant capital market 
resources outweigh the costs. 
 
 
The role of investors 
 
Share price volatility is undoubtedly exacerbated by the short-term investment horizon of 
many institutional shareholders. The investment strategy of a significant proportion of fund 
managers is oriented towards share trading rather than long-term company ownership. 
 
The newly-introduced Stewardship Code is an attempt to encourage institutional shareholders in UK 
companies to adopt a longer-term and more engaged approach to company ownership. However, it 
is important to be realistic about the likely impact of the Stewardship Code. There are a number of 
reasons why its effect on investment behaviour is likely to be relatively limited. 
 
 Many active fund managers are subject to relatively short-term performance pressures. In 


most cases, this leads them to concentrate their efforts (and human capital) on stock-picking and 
equity trading rather than long-term engagement with their companies under ownership.  


 
 Engagement between shareholders and boards is often infeasible due to the diversified portfolio 


strategy of many institutional fund managers. Such institutions hold relatively small percentage 
stakes in large numbers of listed companies. As a result, they lack the incentive to meaningful 
engage with any individual company.  


 
 Many institutional fund managers are deterred from devoting significant resources to engagement 


due to the costs involved and the “free-rider” benefits that competitor fund managers with stakes in 
the same company would gain as a result of such activities. 
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None of these underlying problems is overcome by the introduction of the Stewardship Code. 
Consequently, we are sceptical as to whether many fund managers will fundamentally change their 
investment behaviour in favour of a long-term ownership approach.  
 
Other models of corporate ownership 
 
It is worth noting that the short-termist pressures arising from a fluctuating share price are not a 
feature of the private company model. Private companies do not have stockmarket-determined share 
prices, and their shares cannot be easily transferred between investors.  
 
As a result, company management is less exposed to fluctuations in company valuation, and can 
focus on achieving longer-term operational success. For this reason, many significant companies 
may choose, quite reasonably, to go private or forego a public listing. 
 
The transmission of short-term pressures from stockmarkets is also reduced in listed companies with 
a controlling shareholder or blockholder. Although such companies have a market-determined share 
price, this will not necessarily influence management behaviour if the blockholder is willing to take a 
longer-term view.  
 
Unfortunately, there are very few controlling or significant shareholders of large UK listed companies. 
Ownership is dominated by institutional shareholders with small percentage ownership stakes.  
 
Given the key role of institutional investors in mobilising savings in the UK, it is hard to 
envisage any change to this situation. This contrasts with corporate sectors in continental Europe 
and many other countries outside of the English-speaking world, where blockholders continue to 
dominate company ownership.   
 
 
Overcoming short-termism – the key role of the board 
 
The IoD believes that the short-term pressures arising from a stockmarket listing can be most 
effectively addressed through the actions of boards rather than through regulatory changes or 
changes to the shareholder voting regime. 
 
The board must be active in ensuring that the company adopts a time horizon that maximises 
corporate value creation. There are several ways in which it can do this. 
 
Firstly, boards should actively seek to attract shareholders to the company that share the 
strategic time horizon of the company. Although many UK institutional shareholders do not have a 
long-term investment horizon, shareholders are not a homogeneous set of actors. Certain types of 
shareholders may be willing to adopt a longer-term oriented investment approach.  
 
This is more likely to be the case if shareholders fully understand the company’s strategy and key 
performance indicators. Boards should therefore place a high priority on clearly communicating 
the corporate mission and strategic timeframe of the company to potential investors and 
other stakeholders.  
 
One way of achieving this is through a Board Mandate1. A Board Mandate is a statement by the 
board of its strategic intent with respect to performance outcomes. With respect to investors and 
other stakeholders, a mandate provides a clear investment proposition, with identified parameters of 
success and risk, and helps manage expectations in terms of timeframes. 


 
1 Tomorrow’s Good Governance Forum. Tomorrow’s Corporate Governance: The Case for the ‘Board Mandate’. December 2010.  
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With the help of such a mandate, or something similar, the board can explicitly communicate the time 
horizon to which the CEO and the rest of the management should be held accountable. In this way, 
the board can work towards encouraging an ownership structure that makes sense for the company.  
 
Secondly, the board should ensure that the timeframe of executive remuneration policies is 
matched to the overall strategic timeframe of the company.  
 
If corporate success is defined on a longer-term basis, the board should avoid incentivising the 
pursuit of short-term financial targets by executives. The remuneration committee should define 
financial and non-financial performance criteria that best align the time horizon of executives with that 
of the company. 
 
Thirdly, if short-term market pressures are brought to bear on management, e.g. through the volatility 
of the share price or the emergence of a hostile takeover bid, the board should play a key role in 
shielding management from these external pressures. They should continue to offer this support as 
long as they remain convinced that the existing management team is best placed to implement the 
long-term strategy.  
 
During times of short-term uncertainty, the board should not allow the CEO and the executive team to 
become distracted from their operational management of the business. Boards should support 
them by playing a significant role in communicating the existing business strategy to the 
market, and by building a supportive dialogue with investors. 
 
 
Answers to specific questions 
 
 
The Board of Directors 
 
1. Do UK boards have a long-term focus – if not, why not? 
 
In general, we believe that UK boards of directors do a good job in aligning the behaviour of 
management with appropriate business timescales. Whether this is a longer or shorter-term 
timescale depends on the nature of the business and the specific circumstances of the company.  
The key point is that management are held properly accountable for the implementation of the 
business strategy. 
 
However, we also recognise that many market and regulatory mechanisms (for example quarterly 
analysts’ presentations and quarterly reporting) can promote a short-term management orientation. 
However, in general, boards are able to manage these tensions. 
 
 
2. Does the legal framework sufficiently allow the boards of listed companies to access full 
and up-to-date information on the beneficial ownership of company shares? 
 
There are two mechanisms by which companies can identify shareholders on the corporate register. 
Public companies have the right under section 793 of the Companies Act 2006 to demand the 
identity of their beneficial owners and to place restrictions on the shares in question if the owners do 
not respond. In addition, the FSA Disclosure and Transparency Rules (DTRs) require a notification by 
investors to the issuer when an investor has acquired an interest in more than 3% of the issued share 
capital. 
 
However, there are problems with the practical implementation of these procedures. Our members 
inform us that it is relatively easy for shareholders who wish to remain anonymous on a corporate 
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register to do so (particularly if they are based outside the UK). This is an area where we believe it 
would be beneficial to make minor regulatory changes to ensure speedy and effective shareholder 
identification. However, such changes should ideally occur as part of a wider European review of 
cross-border shareholder identification. 
 
The DTR rule changes made in June 2009 requiring disclosure of positions in contracts for difference 
and other derivative products were useful in giving companies a clearer picture of the identity of 
those with significant economic control over shares. 
 
 
Shareholders and their role in equity markets 
 
3. What are the implications of the changing nature of UK share ownership for corporate 
governance and equity markets? 
 
The implications of the changing nature of UK share ownership for corporate governance cannot be 
underestimated.  
 
Modern listed companies no longer operate in a world where an identifiable and homogenous group 
of domestic institutional investors are representative of company owners. Foreign shareholders now 
own more than 40% of UK listed companies. In contrast, the share of UK pension funds and 
insurance companies has declined to less than 25%.  
 
Substantial investment by sovereign wealth funds (both before and during the financial crisis) 
represents an interesting new phase in the development of UK corporate ownership. Worryingly, 
many of these funds disclose little about their objectives and operations. However, more positively, 
they represent a potential new source of patient capital that could provide UK companies with 
committed and long-term shareholders in the future. 
  
The trading activities of hedge funds are sometimes a source of legitimate concern for directors. 
Directors often feel aggrieved by the short selling of their company’s shares. In our view, institutional 
investors should be subject to a disclosure regime with respect to stock lending activity (which 
underpins the short-selling of hedge funds). This would include the following components of best 
practice2: 
 
 Institutional shareholders should have a clear and disclosed policy with respect to the lending of 


shareholdings; 
 Lending policy should be mandated by the ultimate beneficial owners of the shares; 
 Where lending activity may alter the risk characteristics of a portfolio, the investor’s investment 


policy should state the extent to which this is permitted; 
 The returns from lending should be disclosed separately from other investment returns when 


reporting to clients or beneficiaries; 
 
As a general principle, it should be regarded as bad practice to borrow shares for the purpose of 
shareholder voting.  
 
 
4. What are the most effective forms of engagement? 
 
There are many forms of engagement, e.g. private discussions, shareholder voting, public debates, 
etc. The most appropriate form of engagement in a particular situation is a matter for the board and 
its shareholders. However, we believe more use could be made of web and electronic media to 
facilitate more engagement with a broader group of investors.  


 
2 These principles are based on the International Corporate Governance Network’s Securities Lending Code of Best Practice (2007). 
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5. Is there sufficient dialogue within investment firms between managers with different 
functions (i.e. corporate governance and investment teams)? 
 
We are concerned about the apparent lack of interaction between investment and governance teams. 
Our fear is that investor governance teams are just a form of public relations activity, rather than 
being part of the core business activity of a fund manager. Given the nature of the business model of 
many investors – based on equity trading rather than active engagement – this remains a challenge 
for the fund management community. 
 
 
6. How important is voting as a form of engagement? What are the benefits and costs of 
institutional shareholders and fund managers disclosing publicly how they have voted? 
 
Voting is an important engagement mechanism. However, it should not be over-emphasized. Many 
shareholders seem to think that the mere act of voting their shares – either directly or via a proxy 
advisory firm - discharges their entire ownership obligations.  
 
Ideally, shareholders should engage with their companies throughout the year in a variety of different 
ways. Voting represents a bare minimum in terms of shareholder engagement. 
 
Fund managers should be required to disclose their voting decisions. There is a lack of accountability 
in this area. This is in need of reform, both in the UK and across Europe. 
 
 
7. Is short-termism in equity markets a problem and, if so, how should it be addressed? 
 
See general remarks above.  
 
 
8. What action, if any, should be taken to encourage a long-term focus in UK equity 
investment decisions? What are the benefits and costs of possible actions to encourage 
longer holding periods? 
 
See general remarks above. A number of commentators have suggested that investors should be 
given economic incentives to pursue a long-term investment approach, e.g. loyalty dividends or 
preferable tax treatment. We do not believe that the equity market should be distorted in this way. 
Long-term investors – such as passive index funds – may devote minimal resources to company 
engagement. In contrast, short-term investors can, in certain cases, exert a beneficial effect on a 
company’s governance through an active and constructive process of company dialogue. It would be 
inappropriate for the latter group to be disenfranchised (or otherwise disadvantaged) as 
shareholders. 
 
 
9. Are there agency problems in the investment chain and, if so, how should they be 
addressed? 
 
The modern fund management industry has constructed a long and complex investment chain 
between money managers and ultimate beneficial owners (e.g. involving proxy voting agencies, 
investment consultants, custodians, and other forms of intermediary). This distorts lines of 
accountability between fund managers and beneficial owners. 
 
However, it cannot necessarily be assumed that actual or potential beneficial owners of shares (e.g. 
trustees, policy holders, retail investors) demand a long-term stewardship orientation from their 
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investment suppliers. It could in fact be seen as exerting a negative impact on investment returns 
(e.g. through higher administration costs or by inhibiting the flexibility of the investment process).  
 
 
10. What would be the benefits and costs of more transparency in the role of fund managers, 
their mandates and their pay? 
 
Transparency in the role of fund managers and their remuneration would be beneficial for market 
participants, especially for the ultimate beneficiaries in the investment chain.  
 
 
Directors’ Remuneration 
 
As a general observation, we think that it is important to distinguish between the concept of 
directors’ remuneration and that of senior executives (including the CEO). They are not the 
same thing. In most cases, the remuneration debate centres on the pay of executives not directors. 
The clarity of the debate would be improved if this distinction were made in future policy 
deliberations. 
 
 
11. What are the main reasons for the increase in directors’ remuneration? Are these 
appropriate? 
 
The additional disclosure brought about by the Directors’ Remuneration Report Regulations, 
introduced in 2002, and the increasing use of remuneration consultancies pushing for top quartile 
performance, may have been factors ratcheting up executive pay in recent years.  
 
Boards have historically operated on the assumption that superior shareholder value can be 
achieved if the interests of management are aligned with those of shareholders. However, while 
equity compensation may be appropriate as an incentive, other types of incentives may also be 
relevant in aligning management’s interests with the interests of the company (including its optimal 
time horizon). Ultimately this is something that can only be determined, on a case by case basis, by 
individual remuneration committees. 
 
 
12. What would be the effect of widening the membership of the remuneration committee on 
directors’ remuneration? 
 
We do not believe that this would be desirable. Independent non-executive directors are best placed 
to properly evaluate executive remuneration policy. We do however believe that the activities of 
remuneration consultants need to be more closely monitored by the board, and that companies 
should give greater disclosure on the activities of remuneration consultants including their fees and 
any other work that they are engaged to undertake for the company. 
 
 
13. Are shareholders effective in holding companies to account over pay? Are there further 
areas of pay, e.g. golden parachutes, it would be beneficial to subject to shareholder 
approval? 
 
We believe that shareholders have more than sufficient powers to hold companies to account in 
respect of executive remuneration.  
 
However, ultimately the remuneration committee, composed of independent non-executive directors, 
is the best forum in which to make an informed judgement about executive pay. 
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We do not think that a shareholder vote on golden parachutes is necessary. 
 
 
14. What would be the impact of greater transparency of directors’ pay in respect of: 
 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors pay and employees pay? 
 
We would like to see greater transparency in the linkage between executive pay and meeting 
corporate objectives. However, it should also be recognised that this may not be possible in certain 
instances, due to the possible need for confidentiality in respect of aspects of corporate strategy. An 
independent board (and remuneration committee) is the most viable means of monitoring the 
robustness of the link between executive pay and performance. 
 
We do not feel that publication of the relationship between executive pay and employees pay is 
helpful from a corporate governance perspective. We see this proposal as motivated more by political 
considerations rather than any potential impact on corporate effectiveness. 
 
 
Takeovers 
 
15. Do boards understand the long-term implications of takeovers, and communicate the long-
term implications of bids effectively? 
 
In general, we believe that boards do understand the long-term implications of bids. However, 
shareholders also have an obligation to fully engage on any bid and engage with the company if 
there are areas of concern. 
 
 
16. Should the shareholders of an acquiring company in all cases be invited to vote on 
takeover bids, and what would be the benefits and costs of this? 
 
We believe that the shareholders of the acquiring company should play a significant role in the 
takeover decision-making process. 
 
From a corporate governance perspective, it is puzzling that decision-making in respect of a takeover 
has historically focused on the shareholders of the target company. The acquiring company’s 
shareholders are actually more exposed to the longer-term consequences of the takeover than those 
of the target company (who may not remain as shareholders in the combined entity).  
 
Significant takeovers are distinct from many other types of corporate activity in their capacity to 
transform the prospects of the acquiring company in a relatively short period of time. The stakes are 
particularly high for offeror shareholders - a significant amount of academic research suggests that 
many takeovers have negative implications in terms of value creation for the shareholders of 
acquiring companies3. 
 
At such a crucial moment, it is important to ensure that the interests of management and 
shareholders are properly aligned, i.e. that shareholders fully buy into the logic of the takeover. In our 
view, this is best achieved by making all significant takeover transactions conditional on securing the 


 
3   The following articles provide a review of the available academic evidence:  Andy Cosh and Alan Hughes. June 2008. Takeovers 
after Takeovers. Centre for Business Research, University of Cambridge; Marina Martynovaa, and Luc Renneboog. October 2008. A 
century of corporate takeovers: What have we learned and where do we stand? Journal of Banking and Finance; Christian Tuch and 
Noel O’Sullivan. 2007. The impact of acquisitions on firm performance: A review of the evidence. International Journal of 
Management Reviews. 
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approval of shareholders. This condition would apply equally to acquiring companies from both the 
UK and overseas. 
 
As well as ensuring an alignment with shareholder interests, such a “say on takeovers” would also 
provide wider society with greater assurance that the potential risks and negative externalities of a 
hostile takeover are justified by the benefits in terms of longer-term value creation. As a result, the 
legitimacy of takeover activity in the eyes of employees and other stakeholders would be increased. 
 
It has been argued that it is not feasible to demand shareholder approval from the shareholders of a 
non-UK company. Such companies lie outside of the UK’s jurisdiction. This may affect the ability of 
the UK to make demands concerning their internal governance or decision-making mechanisms. 
 
We are not convinced by these arguments. It is legitimate for the UK to be able to define the “rules of 
the game” that apply in respect of a takeover of a UK company. Compared to most other major 
economies (including the United States), the UK has a remarkably open and unrestrictive takeover 
regime. In relation to the obstacles that can placed in the way of takeover bids in other jurisdictions, 
e.g. poison pills and various forms of government interference, the requirement of shareholder 
approval would represent a modest constraint on the freedom of action of the acquiring firm. 
 
It has also been argued that the requirement of a shareholder vote would be a mere formality for a 
company controlled by a blockholder (i.e. a shareholder with a large controlling stake). This would in 
some way reduce its value. Blockholder controlled companies are common outside of the Anglo-
American corporate sectors, and amongst unlisted companies. In contrast, UK and American listed 
companies tend to have a diffuse ownership structure. 
 
However, this criticism misses the point of what shareholder approval is trying to achieve. A 
shareholder vote is aimed at ensuring that there is an alignment between the interests of 
shareholders and management. In other words, it indicates that the suppliers of risk capital are 
satisfied that the proposed takeover represents a productive use of their resources. Although it may 
be easier for blockholder controlled companies to gain shareholder approval, this does not change 
the meaning of such an assurance. 
 
At the current time, UK companies with a premium listing on the London Stock Exchange are subject 
to the significant transactions rules of Chapter 10 of the FSA’s listing rules. These may require 
shareholder approval of proposed takeover transactions that exceed a specified relative size 
threshold4. However, the rules do not apply to acquiring companies without a premium listing, e.g. 
non-UK listed companies or UK companies without a premium listing. 
 
In our view, all bids for large UK listed companies (e.g. those within the FTSE 350 or with a premium 
listing on the LSE) should be conditional on the approval of the acquiring company’s shareholders. 
Such large listed companies are in some sense, public interest entities; i.e. they have systemic 
importance for the UK economy, regardless of their size relative to the acquiring company. 
Consequently, hostile bids for such entities should always be subject to the scrutiny of shareholders. 
 
For smaller UK listed companies (e,g, those outside of the FTSE 350, or with a standard listing on the 
LSE, or a listing on AIM or PLUS), there is a stronger case for arguing that the need for a shareholder 
vote should depend on the relative significance of the transaction for the acquiring company. In such 
circumstances, the FSA significant transactions criteria (or something similar) could be used in order 
to determine the threshold for a shareholder vote. 
 
 
Other 


 
4 This occurs when the takeover qualifies as a “class 1 transaction”. This would typically occur if the target company represented 
more than 25% of the acquiring company in terms of metrics such as gross assets, profits, market value, or gross capital. 







 
17. Do you have any further comments on issues related to this consultation? 
 
No. 
 
 
Thank you once again for inviting the Institute of Directors to participate in this consultation. We hope 
you find our comments useful. 
 
 
Yours sincerely, 
 


 
Dr. Roger Barker 
Head of Corporate Governance 
Institute of Directors, 116 Pall Mall, London SW1Y 5ED 
Website: www.iod.com/policy 
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Dear Sirs 


 


AFME welcomes the opportunity to respond to your call for evidence 


regarding a Long-Term Focus for Corporate Britain. We thank Mr Gray for 


granting an extension for filing our response. 


The Association for Financial Markets in Europe ( AFME ) promotes fair, 


orderly, and efficient European wholesale capital markets and provides 


leadership in advancing the interests of all market participants. AFME 


represents a broad array of European and global participants in the 


wholesale financial markets. Its members comprise pan-EU and global banks 


as well as key regional banks, brokers, law firms, investors and other 


financial market participants. AFME participates in a global alliance with the 


Securities Industry and Financial Markets Association (SIFMA) in the US, and 


the Asia Securities Industry and Financial Markets Association through the 


GFMA (Global Financial Markets Association).  


AFME is listed on the EU Register of Interest Representatives, registration 


number 65110063986-76. 


For more information please visit the AFME website, www.AFME.eu. 


Our response is focused on Questions 15 and 16 concerning UK takeover 


bids. 


15.   Do boards understand the long-term implications of takeovers, 


and communicate the long-term implications of bids effectively? 


In our members’ experience, the boards of both offeror and offeree 


companies do understand and effectively communicate the long term 


implications of a bid and already have to satisfy existing regulatory 


obligations to ensure this occurs:  


- The UK’s City Code on Takeovers and Mergers (the Code) requires 


that offeror companies state the long-term commercial justification 


for a proposed offer in the offer document sent to all target 


shareholders (Rule 24.1(d).  The offeror’s document must be available 


on its website not only to any shareholder of the target but also to its 


own shareholders and any member of the public during the takeover 


period. 
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- The offeree board is required to give its views on the proposed offer in 


its circular sent to its shareholders within three weeks of the posting 


of the offer document from the offeror referred to above. The target 


board must state the reasons for forming its opinion on the proposed 


offer (Rule 25.1). This circular must be available on its website.   


Under the UKLA’s Listing Rules, the approval of a UK listed offeror’s 


shareholders will also be required should the Class 1 requirements be 


breached.  A detailed circular to the shareholders of the offeror has to be sent 


out.  


The shareholders of the offeree can form their own view of the difference 


between (i) the possible financial effect of the offeree company not being 


acquired and (ii) what  potential investment returns may be generated with 


the proceeds of any acquisition. They can choose to do this with or without 


the assistance of a professional personal financial adviser.  The offeree board, 


assisted by their financial adviser, will form their opinion on the bid price 


and will state their view in the target’s circular to its shareholders.  


The quantity and depth of disclosure required during a UK takeover process 


is to be expanded. The Code Committee of the Takeover Panel has issued its 


Panel Statement 2011 wherein it confirms that its intention is to amend the 


Takeover Code to:      


1.  require the disclosure of the same financial information 


regarding an offeror and the financing of an offer irrespective of 


the nature of the offer (cash or securities);  


2.  improve the quality of disclosure by offerors and offeree 


companies in relation to the offeror’s intentions regarding the 


offeree company and its employees; and  


3.  Providing greater recognition of the interests of offeree company 


employees 


4.  the Code Committee proposes that the Code should be amended 


to require further disclosures to be made in offer documentation 


in relation to:  


(i) the financial position of the offeror and its group and the 


financing of its offer; and  


(ii) the offeror’s future intentions as regards the offeree 


company and its employees.  


The Code Committee believes that this information will be of interest 


to the offeror company’s shareholders as well as other interested 


parties, notably the offeree company board, shareholders and 


employees 


16.  Should the shareholders of an acquiring company in all cases be 


invited to vote on takeover bids, and what would be the benefits 


and costs of this? 


In our view there is no need to require UK offeror shareholders to vote on 


every proposed acquisition including those which would fall below the 


current listing rules’ trigger value. Shareholders have followed the 


recommendation of the offeror board in a vast majority of cases where votes 







 


have been required under the UK listing rules. I


of the actions of directors, they have existing routes to seek


directors. 


This issue was also raised in a recent Takeover Panel consultation. 


to the Code Committee, the principal arguments raised by respondents 


against amending the Code to protect offeror shareholders generally were 


that this could be regarded as: 


(i) unnecessary given the protections afforded to offeror 


company share


the offeror directors and the rules of other regulatory authorities 


(most obviously those of the UK Listing Authority); 


(ii) involving an inappropriate (and possibly unlawful) 


extraterritorial application of


incorporated in other jurisdictions; 


(iii) creating an ‘uneven playing field’ between competing 


offerors unless applied equally to all offerors (some of which 


may not even have shareholders); 


(iv) raising issues of propo


were to be applied only to offers involving offeree companies of 


a particular size (relative or absolute); and 


(v) in the case of a requirement for an offeror company 


shareholder vote, reducing the certainty of delivery


since it would give offerors in all cases (and not only in cases 


where a shareholder vote is required for other regulatory 


reasons) a means of lapsing an offer without having to satisfy the 


materiality test that applies under Rule 13.4(a) to t


of offer conditions. We agree with these views.


We would expect that the 


documentation to send out to the shareholders of the offeror and then 


holding a shareholders’ ballot would be 


by any perceived ‘benefit’. 


Thank you very much for your consideration of this response. We would be 


very willing to meet with your team to discuss it, if that would be helpful.


Very truly yours 


 


 


William J. Ferrari 


Managing Director  
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of the actions of directors, they have existing routes to seek to remove 


This issue was also raised in a recent Takeover Panel consultation. 


to the Code Committee, the principal arguments raised by respondents 


against amending the Code to protect offeror shareholders generally were 


that this could be regarded as:  


(i) unnecessary given the protections afforded to offeror 


company shareholders by company law, the fiduciary duties of 


the offeror directors and the rules of other regulatory authorities 


(most obviously those of the UK Listing Authority);  


(ii) involving an inappropriate (and possibly unlawful) 


extraterritorial application of the Code in the case of offerors 


incorporated in other jurisdictions;  


(iii) creating an ‘uneven playing field’ between competing 


offerors unless applied equally to all offerors (some of which 


may not even have shareholders);  


(iv) raising issues of proportionality unless those protections 


were to be applied only to offers involving offeree companies of 


a particular size (relative or absolute); and  


(v) in the case of a requirement for an offeror company 


shareholder vote, reducing the certainty of delivery


since it would give offerors in all cases (and not only in cases 


where a shareholder vote is required for other regulatory 


reasons) a means of lapsing an offer without having to satisfy the 


materiality test that applies under Rule 13.4(a) to the invocation 


of offer conditions. We agree with these views. 


that the time and costs involved in preparing the required 


documentation to send out to the shareholders of the offeror and then 


holding a shareholders’ ballot would be material and would not be justified 


by any perceived ‘benefit’.  


Thank you very much for your consideration of this response. We would be 


very willing to meet with your team to discuss it, if that would be helpful.
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A LONG-TERM FOCUS FOR CORPORATE BRITAIN 
Call for Evidence Response Form 
 
A copy of the consultation available at: http://www.bis.gov.uk/consultations. 
 
Responses to the Consultation should be received by 14 January 2011. 
 
Completed copies of the response form should be returned: 
 
Via email to: clgconsultations@bis.gsi.gov.uk 
 
Via post to:  
 
Adam Gray 
Long-term Focus Consultation 
Corporate Law and Governance 
Department for Business, Innovation and Skills  
1 Victoria Street 
London 
SW1H 0ET 
 
 
Name: Robert Palmer 
 
Organisation (if applicable): Global Witness 
 
Address: Buchanan House, 30 Holborn, London EC1V 8DD 
 
 
 
 
Please tick the box from the following list of options that best describes 
you: 
 
 Quoted company 


 Other company  
 Investor or investment manager 
 Business representative organisation 
 Investor representative organisation  
X Non governmental organisation (NGO) 
 Trade Union 
 Lawyer or accountant 







 Other (e.g. consultant or private individual) 
 
 
The Board of Directors  
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
1. Global Witness is a non-governmental organisation based in London that 


works to expose the corrupt exploitation of natural resources, to drive 
campaigns that end impunity, resource-linked conflict, and human rights 
abuses. We were co-nominated for a Nobel Peace Prize in 2003 for our work 
on conflict diamonds. Our reports can be found at www.globalwitness.org. 


 
2. In March 2009 Global Witness published Undue Diligence: How banks do 


business with corrupt regimes.1 The report argues that there are still problems 
with the global anti-money laundering (AML) framework. It reveals a number 
of alarming examples of major banks doing business with corrupt regimes in 
natural resource-rich countries and key weaknesses in how banks’ identify – 
or fail to identify – the beneficial owner of their customers. The banks 
discussed included Barclays, Deutsche Bank and HSBC. Global Witness 
understands that a number of financial institutions worldwide are now using 
the report as training material for their compliance officers. The report 
demonstrated how corrupt politicians can use shell companies to hide their 
identities and therefore their assets.   


 
3. This report was followed by Risky Business: Kazakhstan, Kazakhmys Plc and 


the London Stock Exchange, published in July 2010, which raised concerns 
about lack of information about the ownership and control structure of the 
FTSE 100-listed mining company Kazakhmys. Global Witness is concerned 
that Kazakhmys’ listing prospectus omitted crucial information about the 
influence of the President of Kazakhstan over the company.2 This issue has 
already received substantial media coverage.3  


 
• Kazakhmys plc listed in September 2005. The company only 


revealed that its senior managers owned 98.8% of its shares 
when it issued its listing prospectus, weeks before the IPO itself. 
This had not been public knowledge before. There was also 


                                            
1 The full report can be found here: http://www.globalwitness.org/library/undue-diligence-how-
banks-do-business-corrupt-regimes  
2 The full report can be found here: 
http://www.globalwitness.org/sites/default/files/gw_riskybusiness.pdf  
3 For example: Ruth Sutherland, ‘Solving Kazakh mysteries’, Daily Mail, 6 October 2010; Richard 
Orange and Rowena Mason, ‘FTSE miners face Kazakh power grab’, The Telegraph, 6 October 
2010; and Alistair Dawber, ‘Kazakhmys accused over Astana government links’, The 
Independent, 14 July 2010 







very little information in the listing prospectus about how these 
men acquired these shares. 


 
• Information in the prospectus about Kazakhmys’ beneficial 


owners in the years leading up to the IPO was not 
comprehensive and the situation left opaque. At least 10% of 
the company was owned at the end of 2003 by offshore 
companies with no information as to their beneficial ownership. 
There were also discrepancies, including three varying accounts 
of the shareholder structure of Kazakhmys at the end of 2002. 


 
• After the company listed, the ownership of Kazakhmys plc 


seemed more transparent: in company literature, Kazakhmys 
plc states that its Chairman Vladimir Kim owns shares in the 
company through various offshore structures. Yet Kim’s 
ownership of these offshore entities (featuring several layers of 
companies in Malta, Netherlands and Liechtenstein) cannot be 
verified by publicly available corporate documents. Investors 
therefore have to take it on trust that Vladimir Kim is indeed the 
owner of these Kazakhmys plc shares. 


 
• Global Witness has seen other examples of listed companies 


which obscure the ownership of sizeable parts of the main 
company through two or three shareholders whose owners are 
not disclosed because each possesses less than 5% of the 
listed company. 


 
4. In October 2010 Global Witness published International Thief Thief: How 


British banks are complicit in Nigerian corruption, which exposed how high 
street banks, including Barclays, RBS and HSBC had accepted millions of 
pounds of suspect deposits from two corrupt Nigerian politicians.4 


 
5. Global Witness is concerned that at present it is difficult for interested parties 


to gain access to accurate and up-to-date beneficial ownership information. 
This applies to boards of listed companies who wish to understand their 
shareholders, but it is also applicable to others. In particular, law enforcement 
can find it difficult to understand the control and ownership structure of a 
corporate vehicle that they suspect of illicit activity, including money 
laundering.  


 
6. The economic advantage that comes with limited liability is now being abused 


to hide identity for the purposes of tax evasion, bribery and embezzlement, 
organised crime, insider trading, fraud. Corporate vehicles are one of the 


                                            
4 The full report can be found here: http://www.globalwitness.org/library/british-banks-complicit-
nigerian-corruption-court-documents-reveal  







most used methods by money launders to hide their identity and therefore 
their assets.  


 
7. As early as 2001 the OECD recognised the extent to which corporate vehicles 


and trusts can be misused, stating that “almost every economic crime 
involves the misuse of corporate entities”.5  In many jurisdictions, including 
the UK, corporate vehicles are quick and easy to set up. Often companies do 
not have to list who is the beneficial owner, and shares can be held in trust. 
This can make it very difficult for financial institutions, regulators and law 
enforcement to trace the ownership of corporate vehicles. 


 
8. The global anti-money laundering standard setter, The Financial Action Task 


Force (FATF), raised concerns about the abuse of corporate vehicles in a 
2006 report on the misuse of corporate vehicle, however, as an APG/FATF 
report on corruption from 2007 notes, nothing was done about this issue after 
the report was presented to the FATF plenary in February 2007. “As long as 
no action is taken, this crucial vulnerability will persist.”6  


 
9. The Other Side of the Coin, a parliamentary report into the UK’s role in 


facilitating corruption and money laundering, argued that the lack of 
information legally required to register a company in the UK hampers law 
enforcement investigations into the role played by UK registered companies, 
service providers and individuals in criminal activity.7  


 
10. BIS, and the UK government, should examine how the lack of transparency 


over the beneficial ownership of British companies undermines effective 
communication between the board and shareholders. The government should 
also revisit how corporate ownership secrecy facilitates corruption, money 
laundering and other forms of criminality.  


 
11. Global Witness recommends that the UK should have a national system of 


registration which records the required ownership and control details for all 
companies and other legal persons and arrangements registered here. 
Changes in ownership and control information would need to be kept up to 
date. Ideally this would be in a publicly available format. The UK should also 
push for this to be an international standard.  


                                            
5 OECD, Behind the Corporate Veil: Using Corporate Entities for Illicit Purposes, 2001, p.3 
6 FATF, The Misuse of Corporate Vehicles, including Trust and Company Service Providers, 13 
October 2006; Chaikin and Sharman, APG/FATF Anti-corruption/AML/CFT research paper, p. 30 
7 Africa All Party Parliamentary Group, The Other Side of the Coin: The UK and Corruption in 
Africa, March 2006, pp. 50-51 
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Responses to the Consultation should be received by 14 January 2011. 
 
Completed copies of the response form should be returned: 
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Adam Gray 
Long-term Focus Consultation 
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Name: Charles Amos, Chief Executive, ICI Pension Fund Secretariat 
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Please tick the box from the following list of options that best describes 
you: 
 
 Quoted company 
 Other company  
 Investor or investment manager 
 Business representative organisation 
 Investor representative organisation  
 Non governmental organisation (NGO) 
 Trade Union 
 Lawyer or accountant 
   X Other (e.g. consultant or private individual) – see overleaf 
Introduction -- who we are 



http://www.bis.gov.uk/consultations

mailto:clgconsultations@bis.gsi.gov.uk





 
This consultation response is submitted on behalf of the ICI Pension Fund, one 
of the oldest and largest defined benefit pension schemes in the UK with nearly 
65,000 members and assets around £7.5 billion.   
 
The Fund is unusual amongst UK pension schemes in a number of respects: 
 
 Active members still employed by sponsoring companies represent barely 1% 


of the membership, the majority being pensioners (52,000; 81%) or deferred 
members (12,000; 18%) 
 


 The Fund was an early mover in prioritising investment risk and covenant 
management, reducing equity risk to 20% of the Fund by 2001, successfully 
negotiating a £250million contingent asset in 2003 and a parent company 
guarantee in 2007 when ICI was taken over by AkzoNobel NV, a Netherlands 
chemical company 
 


 The sponsoring employer ceded the right to appoint trustee directors to Law 
Debenture, the independent trustee of the Fund, in 1991 and the Fund has 
had its own independent executive Secretariat since 2008  
 


We believe these features make the Trustee of the Fund particularly well placed 
to comment on government proposals from the perspective of ordinary pension 
fund members generally, since its ownership and governance structure creates 
an unusual degree of practical freedom to represent their interests even where 
these may diverge from those of the employer. 
 
 







The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
It is impossible to generalise on this question.  In any one year, there will 
always be high-profile examples of short-termist conduct, which will tend to 
grab more headlines than examples of long-termist conduct in the same 
period. However, it is in general difficult to demonstrate objectively whether 
short-termism is more prevalent nowadays, or merely more prominent in our 
own short-term memory. 
 
We do think, however, that it is nevertheless possible to identify particular 
factors which are likely to make it more difficult for Boards to maintain a long-
term, such as: 
 


 The priority which the UK has historically placed on openness to 
takeover – which, whilst emphasising accountability to shareholders, 
exposes UK company directors more directly to the differing time 
horizons of different classes of investors 
 


 The rising power of international hedge funds, whose business model 
generally thrives on volatility and on events not priced in by the market, 
rather than on stable, predictable growth 
 


 The substantial rise in the level of remuneration to senior specialists in 
some sectors of the financial services sector, which enables the 
greatest risk-takers to accumulate what others might regard as a 
lifetime’s income within a small number of years  
 


 Extensive use of management share options as a remuneration tool, 
which tends to align management interests with those of option-holders 
rather than those of shareholders or long-term creditors 
 


 Unequal tax treatment between equity finance versus debt-finance, 
which encourages excess leverage in general and particularly 
encourages takeover activity using tax-relieved debt-finance to transfer 
taxable UK profits to low-tax foreign jurisdictions 
 


 Lack of an explicit duty (such as exists in German corporate law) for 
company directors to consider the interests of long-term creditors, 
including pension schemes which they have sponsored. 
(Most UK pension scheme members nowadays are no longer 
employees of the sponsoring company). 
 







 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
 
We have no view on the general legal framework. 
 
However, you will see that we argue in question 3 below that the openness of 
the UK to foreign takeovers creates new dangers in an economic era where 
most surplus wealth now resides in emerging markets, in which ownership 
and effective control often lack Western standards of transparency. 
 
 
 
Shareholders and their role in equity markets 
 
Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
 
We believe this is an issue of enormous importance to government policy 
across many departments and one whose significance has, to date, been 
under-estimated. 
 
We note that Office of National Statistics (ONS) has reported that, as at end-
2008, over 40% of UK listed equities were held by foreign investors.  
However, we believe the underlying foreign economic interest in listed UK 
equities is already well above this figure, since foreign investors have 
additional indirect economic exposure as shareholders of share-owning 
financial institutions (banks, insurance companies etc.) and as shareholders in 
companies which have underwritten defined benefit pension schemes that 
invest significantly in UK listed equities.   
 
These ONS figures also do not include foreign subsidiaries, nor nominally-UK-
based companies in private equity ownership, where most of the operating 
profit may effectively be transferred via associated-company borrowings to 
low-tax foreign jurisdictions.  We urge government to consider substantially 
extending the work of ONS in this area, in order to illuminate further the wider 
implications (including on corporate tax revenues and security of pension 
promises) of foreign ownership - in the widest sense - of UK industry. 
 
 
 







We note that the proportion of UK listed shares held by one particular 
category of long-term investor -- namely pension funds -- has declined from 
over 30% to less than 13% over the last 20 years.  We agree with the 
outgoing Chairman of the Pensions Regulator that defined benefit pension 
schemes needs nowadays to be considered as a legacy "endgame" for 
corporate UK and so we do not regard it as an achievable policy objective to 
seek to reverse this trend -- particularly given the continuing emphasis among 
pension fund investment advisors in favour of wider diversification, both 
geographically and by asset-type.  A more achievable objective is to improve 
levels of contributions into defined contribution pension arrangements for the 
next generation of pension savers and to make it easier for employers to 
engage in employee financial education and/or to combine with others to offer 
larger, more cost effective defined contribution pension arrangements. 
 
On the other hand, we believe that – if the UK remains as open as in the past 
to foreign takeovers - then UK should prepare for a substantial increase in 
takeovers from emerging markets.  There are many reasons why UK 
companies may in future present attractive targets to emerging market owners 
of surplus capital, which may not necessarily align with the UK's own 
economic interests, such as: 
 


 To acquire UK companies with strong growth positions in emerging 
markets at a developed-market price 
 


 To protect UK outlets for emerging market products as their local costs 
rise in sterling terms 
 


 To capture UK brand names prior to moving manufacturing capacity 
and/or royalty income from the UK to low-cost/low-tax countries 
 


 To reduce holdings of UK government debt (or other £sterling 
monetary assets) ahead of anticipated currency realignments  
 


 To exploit the weakness of the UK pensions regulatory regime in 
enforcing debts outside the EU, in order to force reductions in pensions 
that EU-controlled employers would otherwise have had to fund 
 


 
We believe that, in the past, UK government policy on takeovers has been 
excessively influenced by the financial services sector, so as to prioritise 
openness over all other considerations -- this despite a welter of international 
studies demonstrating that the typical corporate takeover destroys value even 
for those whom it is intended mainly to benefit (i.e. acquirer shareholders). 
 
 
 
 







We believe that, in future, UK government should be prepared to set a 
framework for takeovers and other corporate reorganisations which takes a 
holistic view of all the economic issues, including: 
 


 Protection of UK technology base and UK brands of global value 
 


 Protection of UK corporate tax revenues 
 


 Protection of long-term creditors (including pension schemes which 
help to reduce future government expenditure on the elderly) 
 
 


 
 
Question 4: What are the most effective forms of engagement? 
 
Comments 
 
In the vast majority of instances, shareholders do not have the expertise 
themselves to run companies.  Given the emphasis in modern investment 
theory on diversification, it is also increasingly unlikely that any individual 
investor will have sufficient voting power to command management attention 
on their own.   
 
So in practice, investors have to work through investment managers or others 
sufficiently large to command management attention and who are able and 
willing to allocate sufficient resources to their in-house corporate governance 
team.  For example, we have adopted this as a specific selection criterion in 
the choice of our UK passively-managed equity manager. 
 
Based on our discussions with leading investment managers, we believe that 
-- whilst the threat of voting against management is at times a necessary 
weapon to hold in reserve -- engagement is usually most effective when it is 
conducted informally, in a confidential setting where neither side risks losing 
face by considering the other’s point of view. 
 
 
 
 
 
 
 
 
 
  







Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
Comments 
 
This is not our area of expertise, but our perception is that investment firms 
are generally better nowadays than in the past in coordinating between their 
different functions -- not least because technological advances encourage 
more systematic capturing and sharing of analysis. 
 
We are not aware of any evidence that the level of dialogue within investment 
firms is the limiting factor in improving corporate governance. 
 
   
Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
Comments 
 
As explained in question 4 above, we do not generally see voting as the most 
effective form of engagement, but we do see value in systematically 
exercising voting rights in order to remind management as to whose interests 
they have been appointed to serve.  We have no strong view on public 
disclosure of votes, so long as there is a sensible de minimis threshold to 
avoid disproportionate cost for holdings too small to affect the outcome. 
 
 
 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
 
See our answer to questions 1 and 3 above. 
 
 
 
 
 
 
 
 
 







Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
 
For the reasons set out in question 3 above, we believe that, in future, UK 
government should be prepared to set a framework for takeovers and 
corporate reorganisations which takes a holistic view of all the economic 
issues, including: 
 


 Protection of UK technology base and UK brands of global value 
 


 Protection of UK corporate tax revenues 
 


 Protection of long-term creditors (including pension schemes which 
help reduce future government expenditure on the elderly) 
 


In addition, we believe it is important to recognize that, in areas such as 
Financial Services, shareholders have neither the expertise nor (for valid 
competitive reasons) the detailed information necessary to understand all the 
risks run by any particular financial institution.  Consequently, a strong general 
regime for UK corporate governance is no substitute for a coherent and well-
resourced regulatory regime for the financial sector. 
 
Finally, we support the recommendations of Lord Myners on the importance of 
pension fund investors setting - and sticking to – long-term objectives and 
periods of measurement in their own decisions on selection and de-selection 
of investment managers (see Myners Report 1 and 2, Myners principles).  
We hope that the government will build on the work of the previous 
administration in this area, rather than seeking to "reinvent the wheel." 
 
 
 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
 
We agree with the analysis and recommendations of Lord Myners on this 
subject (see Myners Report 1 and 2, Myners principles). We hope that the 
government will build on the work of the previous administration in this area, 
rather than seeking to "reinvent the wheel." 


 







 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
 
We are generally well satisfied with the level of transparency in agreements 
between investment managers and our pension fund.   
 
However, we believe that it would substantially impair our ability to negotiate 
mandates and fees in the best interests of our members (and of the employer 
who bears the balance of cost in our defined-benefit pension scheme) if we 
were not permitted to preserve the confidentiality of those arrangements. 
 
 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
Comments 
 
This is not our area of expertise, but we refer to our answer to question 1 
above in relation to the practical consequences of particular remuneration 
structures for likely time horizons of senior management. 


 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 
 
This is not our area of expertise. 


 
 







Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
 
Most shareholdings are managed by professional investors who (like pension 
fund trustees) have a duty to manage primarily in the financial interests of 
their clients.  This means that – whatever their own views may be about 
management remuneration – they can only justify intervention where: 
 


 There is a clear economic case for restraining a particular practice 
 


 The benefits of intervention outweigh the likely harm from undermining 
or de-motivating incumbent management 
 


 Engagement is a better option than selling the shares 
 


 They have an economically-influential shareholding 
 
It is therefore difficult in practice for individual shareholders to restrain 
company remuneration practices, except indirectly by supporting investment 
managers or investor-representative bodies who can command significant 
critical mass of votes.   
 
So, although this is not our area of expertise, we think there is general merit in 
widening the range of measures which require a positive shareholder vote 
prior to implementation. 
 
 
 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
This is not our area of expertise, but we think there is general merit in 
widening the range of measures which require a positive shareholder vote 
prior to implementation. 
 
 







 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 
 
 
Comments 
 
We have no reason to criticise the understanding of boards on the 
implications of takeovers. The uncomfortable truth is that most takeovers are 
pitched (eventually ) at a sufficient premium to current market price to make it 
difficult for Directors -- who owe their primary duty to shareholders -- to resist 
purely on grounds of long-term consequences which fall largely on others. 
 
See also our answer to the question 3 above.  If government agrees that 
foreign takeovers and/or highly-leveraged takeovers pose wider risks to the 
UK economy, they will need to consider changing the regime itself in which 
Directors currently have to take that decision, rather than hoping that 
communication or “greater understanding” will somehow change 
economically-motivated behaviour. 
 
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
 
Given the substantial academic evidence that takeover bids often enrich 
acquirer management and advisors at the expense of acquirer shareholders, 
we see a good case for lowering the threshold at which the acquirer 
management needs to seek shareholder approval. 
 
However, even where shareholders dislike the terms of a particular 
acquisition, they may often dislike even more the alternative of voting against 
management once a fully-fledged takeover proposal is tabled, for fear of 
leaving their investment effectively leaderless.   
 
Consequently, legislative change in this area should not be seen as a 
substitute for addressing more fundamental problems such as those 
highlighted in question 3 above. 
 
 
 
 







Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 
 
We believe there has been insufficient coordination in the past between 
pensions protection policy (DWP), corporate tax revenue protection policy 
(Treasury) and industrial policy (BIS).  We hope that this consultation will 
prove to be part of a wider process for developing a more holistic approach. 
 
In particular, we would encourage government to consider the merits of 
applying Section 75 of the Pensions Act (employer debt crystallisation) to any 
takeover affecting companies sponsoring UK defined benefit pension 
schemes -- perhaps in exchange for making Section 75 itself less onerous in 
cases where equivalent protection for pension fund members can be achieved 
without an immediate additional cash payment (e.g. via bank guarantees 
enforceable within the EU.)   
 
We would also encourage government to consider extending the provisions of 
the Takeover Code, so as to require consequences for scheme-specific 
funding of pension funds arising from any deterioration in covenant triggered 
by a proposed takeover to be addressed within the 60-day offer period and to 
give the Pensions Regulator powers (analogous to those of OFT) to delay 
completion of a takeover if its concerns are not addressed within the original 
allotted time.   
 
The existing Takeover Code requirement for a bidder’s advisors to publish a 
“cash confirmation letter” (which assures shareholders that the bidder has 
sufficient cash or financial facilities to complete the offer) should be extended 
to require assurance also to creditors (e.g. trade suppliers, banks, pension 
schemes etc.) that sufficient financial resources will be available post-
acquisition to meet any obligations to them, including any additional financial 
support triggered by the takeover by virtue of a revised Pensions Act Section 
75.  
 
We believe that some of the most problematic recent takeovers affecting UK 
companies could have been deterred or substantially modified if such 
provisions had been in place sooner; and, for the reasons set out in question 
3 above, we see early reform in this area as particularly important in relation 
to the risk of a substantial increase in the future level of emerging-market-
based takeovers of UK companies  
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The Board of Directors  
 
Question 1: Do UK boards have a long-term focus – if not, why not? 
 
Comments 
 
In my experience, yes. However, long-term focus is relevant not only 
when it comes to planning, but also in deciding on a response to a given 
situation. UK boards will not readily adopt long-term plans which 
significantly hit their results in the short/medium term – apart from 
anything else on account of exposing vulnerability to takeover before 
the strategy has borne fruit. 
 
 Faced with a takeover, short-term considerations are to the fore – since 
experience has shown the difficulty of getting across to shareholders a 
long-term case in the face of the sort of premium normally on offer.  
 
Remuneration targets with time horizons also have their impact on 
strategy.  
 
As an aside, I question the statement in the Consultation Paper to the 
effect that the British model of corporate governance puts more 
emphasis than the US model on the importance of shareholders being 
able to hold the directors to account. The risk of a class action in the US 
if something “goes wrong” makes directors of US companies highly 
aware of the possibility of their being held to account.  
 
 
Question 2: Does the legal framework sufficiently allow the boards of listed 
companies to access full and up-to-date information on the beneficial 
ownership of company shares? 
 
Comments 
 
Yes, in my experience – although I haven’t had direct experience of the 
wholesale changes in the membership that a company experiences 
when it “comes into play” in a potential takeover situation. 


 
 
Shareholders and their role in equity markets 
 







Question 3: What are the implications of the changing nature of UK share 
ownership for corporate governance and equity markets? 
 
Comments 
The consultation paper looks, for comparison, to some extent to the US. 
It would also be desirable to look at Far Eastern markets – both because 
there the relationship of shareholders to board works differently, and 
because of the ongoing shift in world economic power. The Hong Kong 
equity markets, for instance, have had high-volume trading for decades 
– with a near total focus by shareholders on short-term returns, and the 
consequent lack of empathy between most shareholders and investee 
company boards that is often now to be seen in London.  
 
Stock market capitalism is much newer in Asia than in London – so the 
way in which listed companies in Asia are able to manage their long-
term strategies is by ensuring that the companies are controlled, 
generally by the founding family. It is worth giving this point emphasis:  
virtually all listed companies (hardly any exceptions) in China, Hong 
Kong and Singapore are takeover-proof in the absence of agreement by 
shareholders whose appointees control the board. Although outside my 
personal experience, I imagine the same also to be true in Japan 
(although there the result is achieved by cross-shareholdings rather 
than through family control).  
 
Although it is not hard to find examples of abuse, this undoubtedly 
facilitates the adoption of long-term strategies by listed companies. By 
definition there is unity of view between the controlling shareholders 
and the board. It also results in a much tighter control of remuneration 
than is to be found in the UK (see questions 11 to 14). I cannot imagine 
that these Asian controlled companies could allow to exist the sort of 
expectation found here as to the allocation of a proportion of profit to an 
executive bonus pool. It would be interesting to analyse the extent to 
which the resulting governance contributes to financial performance – 
over and above the advantages derived from participating in the Asian 
growth story. 
 
In Asia any listed company not protected by control would almost 
certainly be taken over rapidly. In the UK, the combination of the 
institutional investor (eager to take advantage of the occasional 
takeover premium to boost its investment record) and the investor from 
overseas has made almost all listed UK companies vulnerable to 
takeover. This has certainly had three results. First, the importance of 
running the company so as at all times to minimise the risk of an 
attempted takeover. Second, the significant number of major UK 
companies that have been taken over (often by overseas acquirers), 
particularly in the boom years running up to 2007/8. Finally, the focus by 
senior executives on their rights in the event of losing their jobs 







following a takeover. 
 
Two further points: 
 


-  I do think that the nature of portfolio investment means that 
active involvement by institutional investors will be limited – at 
least until something has “gone wrong”. Institutional investors 
are discouraged from taking board positions (apart from anything 
else, their nominees would be liable not to be “independent” 
under the Corporate Governance Code) – and the complexity of 
the issues is always going to reduce institutional investor 
effectiveness, save in relation to issues they really focus on (e.g. 
whether a takeover premium is high enough, or where a problem 
has clearly manifested itself). 
  


- The increase in the proportion of shares that are owned overseas 
has the potential to cause difficulties in certain cases. I well 
remember the dismay with which the French authorities realised, 
some years ago, that the takeover situation that had come to 
affect three of France’s major banks might be capable of being 
decided not in France but by shareholders in London. 


 
Question 4: What are the most effective forms of engagement? 
 
Comments 
Realistically, this differs according to the listed company and the 
particular shareholder. A major listed company (e.g. one of our major 
banks) will have no difficulty in accessing the key people on the 
investment side of any institution. A FTSE 250 company will have great 
difficulty in doing the same, outside of an exceptional situation – and is 
all too liable to be fobbed off with a corporate governance person 
literate only in the language of corporate governance.  
 
A particular area of difficulty arises in relation to tracker funds. Great 
frustration will inevitably be experienced by a listed company asked to 
summon up the enthusiasm to talk to the corporate governance expert 
of a tracker-following institutional investor.  
 
An important area that has gone wrong, however, concerns the formal 
documentation called for by our regulatory authorities. Annual and 
interim accounts have become so technical that their detailed content 
(as opposed to headline numbers) has become meaningless otherwise 
than to a limited number of specialist users, as reference documents or 
as defence documents in a litigious or regulatory scenario. The same is 
true in spades of the documentation called for in equity fund-raising and 
takeover situations. The problem here is not limited to investors – 
understanding accounts, rights issue or takeover documents in their 







present form must be beyond many directors. The human frame is 
simply unable to deal with an annual report that runs to 500 or 600 
pages – and the same must be true when it comes to deriving any real 
conclusions from the sort of statements on risk factors that currently 
appear. 
 
I don’t suppose that it will be practicable to roll back the regulatory 
approach that produces this result. The solution must lie in recognising 
the reference only nature of these documents (and the fact that they 
demonstrate that the headline numbers comply with the accounting 
rules) – and supplementing them with short material capable of being 
understood both by those putting it forward and by investors. 
 
It will be interesting to see whether narrative reporting is effective to 
remedy matters – and the suggestion of a standard opening page to the 
totally indigestible directors’ remuneration report could help here. Of 
course, companies boil down what they really want to say in slide 
presentations to analysts – which function outside of any formal 
regulatory framework and are directly available only to a few. However, 
this hardly seems a properly intellectual answer to the fact that the 
regulated documents are in reality indigestible background material.  
  
Question 5:  Is there sufficient dialogue within investment firms between 
managers with different functions (i.e. corporate governance and 
investment teams)? 
 
COMMENTS 
 
Only very rarely. Investment teams will generally be uninterested in a 
corporate governance topic only when something has “gone wrong” as a 
result of an action contrary to the Corporate Governance Code. Corporate 
governance people will rarely have the degree of focus on investment 
matters required to enable them to participate in a substantive merits 
discussion with the company. I was surprised by the statement in the 
Consultation Paper which seems to suggest that corporate governance 
teams in institutions may have more effective relationships with boards of 
investee companies. I would have thought it would, at least with FTSE 100 
companies, be the other way round. 
 
  Question 6: How important is voting as a form of engagement?  What are 
the benefits and costs of institutional shareholders and fund managers 
disclosing publically how they have voted? 
 
 
 
Comments 







Boards will wish to understand the issues underlying voting – and 
where appropriate subsequently to take up those issues with the 
institution concerned. I do not have information on the second half of 
this question. 


 
Question 7: Is short-termism in equity markets a problem and, if so, how 
should it be addressed? 
 
Comments 
The UK approach in equity markets has developed over some one and a 
half centuries, and is a fact. I doubt the practicality of addressing short-
termism as a factor in bid situations. The desire to take advantage of a 
bid situation that produces a share price thought unlikely to be 
replicated for some time is always liable to provoke profit-taking by a 
substantial body of shareholders. They can sell in the market or accept 
the bid. 
 
It does not seem practical to me to disenfranchise shareholders who 
have only owned their shares for a limited time. That could result in a 
bid succeeding or failing at a percentage level which logically would be 
expected to produce a different result. And it would invite the 
development of structures designed to overturn the intent of the 
legislation. 
 
Question 8: What action, if any, should be taken to encourage a long-term 
focus in UK equity investment decisions? What are the benefits and costs 
of possible actions to encourage longer holding periods? 
 
Comments 
Please see my previous comment. Given the remarkable way in which 
the average holding period of investments has come down, I would not 
be optimistic here. 
 
 One suggestion would be to re-think the (rebuttable) presumption made 
in the Corporate Governance Code against the independence of a non-
executive director appointed to represent a significant shareholder. 
Independence (of non-executive directors) in the Code is concerned 
mainly with independence from the executive. Nothing could more 
improve the engagement between an institutional investor (or group of 
institutional investors) and a listed company than representation on the 
board – and nothing could more encourage a long-term focus by the 
institution(s) concerned. The rationale behind the present presumption 
lies partly in a concept of the purity of independence (surely too 







abstract a concern) and partly in a concern to avoid conflicts of interest. 
As to the latter, my experience is that this can be sufficiently addressed 
by some mechanism such as a wholly independent “governance 
committee” – absent mala fides, where different remedies will anyway 
be called for. I have long thought that this particular presumption should 
be reversed.   


 
Question 9: Are there agency problems in the investment chain and, if so, 
how should they be addressed?   
 
Comments 
No comment from me on this. 
 
 
 
 


 
Question 10: What would be the benefits and costs of more transparency in 
the role of fund managers, their mandates and their pay? 
 
Comments 
No comment from me on this. Greater transparency hasn’t helped in 
other areas. 
 


 
 
Directors’ Remuneration 
 
Question 11: What are the main reasons for the increase in directors’ 
remuneration? Are these appropriate? 
 
 
Comment 







“Big Bang” in the City at the end of the 80s had many positive results – 
but a more debatable consequence lay in the import into the UK of Wall 
Street remuneration practices for much of the financial services sector. 
This resulted, in due course, in hugely increased remuneration for key 
people in the financial services sector (as well as changed loyalties, 
which came for many to focus almost entirely on short-term 
remuneration considerations). 
 
It took time for the impact of these higher remuneration levels to spread 
more widely into senior positions elsewhere among non-financial listed 
companies – but this has now happened, encouraged by the growth of 
private equity. The trend has been significantly boosted by two other 
factors – transparency in relation to directors’ remuneration, and the 
near universal use of remuneration consultants by remuneration 
committees consisting of independent non-executive directors. I fear 
that these factors must account for the dramatic increases since 1998. 
 
The complexities of remuneration structures, and the obvious 
importance of not allowing the loss of key personnel on account of out-
of-line remuneration levels, has led remuneration committees to rely 
heavily on remuneration consultants. At the same time, the effect of 
these consultants is to ratchet up pay. They will often make 
comparisons with “first quartile” remuneration in comparable 
companies – but never to “last quartile”! 
 
Key people can make a tremendous difference – so it is difficult to say 
that what is happening is inappropriate. It cannot be healthy in the long-
term for remuneration to be at dramatically different levels in the 
financial and non-financial sectors. However, as the Consultation Paper 
shows, the gap between CEO and average salaries has now reached 
remarkable levels. The controlling shareholders who predominate in 
Asia (where there is not the same transparency in remuneration levels – 
nor, so far as I am aware, are remuneration consultants extensively 
used) are only going to allow pay to get to stratospheric levels when 
deemed appropriate to award truly impressive results.  
 
Committees of independent non-executive directors will, with the best 
will in the world, have to work with the CEO (except in relation to the 
CEO’s own remuneration) and remuneration consultants. They will only 
exceptionally be able to take the same ownership of this difficult topic 
as controlling shareholders will often do.   
 
 
Question 12: What would be the effect of widening the membership of the 
remuneration committee on directors’ remuneration? 
 
Comments 







 
I doubt whether this would have much (downward) impact. Chairs of 
remuneration committees already ensure that they are up to speed both 
with the perceived “market” (through remuneration consultants), and 
with the thinking of the company chairman and CEO. 
 


 
Question 13: Are shareholders effective in holding companies to account 
over pay? Are there further areas of pay, e.g. golden parachutes, it would 
be beneficial to subject to shareholder approval? 
 
Comments 
I am certainly not clear that shareholders (other than controlling 
shareholders) are effective in relation to pay. The trouble with 
formalities in relation to the remuneration topic (including golden 
parachutes) is that the considerations are detailed and complicated. If 
the opening page of the directors’ remuneration report that is currently 
under consideration were baldly to state the effect of summary wrongful 
dismissal for each executive director at the latest date before the 
finalisation of the annual report, then shareholders would at least 
understand what was being put before them. However, the figures might 
look pretty dramatic, and the downside to this proposition would need 
evaluation before adoption. 
 
 
Question 14: What would be the impact of greater transparency of 
directors’ pay on the: 
 


 linkage between pay and meeting corporate objectives 
 performance criteria for annual bonus schemes 
 relationship between directors’ pay and employees’ pay? 


 
Comments 
 
No particular comment from me here. 
 
 
 


 
Takeovers 
 
Question 15: Do boards understand the long-term implications of 
takeovers, and communicate the long-term implications of bids effectively? 







 
 
Comments 
 
Clearly they sometimes do, and sometimes don’t. The three greatest 
misfortunes experienced by UK banks in 2008/9 all derived from 
takeovers – the acquisitions of ABN AMRO, HBOS and Household 
Financial. Presumably if the long-term implications are not understood 
by the board, they will not be communicated effectively. 
 
A truly remarkable feature of takeovers is the role accepted (universally, 
I think) for the financial advisers to bidders. In formal terms, this is 
limited to advising on implementation – the financial adviser to a bidder 
does not advise on the desirability or otherwise of the bid in the bidder’s 
financial interest. In circulars to shareholders, this position is laid out in 
terms clear to the City cognoscenti, but not in a way that would make 
the position apparent to most shareholders. They will no doubt assume 
that the organisation named as “financial adviser” gives financial advice 
on the merits of the transaction they are invited to consider. Financial 
advisers are normally heavily incentivised – but that incentivisation is 
merely to have the bid succeed.  
 
Were all the directors involved in the three problem financial bids just 
mentioned aware that the financial advisers concerned were not 
expressing views on the merits of the bids? At the least, the position 
should be spelt out in terms that clearly bring the position home.  
 
Question 16: Should the shareholders of an acquiring company in all cases 
be invited to vote on takeover bids, and what would be the benefits and 
costs of this? 
 
Comments 
No. The Listing Rules so require in the case of major acquisitions. What 
should and should not be subject to a mandatory shareholder approval 
requirement should be a question decided on relative size 
considerations – not on the nature of the transaction. Just because a 
takeover bid is involved, as distinct from a private agreement, should 
not be the determining factor. 


 
Question 17: Do you have any further comments on issues related to this 
consultation? 
 
Comments 







I would make one observation, given the current focus on whether 
takeover bids can be sufficiently relied on to take proper account of 
long-term factors, and on current high levels of senior executive 
remuneration. This concerns the Corporate Governance Code 
requirement that the current board balance model – a chairman who was 
“independent” on appointment and at least half the board, excluding the 
chairman, being “independent” non-executive directors. 
 
The intent of this requirement is that there should be a board majority 
capable of taking a view contrary to that of the executive – especially if 
that is seen to be the wish of a majority of the shareholders (in particular 
the institutions). Given that such a majority will wish a bid at what is 
deemed the “right” price to succeed, the board balance is thus 
consistent with price, rather than long-term vision (if not adequately 
reflected in price), being the determining factor in a bid. 
 
Per contra, the independent non-executive director requirement on 
remuneration committees does not, I would think, deliver as committed 
or strong a result as in the controlling shareholder model.  
 
Thus, on the twin measures of takeovers and remuneration, the UK’s 
focus on independence is liable to produce a weaker result than its 
Asian counterpart.    
 


 
 





