Questions

Q: (Adam Ramsey from People and Planet) SpecificalLord Myners you talked about
how many of the same institutions owned many of loamks and of course the best
example of that at the moment would be UK Finantigkestments who own a large
number of banks and of course are the majorityedtwdder in RBS. You talked about the
need for these institutions to interfere with babk$ when you were city minister you
refused to change RBS’s ownership which led tostments in things like Tar Sands and
many of the issues that the organizations hereytodepaign on. My question is what
was it that was preventing you when you were maniftom introducing those kinds of
interventions?

A: (Lord Myners) Well we only owned some of the igs®a we didn’'t own all of the
shares and | think if we wanted to use these baskan instrument for social and
political purpose than we had to own 100% of tharef then we would be able to
answer to the UK tax payer alone. But | think aglas there were minority shareholders
we should treat them as though they are conventmrapanies. Our real wish was to
see these banks return to private ownership aklguas possible | believe it would be
wrong for these large banks to be owned by the mowent or for the feeling to be that
they were somehow directed by ministers and thanhes of the reason why we created
UK Financial Investments to keep them one removed.

Q. (From F and C) A question for both of the speskethink there is probably quite a

lot of empathy in this room for the view that trees$ really are the key for changing a lot
at the moment but the challenge is how exactlyaodo that? So my question is how do
you plan to do that?

A: (Anne Simpson) I'm happy to start, | with greaspect disagree with you, and | think
trustees are sitting in a really impossible sitwatiThe way that trustees arrive through
the channels that they do arrive at the moment sméaey may or may not have the
training that that they need, they may or may rasetthe advice, the time to do their job
but my view is that there are structural problemghe situation which make their job
almost impossible. And that is why | would retumthe fact that pension funds do not
have the money in there to deal with the risk tinay've been taking, they've been
chasing risk in order to get the returns they némthy and tackle their deficit and | think
that they are pretty exposed and unless we do samgethich means people die younger
or contribute more or work longer or we put morenewin | don’t think the investment
proposition is an easy one. And if you look at thest wide range of performance for
pension funds it's very hard to match it up agaidi$terent categories and types of
trustee failure to meet the market is a ubiquittailire. Paul can obviously talk with
more knowledge on the fund management side abubth it's pretty shocking to me to
realise that the majority of funds pay active mamagnt fees and they underperform in
the market. | mean that was true 20 years ago wiiest started in this world and it is
still true now so the poor trustees | think haveeay tough job and | wonder if we
haven't given them an impossible job and if ithe job that needs reworking.



(Lord Myners) | think we are where we are and weajeéto try to make this model work
better. I'm a sad person, | occasionally acceptations to go and speak to pension fund
trustees and | go and | say that | don’t have awdyrct to sell, | don’t have any service
to sell, I'm probably the only person who will ewat in front of you who doesn’t have a
commercial interest in the outcome of this meeting | end up by telling them that |
think that they should cancel their next meetinthviheir fund managers, most of them
meet with their fund managers every 90 days whitltaurse is so bad when your
funding liabilities that won't be paid for 40-50 ams. What a very good way of
converting long term capital into short term capiehat a crazy way to run a marathon
on the basis that your performance is assessed &) yards and if you have 3
sequential 100 yards where you come in the secalidbhthe race your out of the race.
That's how we do it, and what | say to the trusteesancel your next meeting with the
managers, tell them not to come, but hold the mgetind get a whiteboard, several
whiteboards and try to think, what are we tryingltohere, what is our task, how are we
squaring with the rate of return, what do we un@ders by risk, how much risk should we
be taking, what skills and competencies do we regii do this job properly and do we
have those skills and competencies and, if we dboiv should we acquire them? What
can we manage, what can’'t we manage? | think thatdwork of debate in itself which |
think very few trustees have been through wouldel&aordinarily helpful and |1
encourage trustees to do that but for some of titejust a bit too frightening, it's a bit
too much stepping into open space without the ptiate of having the fund managers in
every 90days. | believe it can be changed | woikd to see more professionalism of
trustees | would like to trustees more businessliketheir affairs less led by the
consulting actuary more in charge of their own agenthen they can begin to ask
guestion that lie at the heart of what | think ifuadamentally flawed model which has
led to agents prospering but principles sufferiagsbme extent at the expense of the
agents.

Q: (Researcher) I'm very interested the universahership concept, | looked into

figures over the last 5 or 6 years of banks andnitnal services and it seems almost
illogical in contrast with the amount of attentigiven to the manufacturing sector,

certainly in Europe and the United States. Onegthivat occurs to me is that if you want
real outputs not nominal outputs in investmenttsgw the government should talk

seriously to trustees about a distributive elemi@ntcorporation tax so that senior

fiduciaries in our society, institutional fiduciag and the public fiduciaries can come to
some sort of agreement about what is preferredyrsen investment for example is the
preferred option we should have some method fdribliging tax to prevent the problem

which currently is that all the returns, all theofiis goes back to the financial sector
which allows it to grow at the expense of the mantifring sector, any comments?

A: (Lord Myners) One of the dreadful thing aboutinge a minister is answering
parliamentary questions when you have to take opresfrom around the house on a
broad subject, and one of the things that you léado is latch onto one word, and once
you find a word that you recognise you speak to wad for a minute and a half, I'm
going to speak to bank profitability, which was sawhnere in your question. | think that
one of the core issues of profitability is that karave been undercapitalised, banks



survive because the state stand behind them asdlgo allows high reward in many

cases to people that don’t have exceptional taleam not at all opposed to paying

rewards to talented people; | simply question whetil the awards are going to people
with talent and whether boards of directors and agament have done enough to
institutionalize knowledge in order to reduce dejmite on key people and key teams
and whether they have more to develop bench strangthe organization so that they

can't be held to ransom by teams. This is the @oguestion that shareholders should be
asking banks and they should be asking banks phwvdiut also at annual general

meetings. They have the voice to do it; they chausteto do so. Perhaps they are too
intimate themselves in the same community but nklone of the problems and why

money and talent has flowed to banking and finarscdbecause the industry has

historically been undercapitalized and a resultwbiich it has been able to rewards
investors and employees very well. A better cajisibn will lead to a more balanced, a

higher capitalization of the banks will lead toatalely better returns for manufacturing

and other industries which should move the balafithke economy in that direction over

the long term.

(Anne Simpson) Ok, | can speak to a slightly ddfdrpart of your question, about profit
at banks being at the expense of manufacturing. thene is quite a complicated story
here about what banks do to make money. In thelajd, if you've seen Frank Capra’s
lovely movie,It's a wonderful life and, its like, ‘I want to build my new machinedah
go to the bank, and he’s known me since | washlgh’. You know, there is a whole
notion about banking and | think in continental &ue the structure of banking and bank
lending is quite different. Now, what’s happenedhiat banking has turned into quite a
different industry and this is a debate, you knbes tapitalization debate, the function of
banking debates that are going on and the notianinkiestment banking, which is really
where the money is being made is a very differergiress to that of banks providing
credit to business and whether it is manufactuongther sectors there are some real
discussions about that to be had. On the CalPER®kwo this question about making
capital available for new businesses | think igally serious issue and | can tell you that
one of the problems right now for us is opport@sitand that you get into a situation
where you’ve got more money chasing investment dppiies than opportunities exist.
One of the difficulties is that we have had a gquftof manufacturing in certain markets
under competitive measures by globalization dueoi and those jobs in manufacturing
are not going to come back to Detroit, they aregung to come back to Sheffield and
we are living in a world where we have gone throagiainful transition. So | think there
are some bigger, mega macro economic issues abbatewdoes our competitive
advantage lie? | don't think the tax system betwdbe financial sector and
manufacturing will solve that there are all sorfscomplex and interesting issues, but
globalization and off-shore manufacturing costs pads is a big part of it, bank lending
| think is just one aspect.

Q: (Peter Montana, Financial Reporter) | am a lstarding admirer of CalPERS and
became a more ardent admirer last year when yoedofAnne. | agree with a great deal
of what you said and also | agreed with a great ofieahat Paul said. Although, | would

qualify the remarks about diversified portfolios Impting that they have a huge



advantage in making easy recapitalization of conggain difficulty which is not the case
with concentrated portfolios and that was a hugength for this country last year when
the market re-financed a lot of companies with taclomoney. | just wanted to ask is
where | begin to worry a bit is this very easy $olu that it is all up to the owners and
trustees, and | agree that it should be. | thirdt time need look a little bit at what the
incentives these people are facing now, the incestare actually tilted against long-
termism in so many different ways. First of allydu look at the solvency requirements
on insurance companies it tells them don’t investquities, | mean so the idea of getting
insurance companies to fix this corporate probleomtwwork if regulations are telling
them only to end up in bonds, if you look at theamting requirements for pension
funds and you look at the discussions in EuropeBrussels on solvency for pension
funds it could well be riding in the same directidinyou look at the relative taxation of
debt and equity it encourages companies to furmbigir debt. If you look at the general
thrust of the debate on market regulation it hasnba never-ending quest for more
liquidity which has led to great deal of short-tesm and you yourself mentioned the
pressures to produce returns and of course alkethm@sning opportunities create this,
create means of resolving the pressures if you &akverted technology, lending stock,
high-frequency trading, it almost becomes impossiti know who owns anything.
Before long we could be in a situation where ther@ vacuum. My question really is can
we address these problems simply by resolving tgdmel from now on? Or do we have
to really get to grips with this long-termism ques? My question is what is the state
playing miracles question, are we getting somewlmrare we still stuck in short-
termism? What is a practical way of setting abbbecause if we can't it's a bit tough on
the pension fund trustees who may in the end dgtnat have any power because they
don’t own any shares.

A: (Anne Simpson) Well just to take the first partd | have to pay great respect as a
visitor from the mother country, America. | thinkis an extremely difficult problem and
congratulations to Vince Cable for opening thisamp | would also say that Ira Bernstien
at Yale is just opening a project up there thakoat short-termism. So | think we need
the issues that you talked about in accounting,atvof this, | would just like to add one
more which is on my mind at the moment which is itheention of share options, the
invention and obsession with incentive pay. | finé&nd again disclosure is caveat, | now
speak as Simpson of Finsbury Park not SacramentddPERS person, | find it
extraordinary that we have thought simply to do @i® one need to be compensated.
This is the word in America, remunerated it is olwere. The decent idea that you have a
salary, that you have a pension, if you're lucklattis now seen as a luxury,
extraordinary isn't it? | would say that we inveshta rod for our own backs that the
shareholder community has lived to rue the day batwncentive compensation does.
Now what’s happening in the United States is quiteresting because, they've, courtesy
of Meza’s Dodd Frank we will have a ‘say on paytesérom the spring and | expect it do
sweet Fanny Adams. This is because you can’t mdefiae the board, which you can’t
routinely do in the United States, it just seemdé¢oa feather duster that doesn’t do
anything. What we are doing is almost legitimisihg notion that management should be
focused on the share price in the short term andlitit their wallet in a very nice way

if it all goes well. Now, imagine how differentwtould be if your working for a company



and your share price goes up, your share price doas and you don’t have options,
you don’t see your personal wealth rising and rgllwith the stock market or with
earnings announcements or with analysts calls aisid@s about mergers and
acquisitions on the short-term or financial engriiregthat loads up the balance sheets
with debt, there are so many ways in which whathaee done is pervert incentives by
inventing incentive compensation. And | do thinl tld fashioned stuff about agency
theory, alignment and all that jazz is really vpowerful. So you now see, in the United
States, CEO tenure, you know you couldn’t grow eedé vegetable patch in the time
that it take to turn over a CEO in the United Staad what that means is in the United
States we are almost at the very beginning sayhag) there should be performance
targets for the awards of options. This is not debehaviour to rewrite the targets if you
miss them and then, how about the idea that yoe laperform over a 1-3 year period?
This is seen Peter, this 1-3 years, as long-termns & simply not good enough so, |
would like to see some bold thinking in the realiexecutive pay and I think if we could
actually crack that we would do something to taddmething that is quite toxic. | don’t
think we are anywhere near this and actually ‘saypay’ and the other feather dusters
around this idea like disclosure, advisory votesnftaeally got to the root of the problem
because | think it is very corrosive.

(Lord Myners) | agree there needs to be a debatatdabe long term; | think some of my
own thinking is designed to focus our attentiontba longer term. On the issue of
diversification | think | talk about obsessive disiication, Bill Sharpe says an equity
portfolio will have most of the diversification wequire with 25 holdings rather than the
200 or so holdings that you might often find inatfolio. Vince Cable was mentioned, |
don't believe that self-flagellation is sufficiett make one a saint, | think Vince has to
do something, Vince has to do more than simply lon&omfortable. I've done some of
these government reviews, if you want a review tokwyou choose a high profile person
to run the review whose got energy and will put dnsl the group’s energy behind the
review. If you don’'t want the review to work youkaa mid-level civil servant to carry
the review, you don’t allow that civil servant tivg any interviews and you don'’t allow
that civil servant to take any public evidence. ¢hthe methodology used to carry out
Vince’s review into long-termism and | think youdee something that is just designed to
kick the issue into the long grass, placate Vintdéemhe treasury are pursuing a rather
different agenda. | think your right Peter on tbés/ency issues, although | think we need
to address whether we have been too conservatigeleancy for insurance and pension
funds. Some of the core assumptions around solviat\CalPERS, full of virtue as they
be, probably do 90-day valuations and they valakvidual holdings on the last traded
price, on the last day, on the last minute of tharter to produce a portfolio. How do you
do your portfolios? | imagine that's what you dodd want to suggest that's completely
nonsensical, it's the way every else does it, exoepybe CalPERS. It's nonsense to
assume that your whole line of shares can be ddida price in the last minute of the
guarter. So lets stand back, lets be more realistec market price, is the market’s very
small line of stock and not huge holdings so letsbe too hung up on issues of market
price and solvency. The fact is, almost everythirggdo suits investment bankers, stock
lending suits investment bankers, hedge fundsisudstment bankers, high frequency
trading suits investment bankers, our predilection take over certain bits suits



investment bankers. The principles are silent i3 thebate, no voice at all for the
investors and | think this is a great shame. BatABI, the governance functionary was
there, the APF and other organizations do takeethjesernance issues very seriously and
they are very committed to it but they are comnararganizations, they are trade
organizations, they have other agendas and | titi;la great shame that there isn’t an
organization at the moment that speaks on behailfsiitutional investors. Finally on
incentive compensation, Ann is right; we have itestithe fund managers’ targets into
the executives’ targets, TRS, rolling 3 years, @fe. have hugely complex remuneration
schemes, institutions should reject them, if yor'tcaxplain your remuneration scheme
in a page and a half the institution should rejipgm. If it takes 12 pages it's too
complicated to have any utility at all. Unfortunigiteve are lazy people who like to hide
behind formula and so we are happy with this apgro& would like to see executive
compensation and reward become far more subjedtiliak the non-executive directors
are there to make decisions about remuneratiotheifshareholders don’t like it they
should move the non-executives. Forget all thisseose about TSR and the other
formula that you see in annual reports now.

Q: (James from the Nuffield Foundation) Regardinggttermism, | think pension
trustees, more that anybody are short-term invesb@cause they are measured so
frequently, every three years they are evaluatbé. cbnsequence of these evaluations is
having to put a lot more money into these scher@esmy question to Anne is, if you
were an unrestrained investor what would the Calg&tfolio look like?

A: (Anne) Well it's good timing for the questiondsuse the board is right in the middle
of a triennial, a regulatory required intervalri@ninial asset allocation review. So let me
just tell you what's on their mind, though the dgmns won’t be made till next month.
Over this whole year we have had a series of wagshwith the board bringing in
interesting people with new ideas come and talkuaidnat they think the new normal is
in the global market. For example, allocating assetording to market capitalization is
simply driving using the rear view mirror; therensthing about future growth. If you
were to have an investment strategy which was gayiow can we get exposure to
genuine economic growth?’ you would not have maeked into Japan, you would be
more interested in Vietnam, you’'d be more inter@stehigh-growth economies, you be
looking at demographics. So what our board is logkat is moving towards a factor-
based approach to strategy, in other words youtday ‘Lets look like everyone else,
lets have a bucket of money in public equities,uaklet of money in fixed income’.
Instead we need exposure to economic growth, eeapposed to valuated or engineered
growth. What would that mear@lobal Equitydid a workshop with the board last week
and they said if you were to take the IMF’'s growdtedictions globally and map
CalPERS to that it wouldn’t look anything like ibes at the moment, we certainly
wouldn’t have 40% in the United States which isvgr@g to grow at 2%. It's back to
what we said about risk balance about risk retyros,want exposure to growth and then
you want to understand what risk is. Paul was spymlatility is the only form of risk
that anyone has been thinking about in the lasyedrs. How about the risk of low-
growth? How about interest-rate risk? How aboulatidn risk? | mean the tail-end of
events and disasters is another form of governaskeSo our board is in the middle of



thinking about all of this and what level of riskeayou willing to tolerate in order to be
shackled to an 8% rate of return which is what nyogblic funds have committed
themselves to. So we have to do a deal with thelgmgs about how money they are
willing to pick up. So you say okay, CalPERS arangoto go for 10%, but the
investment strategy and the risk attached to thestnms that the employers have got to be
willing to hold onto their hats and say we are gaia kick in money. The reason that it
gets short-term, | mean think about CalPERS, we qay$18 billion in benefits every
year. When the credit crunch hit us we got intailiify difficulties and had to sell things.
With pension funds, unfortunately, you don’t have @roup of workers who work for 40
years, retire and then live for another 30 yeargh\W.6 million people you have people
joining, leaving, dying, becoming ill, retiring, tjigdg made redundant and the cash flows
attached to that are actually very complex. So ganit just sit there and say ‘let’'s be
long term, its all about capital growth’. We havehage appetite for cash and for
liquidity. The focus on liquidity is actually riskitigation and so there is a debate going
on at the moment about how you are so frighteneditathe beast that just bit you, are
you willing to go out there and take the risks ymed to get the returns? In this low-
growth, high unemployment environment in Califormay would these small counties
be willing to pony-up billions of extra money if yayet it wrong? So, | think the long-
term, short-term issue needs to be played out ah ¢bntext. The very long term for
CalPERS is when dependant of the youngest membitrea$cheme is expected to die.
This makes us almost permanent which is why theatan issue for us is more about
cash flows than market values. When those liquidiégisions have been wrong for
whatever reason, then you have to sell illiquichgisiin order to raise your cash and our
smoothing exercise with our employers has been geab exercise, just to answer your
guestion Paul.

(Lord Myners) Yes, but the portfolio is never valugy reference to market prices.
(Anne) No, you’re quite wrong

Q: Regarding your point earlier Catherine aboutesgmass roots analysis of the banking
sector, there is a Banking Commission, and | recentmevery one to reatihe New
Economic Foundatiorand Positive Money, the points that Friends of the Earth are
bringing up. The University of Southampton’s cdofition to the debate has also been
very interesting. My real question is there is avr@ganisation in embryo, which is
trying to organize member nominated trustees inUKe Unfortunately it's being led by
a BECTU officer who'’s also a trustee on the BECTaffund; we would much prefer
someone in isolation for obvious reasons. If yoweagoing to start such an organization
Paul, where would you place it? You've got thisigfion at the moment where BECTU
is under the stewardship of solicitors and its sesirof funding are questionable. So if
you were to set up this type of organization howldo/ou do it?

A: (Lord Myners) | think that you have gone a &ttbit out of my expertise, | think
member nominated trustees have a valuable roldayo pthink organizations like the
TUC have done a lot to help member nominated tessbecome familiar with the issues
but I think they have helped them work in the @rggtmodel rather than to challenge it.



What | would like to see is some member nominataestées to be ‘experts’ that may not
necessarily work for the employer organization thatt members would go outside and
say, ‘the person that we would like to represerditutis trustee body, to keep an eye on
our interest is this lady or this man’. But | thitliere is detail to your question that | am
not well enough informed on to answer.



