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1. About FairPensions

1.

5.

FairPensions is a project of The Fairshare EducakiBoundation, a registered charity (no
1117244) established to promote Responsible InvadifR1) by UK pension schemes and
fund managers, and to ensure that the ultimatefioearees are well served by institutional
investors and other professional agents in thestmvent world.

In the case of pension funds, RI most often entifgagement with investee companies i.e.
shareholder activism through dialogue, reinforcgdhle potential exercise of shareholder
powers.

FairPensions counts among its members organisagpnesenting the beneficial owners of
pension schemes, such as the Occupational Persialtiance, UNITE and Unison, as well
as thousands of individual pension fund members.

Further information about FairPensions and our @ggr to RI can be found on our website
at www.fairpensions.org.uk

2. Introduction

We are pleased to have this opportunity to respgortde Consultation Paper issued by the
Financial Reporting Council on a stewardship cauteiristitutional investorsof the kind
envisaged in the final recommendations of Sir DaWlker's Review of corporate
governance in UK banks and other financial industnyities(November 2009)

We very much welcome the agreement of the FRC temcresponsibility for the
Stewardship Code. This will confer on the codedbgree of recognition and authority that
the importance of investor stewardship demands.

We believe that for far too long there has beendespread failure to recognise not only that
active share ownership ‘sentral to the regulatory framework for the govance of listed
companies in the UK” but also that the exercise by institutional investof stewardship
over all their shareholdings is essential to protiee interests both of their end-beneficiaries
and of the wider public. This public interest dirsem has been recognised by the Walker
Review as well as by the FRC and is further comsiflen section 5.5 below.

We hope that the advent of the Stewardship Coderuhé auspices of the FRC will herald
the end of this neglect of stewardship principlgdithuciary long-term investors. In relation

to all such investors (and for the reasons discldsether below), we would define

“stewardship” as:

“the responsibility to take all reasonable stepsetosure (i) that investee companies have
business models which can deliver growth in shddsrovalue over the longer term and
which have proper regard to the wider economy amdrenment and (ii) that such business
models are being effectively implemented .

3. Scope and Structure of this Submission

10.In this submission we wish first to comment on sahthe general policy questions that are

1

Consultation Paper, page 1, paragraph 1.1
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raised in or by the Consultation Paper and (insa$arelevant to the Stewardship Code) by
the Walker Review. In the light of those comments shall then make some more detailed
suggestions in relation to the draft StewardshipleCappended to the Consultation Paper.
Throughout, we shall have regard to the “IssuesClmmment” listed in Appendix A to the

Consultation Paper. In the final section of thibraission, we shall summarise our key
comments on these issues, mainly with referencdhéo relevant paragraphs of the

submission.

11.This submission contains several references tadbponses which we made to the three
recent consultations which the FRC conducted iatie# to the Combined Code — now to
be renamed the Corporate Governance Gail to our response to the consultation on the
Walker Review. For ease of reference - and to aetpd undue repetition — we are annexing
to this response a copy of all these recent sulimniss



4. Executive Summary

General Comments on the Stewardship Code

12.The Financial Reporting CounciFRC) should assume full control of the development and
monitoring of the Stewardship Code; the Instituib8hareholders’ Committ€ksSC) should
have no special involvement in the regulation eft¢bde, although the ISC should naturally
be consulted whenever appropriate along with akointerested parties.

13.The annual monitoring of engagement under the Stskgp Code should either be
undertaken by the FRC itself or be outsourcedwially independent body; it would be not
be appropriate for a trade body, such as the Imesdt Management Association, to carry
out this survey.

14.Since effective stewardship is in the interestemd-beneficiaries and for their benefit, the
FRC should seek to find ways for end-beneficiatede represented in the Stewardship
Committee or other arm of the FRC that will regeltte Stewardship Code. In addition, the
FRC should establish a standing committee compyiaircross-section of end-beneficiary
and appropriate civil society representatives wsedand comment on the development and
operation of the code: &blltimate Owners' Council”.

15.Equity holdings of long-term investors have becomaeasingly globally diversified in
recent years. Consequently, securing the full pevalue for beneficiaries of stewardship
principles requires their application to holdingsoverseas companies as well as to those in
UK listed companies. We therefore consider it esalethat the Stewardship Code should
apply to all equities of a given investor.

16. Stewardship principles should be observed not bglynstitutional investors but by other
agents and market participants whose activities le\bearing on corporate governance.
These include investment consultants and proxyngotgencies. Such parties should
subscribe to the Stewardship Code where appropidteere this is not appropriate, the
code should provide that institutional investorswdt expect their agents and advisers to
demonstrate commitment to stewardship principles.

17.With the advent of the Stewardship Code we sugeststeps should be taken to prevent
potentially confusing overlap with the Myners Piples and that those functions of the
Investment Governance Group which are within thegpecof the Stewardship Code should
be transferred to the FRC.

18.1n the wake of the financial crisis there shouldvrize an explicit recognition of the public
interest in relation to the functioning of the istt@ent markets. The main way in which the
Stewardship Code can promote the public intereByisncouraging long-term investors to
ensure that investee companies are acting in amcoed with the “stakeholder”
requirements of the Companies Act 2006 and withGbgporate Governance Code, which
also refers to these statutory obligations. Sinstakeholder principles should be applied to
foreign companies which are not subject to the Camgs Act.

19.The interests of end-beneficiaries will usuallyrmide with the public interest. Accordingly,
the Stewardship Code should encourage institutimvaistors to adopt an enlightened view
of their fiduciary duties, including in relation tollaborative engagement.



20.Active measures should be taken to encourage kemg-investors to participate in the
Stewardship Code. These could include: explicitdgace from the FRC that it is best
practice to participate; similar guidance or regoients from the Pensions Regulator to
scheme trustees and from the FSA to fund manageroempanies and insurance
companies; publication by the FRC, as annexes ¢oS3tewardship Code, of practical
guidance notes and/or specimen wording for stevagvdactivities, especially for smaller
investors with limited resources; and stewardsfards from the FRC based on the annual
monitoring of the Stewardship Code.

21.1f, despite such measures, progress in the numbepadicipants or the quality of
participation in the Stewardship Code falls shdrittee FRC's expectations, then in due
course consideration should be given to the inttbdn of an annudiStewardship Leviyon
all institutional investors. The FRC could use mpnaised by the Stewardship Levy on a
discretionary basis to help signatories to the &tdship Code with specific aspects of
engagement, such as collaborative engagement orregbeurce problems of smaller
occupational pension schemes.

Specific Comments on the Wording of the Draft Ststip Code

Our main comments (grouped under the headingsidithft code) are as follows:

Introduction & Scope

22.There should be an unambiguous statement thabésspractice for long-term investors to
commit to the Stewardship Code.

23.1t is no longer acceptable to say that institutiongestors have no duty to the wider public.
This should be replaced bBstakeholder” wording.

Principle 1 (disclosure of policy on discharge tdvwardship responsibilities)

24."“Stewardship” should be defined. The definition we suggesttise responsibility to take
all reasonable steps to ensure (i) that investaapamies have business models which can
deliver growth in shareholder value over the longenm and which have proper regard to
the wider economy and environment and (ii) thahdogsiness models are being effectively
implemented ”.

25.1In recognition of international best practice aretduse environmental and social factors
increasingly have financial implications, there @wldobe a specific recommendation to
disclose the integration of social and environmierss well as governance, considerations
into the investment process.

Principle 2 (conflicts of interest)

26.This Principle should be strengthened in the wayggested. These include: compliance
audits; guidelines from the FRC on the contentarfflict policies; remuneration structures
geared to long-termism and qualitative benchmargs an engagement policies; a related
default mandate published by the FRC as an annexghé¢ Stewardship Code;
discouragement of excessive closeness to corporatagement; and face-to-face reporting
to end-beneficiaries on at least an annual basis.



27.The Stewardship Code should cover not only the gemant of conflicts directly affecting
the institutional investor but also the need forestors to use their influence to address
structural conflicts elsewhere in the investmerdichwhich damage long-term shareholder
value, including perverse or excessive incentives dompany boards and advisers in
relation to mergers and acquisitions.

Principle 3 (monitoring investee companies)

28.This Principle should emphasis the role of the &telship Code in helping to enforce the
Corporate Governance Code.

Principle 4 (intervening in investee companiesnutgrt shareholder value)

29.This Principle should be made more specific ah&drcumstances in which intervention
may be called for e.g. the company's acquisitiepsal strategy or inappropriate
remuneration or severance packages.

30.There should be fuller wording to cover concerngro&n investee company's policy on
corporate social responsibility. For example, wiekithat the Principle ought to state that
grounds for intervention should include concernsutlithe company's approach to
corporate social responsibility, including its apaich to the potential opportunities and
risks arising from social and environmental matters

Principle 5 (collective action by investors)

31.This Principle should give fiduciary investors tiigidance suggested to encourage them to
participate in collaborative actions that coulddieollective benefits.

32.Fund managers with multiple clients should be nexglito give effect to each client's voting
policy. They should also take all reasonable stesoid or manage conflicts between their
clients' wider engagement policies.

Principle 6 (policy on voting and voting disclosy& Principle 7 (reporting on stewardship
and voting)

33.The Stewardship Code should operate to encouragera considered use by institutional
investors of their voting rights. As part of thifle FRC should publish a model voting
disclosure template as an annexe to the Steward3bge. This would be designed to
facilitate accountability to beneficiaries, comgas@ analysis of fund managers' voting
records, and the FRC's annual monitoring of thev&teship Code.

34.The ISC voting disclosure framework published i©2@&s an adjunct to the ISC Statement
of Principles should now be subsumed into the Steéstap Code. In any event, some of the
provisions of the framework should be changed easgoinsufficiently transparent.



5. Comments on General Issues

5.1. The limitations of a “comply or explain” code

35.In previous submissions we explained why we did thotk that a voluntarycomply or

explain” system would be enough to bring about the far-iegchhanges in governance
which we believe are possible and necessary tegrohe long-term financial interests of
pension fund members and to serve the public istére

36.Nevertheless, we see the acceptance by the FR@eddight of the Stewardship Code as a

significant and welcome development which offerg thest chance for success of a
voluntary code. The corollary is, however, thahié Stewardship Code does not bring about
the required changes in behaviour, then the case feandatory regime will be even more
compelling. We therefore believe that if the FR@aades from its ongoing monitoring of
the Stewardship Code that insufficient progresasg made, it should be prepared to
identify those areas where there appears to beed foe further regulation and to make
recommendations accordingly.

37.In this context, we think that it is particularljnportant that as part of the monitoring

process, the FRC should seek to measure progresslack of it — against some quite
specific benchmarks (for example in relation tolimgness on the part of fund managers to
vote against corporate management in cases where itha clear breach of the Corporate
Governance Code). This should be combined with mguelitative assessment of
engagement practices (for example, in relationnstances of productive collaborative
engagement). In both cases, we suggest that the tFaC the biennial reviews of the
Stewardship Code as thenilestones” by which to measure progress against a pre-
announced timetable for progress.

5.2. The requlatory structure for the Stewardshqo€

38.As we have previously indicated, we strongly suppbe creation of a separate code

dedicated to institutional investors, as againstaiternative of merely expanding the section
of the old Combined Code relating to shareholdérfs.did, however, make clear in our
Walker Review submission that our support was dégenon the proposed Principles of
Stewardship not being subject to a softer reginaa tihe Corporate Governance Code and
that, in particular, there was a full “comply orpéain” systent We therefore think it
essential that the “comply or explain” regime fdretStewardship Code apply to all
institutional investors which sign up to the code #at it should take the form described in
the second option outlined in paragraph 5.9 ofGbesultation Paper i.e. “A statement of
how the firm has applied the principles within tBede, in a manner that would enable
clients to evaluate how the principles have beepliegy with an explanation of non-
compliance against each of the principles wherdicaipe”.

We would add that, moreover, the reference in bwya wording to “clients” should be read
as extending to “clientand beneficiaries”.

In this context, we support the ISC recommendatieferred to in paragraph 5.12 of the
Consultation Paper, that investors who sign uphto dode should obtain an independent

2

See e.g. our first FRC submission, page 12, andMalker Review submission, pages 9 & 10.

% See our Walker Review submission, page 18.
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opinion from an auditor on their engagement andhgagprocesses and that the existence of
such assurance reports should be publicly discld&edvould, however, further suggest that
the contents of the assurance reports should be maalic, as part of the overall monitoring
of compliance with the code.

5.2.1. An independent requlator

39. Although the current draft of the Stewardship Caslethe same a3he Code on the
Responsibilities of Institutional Investassued by the ISC in November 2009, we believe it
is essential that the FRC assume sole respongifolitthe Stewardship Code and that the
ISC have no ongoing formal role (although naturatlyshould be consulted whenever
appropriate, along with all other interested pajtieAs we said in our Walker Review
submission, we consider that the ISC, as a tradg, bas conflicts of interest which should
disqualify it from playing any part in the regulatdunction?

40. Moreover, as we said in our third FRC submissibrs, important that the Stewardship Code
and the Corporate Governance Code be mutually stemsiand supportive and that they be
regularly reviewed togethaiOnly the FRC could co-ordinate this process.

41.We are raising this point again here because wergtahd that the FRC's present intentions
in this regard are still not entirely settled, etkaugh the Consultation Paper confirms, in
paragraph 1.9, that the FRC has taken on respbtysitor the Stewardship Code, in
accordance with Recommendation 17 of the Walkeidvev

42.In particular, we note that the ISC press releds6® November 2009 relating to the ISC's
new code (reproduced in Schedule 8 to the WalkesieRg stated that in view ofthe
challenge of supporting anginplementing the Codethe ISC was forming a committee
“including representatives from senior investoise main investment trade associations and
corporate governance practitionersThe committee would consult on new arrangements
for the ISC*which will ensure that the Code receives firm apobactive backing from
senior levels in the investment industryThis appears to be the same committee as is
referred to in paragraph 2.7 of the ConsultatiopePand it is evidently still intended to play
some role in relation to the Stewardship Code.iftation would be helpful.

5.2.2 An independent monitor of engagement

43.Recommendation 18B of the Walker Review states:

“All fund managers that indicate commitment to eggment should participate in a survey
to monitor adherence to the Stewardship Code. Ayeaments should be put in place under
the guidance of the FRC for appropriately indeperdeversight of this monitoring process
which should publish an engagement survey on anarbasis”

44.We assume from paragraph 5.2 of the consultatiggempéhat the FRC will be making
arrangements to implement this recommendation. tlk@reasons explained in section 5.2
above, we consider it essential that the monitopiragess apply to all institutional investors
who subscribe to the Stewardship Code, not justumal managers. We wish to highlight
here the stipulation in the Walker Review that thenitoring process beappropriately

4 See our Walker Review submission, pages 18 & 19.

®  See our third FRC submission, pages 1 & 2.
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independent” In this context, the Review suggested that thereati Investment
Management AssociatiofiMA) survey of engagement practices among the 32 lafgedt
managers in its membersHimay serve as the most practicable starting poiat with the
recognition that governance changes will be reqliir® provide for the necessary
independence from the industr§”.

45.We think, however, that it would be unacceptablprinciple for the IMA, as the trade body
for the asset management industry, to be assessiogyn members for the purposes of the
Stewardship Code.

46.This objection in principle is reinforced by thenes of the IMA's submission to the Walker
Review, which is on the FRC website. The submissiisagreed with the idea &bublic
disclosure of managers' commitment to engagemettt thie intention of changing
behaviour” and was sceptical of the view expressed in the initial report of the Walker
Review that long-term returns for all beneficiavesuld likely be improvedby some form
of governance, engagement or stewardship activity”.

47.The IMA submission also commented on Recommenda&af the initial Walker Review
(unchanged in the final version), which reads:

“Voting powers should be exercised, fund manageis$ @her institutional investors should
disclose their voting record, and their policiesraspect of voting should be described in
statements on their websites or in another pubbcigessible form.”

48.The IMA stated thatwe are strongly against this recommendation andcttisure being
made mandatory or that it should be to the public”

49.We are not immediately concerned here with the tvefithe IMA's views (although it will
come as no surprise that we disagree with them)pbint which we are making is that it
would be inappropriate (not to say incongruous)aftwody which is so out of sympathy with
important aspects of the Stewardship Code to begetawith its monitoring

50.Accordingly, we suggest that the FRC carry out gshevey itself. Alternatively, the survey
should be outsourced to a suitable academic omamisor other body which is free of
conflicts of interest and which can credibly bersas fully supportive of the Stewardship
Code.

5.2.3 Representation of end-beneficiaries

51. To ensure that responsibilities towards benefiesaare met, we believe, as stated in our
Walker Review submission, that the committee oeothody within the FRC that will be
responsible for the development and operation ef $tewardship Code should include
representatives of the ultimate owners of the asgetler management, such as pension
scheme beneficiaries and life assurance policylhelde also urged in that submission that
thought be given to how to secure such representati

52.In order to advance such thinking, we would suggiest the following bodies or interest

© 00 N O

Walker Review, page 83, paragraph 5.39.

IMA letter to Sir David Walker of 7 October 20Q%age 3
Ibid, page 17

See our Walker Review submission, page 18.
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groups would be suitable candidates for representat

a) consumer organisations which cover financial sewi¢such as Which?, which is
already represented on the Investment GovernarmgpGeferred to below);

b) the TUC;

c) member-nominated pension scheme trustg®NTs), who should be drawn from
schemes of differing sizes. The TUC's networkMNTs might be useful here as a
means of finding suitable applicants, althoughMiNTs, whether or not members of
the network, should be eligible;

d) organisations representing pension scheme membed) as the Occupational
Pensioners Alliancé’

€) organisations representing private long-term shl@dehns, including those whose
shares are held in the name of nominee companigssiitutional investors, such as
the UK Shareholders AssociatiGhand

f) individual end-beneficiaries of every kind, inclodi those without any specific
representative organisations, such as those witopal pension schemes, insurance
policies or unit trust holdings.

53.In the absence of any relevant organised constifyeapresentatives in category (f) — and
possibly in category (c) (MNTs) — might be selectad lot from applicants who met
specified qualifying criteria. We think that thenuld be some merit in using sortition
rather than appointment here, both because it weuklre the independence of those
selected and because it would likely lead to me@pfe putting themselves forward.

54.We think it important that there should be a sigaifiit presence of such end-beneficiary
representatives and not merely a token appointee, might struggle to impinge upon the
group-think of‘the usual suspectsfas the FRC has put it, in a boardroom contékt).

55.In this connection, the appropriate number of eaddficiary representatives would clearly
depend in part upon the overall size and natutheftelevant supervisory body within the
FRC. We understand that no decision has yet bemeed as to this. We suggest, however,
that in any event the FRC should establish a stgncihmmittee of end-beneficiary and civil
society representatives of the kind listed aboviee Tommittee's remit would include
advising and publicly commenting on the developmemd operation of the Stewardship
Code. This would at last allow the voice of theno#tte owners to be heard directly. We
would therefore suggest that this body be knowtha&UItimate Owners Council’or some
similar name.

5.3. The Scope of the Stewardship Code

5.3.1. The Stewardship Code and overseas companies

1% www.opalliance.org.uk (The OPA is a supporter of FairPensions, akdsvn on our website

www.fairpensions.org.uk)
www.uksa.org.uk
12 2009 Review of the Combined Code:Final Repgrge 17, paragraph 3.20
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56.The Consultation Paper makes clear that the StelgrdCode is intended to relate only to
holdings in UK listed companies (e.g. paragraphs dnd 1.10). We appreciate that the
Stewardship Code is viewed as a complement to tmpdCate Governance Code. However,
seen from the perspective of institutional invest@md their end-beneficiaries, this leaves an
unacceptable lacuna, given the proportion of theitfolios invested in overseas companies.

57.Equity holdings of long-term investors have becomeeasingly globally diversified in
recent years. In 2008, UK workplace pension fundsl rassets of £800 hbillion.
Approximately 21% of these (£169 billion) were isted in UK equities, while
approximately 29% (£230 billion) were invested imernational equitie’ Consequently,
securing the full potential value of stewardshim@ples for end-beneficiaries requires their
application to holdings in overseas companies a ageto UK listed companies. We
therefore believe it is essential that the scopthefStewardship Code be widened so as to
relate to all equities of a given investor.

58. As the Consultation Paper notes, some countrie® lthosen to apply international
standards, as proposed above. For example, thesib&mancial Supervisory Authority
requires institutional investors to report agaitbe UN Principles for Responsible
Investment{UNPRI),which apply to holdings in all jurisdictions. We uld add that the US
Department of Labor, in its role as regulator untte¥ Employment Retirement Income
Security Act (ERISA) has for many years given guidance to fiduciatlest the same
recommended principles of shareholder activism@oay voting that apply to holdings in
US corporations apply also to shares in foreigpemtions:* We suggest that it would be
particularly anomalous for the UK, as perhaps tlsthopen of the major financial centres,
to adhere to a parochial stance in this respect.

5.3.2 The Stewardship Code's application to otharket participants

59.We think it is important that all market participarwhose activities have a bearing on
corporate governance should observe stewardshipciples. Such participants would
include, for instance, investment consultants amdxyp voting agencies. Wherever
practicable, this should be achieved by their signip to the Stewardship Code. Where this
is not seen as appropriate (for example, wherespieeific provisions of the code do not
sufficiently relate to the particular business loé entity in question), we suggest that the
code should provide that institutional investorsowdre subject to the code should require
such other parties to confirm their commitment e stewardship principles so far as
applicable to them. Such commitment might be ewddnby signing up to an analogous
code of practice.

60.For example, we think that it is particularly impaont that investment consultants should
support stewardship principles. This could be asfigdeneficial in view of the important
contribution which consultants are well placed take in the promotion of stewardship
principles, not least by virtue of their statutoofe in advising pension scheme trustees on
preparing and revising their Statements of Investni&rinciple$® and by virtue of their
ability to influence the selection and monitorinfyfond managers. If consultants are not
invited to subscribe to the Stewardship Code, virektthat the Stewardship Code should
propose that institutional investors appoint inmestt consultants who are signatories to the

13 NAPF annual survey 2008
" 29 CFR 2509.94-2
!> Regulation 2 (2) of The Occupational Pension Sa®efmvestment) Regulations 2005, S| 2005/3378.
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UNPRI, which has a specific membership sectionrfeestment consultants.

5.4 The Stewardship Code and the Myners Principles

61.As mentioned in paragraph 2.12 of the Consulta@aper, the current version of the Myners
Principles is now overseen by the Investment Gamre Group(IGG). Some of the
activities of the IGG cover the same ground asSteevardship Code. We suggest that in
order to prevent duplication of effort and potehtanfusion between the two sets of
principles, the remit of the IGG be reviewed andtthuch of its current functions as are
considered to fall also within the scope of then@irelship Code should be transferred to the
FRC. This rationalisation may entail some revisadrthe existing Myners Principles. We
suggest that failure to undertake this rationabsatisks undermining the Stewardship Code
through arbitrage of the two codes.

5.5 The public interest dimension

62.The financial crisis and subsequent recession masght about an important shift in
received opinion regarding the wider public inter@s the activities of institutional
investors. It has become clear that the generdlq@s well as the clients and beneficiaries
of institutional investors, can feel the negatimepacts of‘ownerless corporationsand
laissez fairestewardship of companies. Accordingly, we thinkttit is essential for the
Stewardship Code to confirm the existence of aipubterest in effective stewardship, and
indeed to confirm that long-only institutional irsters have a duty to take into account this
public interest. Engagement with investee compasiesuld be the principal way to
discharge this duty.

63.Thus, in what we see as a key passage, the Watkee\R states:

“As a matter of public interest, a situation in whithe influence of major shareholders in
their companies is principally executed through keartransactions in the stock cannot be
regarded as a satisfactory ownership model, notstlegiven the limited liability that
shareholders enjoy. The potentially highly influehposition of significant holders of stock
in listed companies is a major ingredient in therke&based capitalist system which needs
to earn and to be accorded social legitimacy. Asnterpart to the obligation of the board to
the shareholders, this implicit legitimacy can begaired by at least the larger fund
manager through the assumption of a reciprocal gdilon involving attentiveness to the
performance of investee companies over a long dsasea short-term horizon. On this
view, those who have significant rights of owngrsimd enjoy the very material advantage
of limited liability should see these as complemeénty a duty of stewardship. This is a view
that would be shared by the public, as well as ¢hesployees and suppliers who are less
well-placed than an institutional shareholder twelisify their exposure to the management
and performance risk of a limited liability company’

64. Consistently with this view, the Consultation Pagi@tes (as already mentioned)::

“The concept of active share ownership is centralthhe regulatory framework for the
governance of listed companies in the UK”

16 Walker Review, page 70, paragraph 5.7
7 Consultation Paper, page 1, paragraph 1.1
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and

“The FRC believes that the Stewardship Code carritute to a significant improvement in
the stewardship of UK listed companies.

The potential benefits are large. More effectivgagement should improve the governance
and performance of investee companies, assistficeert operation of capital markets and
increase confidence in business. Greater claritytha respective responsibilities of asset
managers and asset owners and strengthened acdulitytaf institutional shareholders to
their clients will also strengthen trust in thedmrcial system. A clear understanding of these
responsibilities will also assist beneficial ownanssetting the terms of their fund mandates
and in holding asset managers accountable”

65.A key element in this public interest dimensionthe “enlightened shareholder value”
concept of directors' duties introduced in secti@2 of the Companies Act 2006, which is
referred to in paragraph 1.1 of the ConsultatiopgPar he draft Corporate Governance Code
refers to the board's statutory duties under sextib/0 to 179 of the Companies Act,
although, as we said in our third FRC submissiog, think that the Stewardship Code
should set out the speciftstakeholder” interests referred to in section 172As we also
said in that submission, this stakeholder appraackeven more relevant to long-term
institutional investors, because typically they araiversal owners”with holdings across
the investment spectrum and because their endibemefs will generally share in the
stakeholder interests to which their investee carigsamust have regafd.

66.Just as the stakeholder provisions of the Compaaegive guidance as to how directors
should fulfil their duties to the company and itembers, we think that the Stewardship
Code should give similar guidance to long-termiingbnal investors in relation to the
discharge of their own fiduciary duties to theiddseneficiaries. Such guidance should in
particular encourage engagement aimed at ensuraigrivestee companies are paying due
regard to stakeholder interests. This is esseliititle Stewardship Code is to deliver the
hoped-for benefits referred to in the Consultataper.

67.As we have already indicated, we do not believe ghadance of the kind suggested should
be seen as conflicting with investors' fiduciaryigditions; on the contrary, we think that it is
now widely recognised that failure to take suclkeit@lder factors into account could be a
breach of fiduciary dut§*

68.None the less, some fiduciary investors may apmeththat their duties to their own
beneficiaries may not allow them to pursue a paldiccourse of action that would be of
public benefit. For example, there is thieee-rider” question: collaborative engagement
may be collectively the most cost-effective wayléal with a particular governance problem
but investors who do not participate in the engag@nwill still reap the benefit if it is
successful. At the same time, their non-particgratvill make such success less likely, to

18
19
20
21

ibid, page 4, paragraphs 1.10 & 1.11.

Our third FRC submission, pages 4 & 5

ibid, pages 1 & 2

See, for example, the views expressed by Fredbf@tuckhaus Deringer in their report for the Udiiddations
Environment Programme Finance InitiativA Legal Framework for the Integration of Environntal, Social and
Governance Issues into Institutional Investmer005. See alsthe report'Fiduciary responsibility: legal and
practical aspects of integrating environmental,iaband governance issues into institutional invest”, 2009,
also for the UNEPFI.
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the detriment of all.

69.1t is to be hoped that any such potential problemis prove academic, especially if a
sufficient mass of institutional shareholders cotmimiand abide by the Stewardship Code.
If, however, there should turn out to be significaonflicts, whether real or perceived,
between some interpretations of fiduciary duty dahd public interest, we think such
questions should be confronted and, if necessasgplved by legislation which would
clearly authorise fiduciaries to act in the pulititerest in such cases.

70.We are conscious that general referencé$idaciary investors” cover a variety of entities
whose obligations to the ultimate owners may takierdént legal forms: for example,
pension scheme trustees, delegated fund manageiasamance companies. None the less,
as we indicated in our Walker submission, we thih&t for the purposes of both the
Stewardship Code and the Corporate Governance CGildenarket participants in and
around the investment chain should be subject tmramon, and exacting, standard of
fiduciary duty, especially in relation to confliai§ interest?

5.6 Incentives to participate in the Stewardshigl€o

71.0ne of the challenges facing a voluntary Stewapd€lude is the apparent lack of incentives
for institutional investors to sign up to it. Wespect that this is an inherent problem to
which there is no complete solution. None the legs, would suggest the following
measures as a partial answer:

a) The FRC should make an explicit best practice quidathat all long-term investors
should subscribe to the Code. This should at Ipestide some degree of reputational
pressure to participate. (See further our commigitswv on this point.)

b) The Pensions Regulator should issue guidance tsiggescheme trustees to sign up to
the Stewardship Code and to expect their fund ne&sag do so.

c) Insofar as this is not covered in the final form tbeé Stewardship Code itself, the
Pensions Regulator should further issue guidangeetsion scheme trustees to report
fully to their beneficiaries on the engagement aating activities carried out by agents
on behalf of their scheme. For schemes over aioesize, the level of disclosure could
perhaps be modelled on the requirements which 8% &e expected to be making of
fund managers. Indeed, it may partly be a quesifoensuring that the disclosures that
fund mangers make to the FSA and/or to their dievill also be made - or relayed by the
trustees - to the end-beneficiaries. Actual or pimaé pressure from better-informed
beneficiaries should encourage trustees to fléirtstewardship responsibilities.

d) The FSA should also require insurance companiasdke similar disclosures to their
end-beneficiaries and to the public. Trustees sifiied schemes should be required by the
Stewardship Code and/or by the Pensions Regulatiake such disclosures into account
in the selection and monitoring of their insurgisst as trustees of self-administered
schemes should do in relation to their fund managerdates.

e) The FRC could assist institutional investors witactical guidance notes and specimen
wording for stewardship-related activities. Thioosld be especially helpful to smaller

22 Our Walker submission, page 3



institutional investors, such as many pension fumd® lack in-house resources in this
regard. In addition to those items specifically tmmed elsewhere in this submission
(e.g. default investment management mandates atidgvdisclosure templates), we
suggest that the FRC could usefully provide a cHistlof possible questions for trustees
to ask in relation to the selection and oversidtitiod managers.

f) By way of further encouragement, the FRC mightstber annual stewardship awards
for different categories of institutional investorBhese rewards might relate to the
findings of the annual monitoring of the StewargsGode.

72.1f, despite such measures, progress in the numbepadicipants or the quality of
participation in the Stewardship Code (measurdtienvays suggested in section 5.1 above)
falls short of the FRC's expectations, then in clugrse consideration should be given to the
introduction of an annual “Stewardship Levy” onialtitutional investors, such as has been
proposed by some commentators.

73.The FRC could use the funds raised by a Stewardsp (i) to equip itself with any extra
resources needed in relation to the StewardshipeCattluding the conducting or
outsourcing of the annual review of the code's aijp@m and (ii) on a discretionary basis to
help signatories to the Stewardship Code with $igemistly aspects of engagement, such as
collaborative engagement or the resource problemssnealler occupational pension
schemes. Particular attention might be given weraging collaborative engagement and
to supporting fund managers pursuing a passivesiment strategy, who have less financial
incentive to devote resources to engagement.

74.1f it is accepted that those investors who do moept stewardship responsibilities are free-
riding on those who do, as stated in the Walkeri€¥e$ this provides the equitable
justification for the Stewardship Levy in principle

6. Specific Comments on the Stewardship Code

75.1n this section we shall follow the headings anchbarings in the Stewardship Code, as set
out in Appendix B to the Consultation Paper. Pagmlvers referred to are those in the
Consultation Paper.

76.We assume that the title of the code will be cleantp “Financial Reporting Council:
Stewardship Code for Institutional Investors”

77.We also assume that all references in the codeetdSC will be replaced by references to
the FRC.

Introduction & Scope

78.Page 25
Sixth paragraphThis contains the statement

“Institutional shareholders are free to choose wiet or not to engage but their choice
should be a considered one, based on their invedtaigectives”.

% Walker Review, page 70, paragraph 5.7 (quotedwelo
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79.In view of the position taken by the Walker Reviewd by the FRC that engagement by
long-term shareholders is in the public interesg think that this statement should be
strengthened by adding

“Where those investment objectives are of a lomgteature, it is best practice for the
shareholder to choose to engage”.

80.As is reflected in paragraph 1.7 of the ConsultaBaper, recommendation 16 of the Walker
Review states:

“The remit of the FRC should be explicitly extend®d cover the developmernd
encouragemenbf adherence tgrinciples of best practice in stewardship by itosional
investors” (our emphasis)

81.We think that there is an important distinctionvibetn merely developing best practice for
those who choose to engage and establishing a fvastice principle that long-term
shareholders shoukhgage.

82.In making this suggestion, we are mindful of thegaae in the Walker Review that most
directly bears on this point and which, for easeetérence, we reproduce below:

“This Review will propose that fund managers beedsto confirm their commitment to a
stewardship obligation or, alternatively, to expiaheir investment approach in clear terms
if they are unwilling to assume such a commitm@&itien concerns expressed in the
consultative process, it should be emphasised that this Review doespnsition the
stewardship model as uniquely best practice fodforanagement. All fund managers have
the obligation to work within the terms of the matedagreed with their clients and, even
where a fund manager has committed to the stewgrdsbdel, this does not preclude a
decision to sell a holding in a particular instaneéere this is judged to be the most
effective response to concerns about under-perfocenaHowever, the implications of this
legitimate business decision should not be avoiSethe governance by owners is essential,
at least in respect of the selection, compositiod performance of boards, if boards and
executives of listed companies are to be approglyateld to account in discharge of their
agency role to their principals. Shareholders wimonibt exercise such governance oversight
are effectively free-riding on the governance effaf those that do®

83.We have the following comments:

a) It is true that all fund managetbave the obligation to work within the mandatereep
with their client” but where the client is a long-term investor which laapolicy of
engagement, there is no problem. Conversely, thetdd be conflict if the fund manager
did not carry out the client's engagement policy.

b) As the above passage states, commitment to theustelp modetdoes not preclude a
decision to sell a holding in a particular instanadnere this is judged to be the most
effective response to concerns about under-performancéhe Stewardship Code

24 These concerns included those expressed by therNtie submission already referred to, which staté/e agree
that the FRC's remit should be extended to covePtiinciples of Stewardship, but it should not nmetecadherence
to the Principles as a matter of best practiceddoso is to endorse one investment style over anoth (page 15)
% The Walker Review, page 70, paragraph 5.7
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explicitly confirms this (page 25, third paragraphgain, therefore, this is not a relevant
consideration. (Indeed, we are not quite sure \ploatt the Walker Review is making
here.)

c) Given the strong language of the Walker Review'ioee-riding” and onthe “public
interest”, and given the FRC's equally strong affirmation leé public interest case for
active share ownership, a failure to give a beatfme recommendation on engagement,
even in relation to a voluntarfcomply or explain” regime, might undermine the
credibility of the Stewardship Code.

Page 26

84.

85.

86.

87.

88.

First paragraph: We assume that the intention is that investors thdiscribe to the
Stewardship Code will now be listed on the FRC websather than the ISC website and
that their statement on how they implement the Stdship Code in practice will also
appear on the FRC website.

Second paragraplThis reads:

“Fulfilling fiduciary obligations to end-beneficias in accordance with the spirit of the
Codemayhave implications for institutional investors' resoes. These should be sufficient
to allow them to fulfil their responsibilities efftevely, commensurate with the benefits
derived.The duty of institutional investors is to their eAgeneficiaries and/or clients and
not to the wider public”. (our emphasis)

The final sentence closely follows the wording bé 1SC Statement of Principlé8 It
appears to rule out any considerations of respoitgito the wider public interest. It should
be changed, not least in view of the need for tkew&dship Code to reinforce the
“enlightened shareholder valuephilosophy of Section 172 of the Companies Act&00
referred to paragraph 1.1 of the Consultation Paper already mentioned above. For the
reasons previously stateldng-term institutional investors, daniversal owners”, have a
particular interest in ensuring that their investeenpanies are acting in accordance with
these stakeholder principlés.

This express exclusion of a public interest dimemss incompatible with the main thrust of
the Walker and FRC reviews, as discussed in sebtbabove. More broadly, this provision
can be seen as an expression of the exttaisgez-fairephilosophy which prevailed before
the financial crisis; we trust that it is commorognd that this is no longer an acceptable
basis for regulation. We suggest that it be regpldme wording that is consistent with the
stakeholder approach of section 172.

By way of example, the replacement wording couldnbie following terms:

“Institutional investors should act as fiduciariésr their end-beneficiaries. As fiduciaries,
they should seek to ensure that the boards of theéstee companies act in accordance with
the Corporate Governance Code and with their stafutiuties. In particular, as long-term,
diversified shareholders with an interest in thestainability of the wider economy, they
should satisfy themselves that boards are paying mgard to the stakeholder interests

% The ISC Statement of Principles, 2007, secti6imttoduction and scope”final paragraph
2" See our third FRC submission, page 5



89.

90.

91.

92.

specified in Section 172(1) of the Companies AG620
With regard to this suggested wording:

The provision that institutional investdishould act as”fiduciaries would cover both those
investors who are undoubtedly fiduciaries in thectst sense (e.g. pension scheme
trustees) and those whose fiduciary status magssedlear-cut (e.g. fund managers under a
contractual relationship with scheme trustees, psurance companies managing
policyholders’' funds). As previously stated, wenkhithat, for the purposes of the
Stewardship Code, all institutional investors sdoatcept the obligations of fiduciaries to
end-beneficiaries.

The provision that investors should aat ‘accordance with”"the Corporate Governance
Code would, in our view, be equally satisfied byngdiance with recommendations of the
code or by explanation of non-compliance. We thilvdt this should be self-evident, in view
of the explicit “comply or explain” nature of the code. If it were thought necessary,
however, this flexibility could be confirmed expsgs

Third paragraph:As throughoutwe assume that all the references in this paragiaimne
ISC will now be to the FRC.

In view of the desirability of encouraging Soverelyealth Funds (SWFs) to commit to the
Stewardship Code, we suggest that there shoulddeérate statement that the FRC will list
such SWFs on its websitanay” should therefore be changed‘tall”.

Further to our comments above about the need &6tawardship Code and the Corporate
Governance Code to support each other, we sutigasthe last sentence of this paragraph
be replaced by wording on the following lines:

“The FRC will review the Stewardship Code bienryiati conjunction with its reviews of the
Corporate Governance Code. These reviews will seeksure that the two codes continue
to complement each other”

Principlel: Institutional investors should publiclgisclose their policy on how they will

discharge their stewardship responsibilities

93.

This Principle raises a question which affects Wiele Stewardship Code: there is no
definition of “stewardship responsibilities’or of “engagement”.Without such definitions,
there is a danger that the code will be less famisand less specific. We appreciate,
however, that there is a difficulty in that bothseisowners and fund managers will often
have widely varying views on the scope of theimstelship responsibilities and on the
forms of engagement that will best fulfil thosepessibilities.

94.For example, the Walker Review does define andridestengagement”,in the following

terms:

“For the purposes of this Review, the term “engagath relates to initiative (sic) designed
to ensure that shareholders derive value from thmitdings by dealing effectively with
concerns about under-performance. Engagement presdwill include arrangements for
monitoring investee companies, for meeting as gppate with a company's chairman, SID
or senior management, a strategy for interventidrens judged appropriate and policy on
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voting and voting disclosure®

95.Even such succinct and yet comprehensive wordiogekier, is not necessarily exhaustive.
For example, it might be argued that the definitadri‘engagement”is too narrow, as it
could suggest that engagement is only reactiverdbl@ms, rather than proactive, whereas
the Walker Review itself makes clear that this $thmot be the casé’

96.0ne possible solution to these definition problemisch has been suggested would be to
specify different degrees of stewardship and/oragegent to which the institutional
investor could choose to commit. We can see adgast@n this suggestion and would
certainly not rule it out. There would, howevekely be disagreements over determining the
various categories. A multi-level code of this kimight also be unduly complex and
confusing.

97.We are inclined to think that the most practicalségy to approach this problem would be to
try to identify the core elements of stewardshig angagement that are needed to secure the
public interest - which by their nature are morkely to be common to all market
participants — and to leave room for individualcgétion on other matters.

98.We would emphasise that in this context we do eet‘sore” as being synonymous with
“minimum” (and still less with‘'minimal” ): the public interest requirementsuld well be
quite extensive. To forestall the customary obggiaboutprescription”, we would point
out that we are here dealing witH'@mply or explain” regime, so that if an investment
manager, for example, thinks that there are goasoms to depart from the code's
recommendations, it can do so and publicly say Vihitg way of doing things is then widely
thought to be better, this could be reflected srbxt review of the code, thereby improving
best practice generally.

99.We would suggest that a possible definitioristéwardship” would be that already set out in
the Introduction to this submission i.e.

“The responsibility to take all reasonable stepsensure (i) that investee companies have
business models which can deliver growth in shddshrovalue over the longer term and
which have proper regard to the wider economy amdrenment and (ii) that such business
models are being effectively implemented”.

100.The above wording in relation to delivering shatdbo value over the longer term mirrors
that in the opening paragraph of the draft Corgotadvernance Code. The reference to the
wider economy and environment reflects the brogoenspective of typical long-only
investors and of their end-beneficiaries whichalasady mentioned, will normally coincide
with the public interest.

101.0n this basisiengagement’could be defined as simply the means wherebytdveasdship
responsibility is discharged. The Stewardship Couléd then set out specific forms which
engagement could take.

Guidance

% Walker Review, pages 72 & 73, paragraph 5.14

29

Ibid, e.g. on page 79, paragraph 5.30,under the hediogrmunication in normal situations”
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102 Most of the topics listed under this heading areeced under the subsequent Principles, on
which we comment below. This leaves the followiwg items:

103 Internal arrangements, including how stewardshgpimtegrated with the wider investment
process.”

We think that the Stewardship Code should spedficaquire disclosure of the integration
of environmental, social and governancensiderations into the investment process.
FairPensions' own surveys have shown that, despitee improvement, much progress has
still to be made in relation to the integration esfvironmental and social factdtsAside
from the relevance of such considerations to tHaevaf the particular investee company,
there is a clear public interest in the promotidncorporate social responsibility and in
preventing the externalisation by companies of remvhental and social costs. Furthermore,
this has direct relevance to one of the stakehdltterests specified in section 172 of the
Companies act, namel§the impact of the company's operations on the momity and the
environment”.

104."The policy on considering explanations made iratign to the Combined Code”

Clearly, reference should now be made to the CatpoGovernance Code. We suggest,
however, that reference be made also to the SteWarcdCode itself. We have in mind, for
example, that an asset owner such as a pensiomsahnght need to consider explanations
as to non-compliance with the Stewardship Code nigdan existing or potential fund
manager.

Principle 2: Institutional investors should haveabust policy on managing conflicts of interest
in relation to stewardship and this policy shoukgublicly disclosed.

105We welcome this new Principle: as we have emphadsiteoughout our previous
submissions, we think that the existence of strattand other conflicts of interest in and
around the investment chain is one of the most mapb issues requiring attention. We
think, however, that this Principle would benefitrh being more specific in the following
respects:

a) There should be an annual independent audit of tange with the conflict policy and
a statement of whether the policy has been compligh. Subject to any genuine
constraints of commercial confidentiality, breaclsésuld be disclosed, together with
any remedial action taken or proposed.

b) We suggest that the FRC should publish at leasudime specimen policy on conflicts
of interest so as to give some indication of whabust” might mean here. We think
that such a policy should deal not only withanaging' conflicts of interest but also,
given institutional investors' fiduciary statusthvavoiding them in the first place. This
could have implications for the institutional int@ss business model, for example in
relation to proprietary trading.

%0 http://www.fairpensions.org.uk/sites/default/filegfoaded_files/documents/FundManagerRanking08avutf
http://www.fairpensions.org.uk/sites/default/filegloaded_files/documents/ResponsiblePensions_2609.p




c) We think that the Stewardship Code should providielance on what might be called
“soft” conflicts of interest. There is a widespread vibat one of the reasons for the
failings in shareholder oversight in the pre-crigesiod was a tendency for investment
managers to have too close a relationship witharatp management, with a resulting
disinclination to rock the boat.

106.These attitudesnight have arisen out of specific considerations, suchhas potential
concern identified in the Walker Review that a Hesaction, such as voting against
management at an AGM, couleeduce the subsequent access to the company vidodl
institutions that participated in a negative vot&”.

107.There may, however, be more deep-rooted conflitiaterest of the kind described in the
Myners Review:

“the review was told by some that there was a geatential for conflicts of interest. Fund
management firms may be keen to attract or keepnéact to manage the pension of the
[underperforming ] company in question — or they may be part of a witleancial
organisation which wants, for example, the investnbanking or insurance business of that
company. Similarly, the argument was made thatsfimay generally not want to be seen
publicly (in particular by the press) as troublersek, in the interests of attracting new
business™?

108.There may also have been more subtle factors ¥ plaluding the likelihood that fund
managers will have more contact with corporate meament than with clients (and
especially with end-beneficiaries). This will tend reinforce a cultural affinity with
management, as, for instance, in shared perceptifombat constitutes appropriate levels of
pay. Even where there is still a willingness tollemge remuneration packages in investee
companies, the institutional investor's credibMityl be compromised if its own house is not
clearly in order.

109.This gap between institutional shareholders anul @ral-beneficiaries is part of what might
be called“the double agency problem’where the issue dthe ownerless corporation”
identified by Lord Myner¥ is compounded by that ¢the ownerlessowner”, such as
investment managers with a variety of uncoordishatients, many of which will
themselves be fiduciary institutions whose own fieragies will typically have little
information - and less influence - in relatiorthe management of their savings.

110.The double agency problem is complex and thereisimgle remedy. We think, however,
that a key part of the solution should be a sulisiarstructuring of the financial incentives
for fund managers, so that these are linked tgptbeection of shareholder value over the
long-term and to other, qualitative benchmarks, égample in relation to engagement
activities. We urge the FRC to provide guidancehisin the Stewardship Code.

111In particular, we suggest that the FRC provide raplate for a default fund manager
mandate which would cover this issue and which @dafm an annexe to the Stewardship
Code. This could be of especial help to small aretliom-sized pension schemes with
limited resources to generate or commission their fund management agreements.

31 Walker Review, page 74, paragraph 5.16
%2 Myners Review, page 91, paragraph 5.85
% Speech to IMA, 19 May 2009, paragraphs 31 & 32

-~ - 22



112We further suggest that the Stewardship Code reandnthat institutional investors,
including delegated fund managers, should attence-fa-face meetings with end-
beneficiaries where they could render an accoutiteif stewardship. Such meetings should
take place at least annually. They might broadlya¢e) to a corporate AGM, albeit in an
advisory-only form. In the case of insurance congmnfor instance, a meeting to which
long-term policyholders would be invited might coveuch the same ground in relation to
the company's investment performance as a menf@h'in a mutual insurer. In the case
of pension schemes, the trustees should convenelnreetings at which both they and
their appointed fund managers would report to arsivar questions from beneficiaries.

113 As follow-on to the previous point, some of the megregious conflicts of interest lie in
excessive and/or wrongly-structured remuneratiaentives within investee companies and
among financial market participants, including theestment banks and other professional
advisers. These conflicts, therefore, do not retatly to the institutional investors with
which this Principle, as presently drafted, is aaned. Yet the institutional investors' end-
beneficiaries ultimately bear these unjustifiedtsowhich are in many cases the product of
what is effectively a cartel rather than of an oped competitive market. They also suffer
from loss of long-term shareholder value when beandtheir advisers are swayed by such
short-term, perverse incentives, for instance Iati@ to merger and acquisition activity
which, as Lord Myners has pointed dis often fails to deliver the outcomes promiséd”.

114 Consequently, institutional investors should recegra fiduciary obligation not only to
avoid or manage conflicts of interest themselvesdiso to use their influence to try to
correct such abuses throughout the investment chilim Stewardship Code could address
this through specific guidance under existing Rplec3 (monitoring) and / or Principle 4
(escalating activity). In view of the gravity dfis endemic problem, however, we suggest
that the Stewardship Code include an additional Renciple dedicated to this subject.

Principle 3: Institutional investors should monitheir investee companies

115.This Principle is a slightly abbreviated versiontbé corresponding section in the ISC
Statement of Principle§3. Monitoring performance”).As such, it has not been adapted to
current post-crisis circumstances, although the tfzet even the old wording provided that
“institutional investors should seek to satisfy rtieelves ....that independent directors
provide adequate oversights a reminder that proclaiming principles and lgpyy them are
two different things.

116 We therefore suggest that this principle shouldeokafted so as to emphasis the central role
of shareholder monitoring in ensuring that investespanies are acting in accordance with
the Corporate Governance Code.

Principle 4: Institutional investors should estaliclear guidelines on when and how they will
escalate their activities as a method of protecind enhancing shareholder value

117 Like Principle 3, this Principle is largely derivédm the corresponding section in the ISC
Statement of Principle§4. Intervening when necessary’)t is, however, less specific. In
particular, its predecessor listed nine instanoeshich investors might want to intervene.

% |bid, paragraphs 28 & 29



Several of these had clear relevance to the cambnip causes of the financial crisis, even if
they were insufficiently acted upon in practicee$a included concerns about:

* “the company's acquisition/disposal strategy”;

* ‘“independent directors failing to hold executiveeditors properly to account”;
* ‘“internal controls failing”;

* ‘“inappropriate remuneration levels/incentive packagseverance packagesind
* “the company's approach to corporate social resploifisy” .

1181In contrast, the Stewardship CoBe&nciple contains only a general reference tmricerns

about the company's strategy and performance,at&ignance or its approach to the risks
arising from social and environmental mattergi.the light of recent events, we would have
hoped that the Code would be more specific tharfstaeement of Principles, rather than less
so. We therefore suggest that an updated list @fip triggers for intervention should be
reinstated here. We think this would be particyldrélpful for pension schemes, giving
them in effect a ready-made checklist against whiwhmonitor their fund managers’
performance on stewardship. (Here again, however, prescience of the previous list
underlines the need for a system under which geween principles are not just enunciated
but enforced.)

119 We welcome the new express reference to concemd #ie investee companyapproach

to the risks arising from social and environmentadtters”. We think, however, that this is
too narrow and covers only the negative aspecwuolfi matters; it does not recognise the
potential positive contribution to long-term shasleler value from an enlightened corporate
social responsibility policy. We suggest that twisrding be combined with that of the ISC
Statement of Principles so as to refer to concedmsut “The company's approach to
corporate social responsibility, including its apaich to the potential opportunities and
risks arising from social and environmental matters

120 Another intervention trigger specified in the IS@tBment of Principles isah unjustifiable
failure to comply with the Combined Cod®&'s akey purpose of the Stewardship Code is to
help enforce the Corporate Governance Code, thig pbould be reinstated and expanded.

Principle 5: Institutional investors should be wilj to act collectively with other investors
where appropriate”

121 As mentioned in section 5.5 above, there is athiak some institutional shareholders might
consider that their fiduciary role inhibited therorh expending resources on collaborations
to secure objectives that would be for the commmurdg because they might instead be able
to free-ride on the efforts of others.

122 We think that the Stewardship Code should addresgbint. International comparisons are
relevant here. For example, the code should builthe precedent set by the US Department
of Labor guidance on ERISA referred to in sectiagdbabove. The Bulletin provided that
in considering whether it makes economic senseote,the fiduciary institution must
consider not just the plan's weight of votes inagson but the effect of its own votes
together with the votes of others. The Steward€lope should endorse this principle, not
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only in relation to voting but to all forms of erggament.
123.0ne specific impediment to collective engagemeietrred to in the Walker Review is the

“difficulty in ascertaining the beneficial owneiliphof shares held in nominee accounts or
other aggregated forms of holding in order to engagcollaborative engagement®.

124.This Principle should therefore stipulate that adfunanager with numerous clients should
take all possible steps to give effect to the eagant and voting policies of each client. It
should also recommend that asset owners takeatisrfinto account in their selection and
monitoring of their fund managers and that thissfjoa be covered in their mandates.

125We think that particular attention should be paidthie issue of pooled funds, where the
disconnect between the investor and stewardshipig®lis most marked. This disconnect
represents one of the most significant impediméntgrustees of small to medium-sized
occupational schemes and to group personal persio@mes being able to exercise any
effective influence over stewardship. Where funds tzeld in a pooled arrangement, fund
managers should be obliged to follow the votingringions and policies of all clients. The
Companies Act specifically enables shareholdefspbt” their vote in this manner and we
do not believe that the administration involved Vddoe prohibitive.

126In the case of engagement activities other thamgptve appreciate that there are real
difficulties: it is not possible for a fund manageith multiple clients with different views
on a particular issue to represent all such vidwsat least a partial solution to this problem,
we suggest that, as part of their policy on cot¥limf interest, investment managers should
consider when accepting mandates whether thesaioagiidelines on stewardship issues
which seem likely to lead to conflicts with the ndates of other clients. They should also
take steps to alert clients at an early stagecii suconflict seems likely to arise in relation to
a particular matter.

127 For their part, clients should not equate investmana pooled fund, or even with a
segregated mandate, with abdication of their fidycstewardship duties. In particular, they
should reserve the right to override their fund aggers in specific cases of concern.

128.We suggest that in reviewing this Principle - d&rihciples 6 and 7 - the FRC revisit the
2004 report by Paul Myners to the Shareholder gotiorking Group referred to in
paragraph 2.9 of the Consultation Pafiemd in particular its key recommendatidhs.

129 We would comment that, just as a comparison of\iladker Review's findings on short-
termism with those in the 2001 Myners Review induaestrong sense déja vu® so is it
depressing that the Walker Review finds it necgstarecord problems that were identified
in the 2004 report. We think that this is symptamat a process of governance reform that
is stronger on diagnosis than on treatment. We tiogtethe Stewardship Code will mark a
new departure.

Principle 6: Institutional investors should haveclgar policy on voting and disclosure of voting
activity

Walker Review, page 74, paragraph 5.16

Review of the impediments to voting UK shataauary 2004
Ibid, see in particular pages 3 to 7.

See our Walker Review submission, pages 8 & 9
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Principle 7: Institutional investors should repaperiodically on their stewardship and voting
activities

130We are commenting on Principles 6 and 7 togetherwa think that it is difficult and
undesirable to separate voting policy from the wiglegagement policy of which it should
form part; the same applies to reporting on thelemgntation of such policies. Indeed, we
suggest that consideration be given to making Ri@® relate to the statement of policy on
stewardship and voting and Principle 7 relate poréng on both matters. Alternatively, the
two Principles could simply be combined.

131\oting is an essential component of stewardshipréddly, not all institutional investors
make effective or active use of this important shafder right. Whilst it would be
preferable for investors to vote all of their stlsarehat is more important is that careful
consideration is given to the allocation of eachieyand that the culture which sees
investors reluctant to vote against managemeritaienged.

132.The ISC press release of™LBlovember 2009 referred to in section 5.2.1 std@ihlogue
should be aimed at resolving difficulties. Whereywaver, dialogue fails to produce an
appropriate response, shareholders and/or theirrageshould be prepared to use the full
range of their powers including voting against fesions and follow-up afterwards. The
ISC considers that investors have on occasion beereluctant to act in this way”.

133We think that this November 2009 statement by 8€ Is a helpful one and indeed is a
better general approach than that reflected inl8&s 2007 voluntary voting disclosure
framework, referred to in paragraph 2.11 of the stdtation Paper. We would hope to see
the Stewardship Code adopt this more robust lareguag

134 We have already referred to the representatiorauimearlier submissions that full voting
disclosure be made mandatory through the exerdigheoreserve powers under Section
1277 of the Companies Act 2006 and that such discto should be made public on
institutional investors' websites. In the meantime, believe that the Stewardship Code
should recommend this as best practice. This whbelth accordance with Recommendation
22 of the Walker Review which we have already gdidtesection 5.2.2 above.

1351n their submission to the Walker Review previoudierred to, one of the reasons that the
IMA gave for their being “strongly opposed’to this recommendation was that their own
survey showeda wide variation in the matters reported, indicagy the complexity of this

matter and the difficulty of introducing regulat®ithat would require uniform disclosure”.
39

136 We would draw the opposite conclusion. One of #resons we favour universal disclosure
in a common form is that it would facilitate comatiwe analysis of fund managers' voting
records by asset owners, end-beneficiaries and witezested parties; this would be helpful
to investors in their selection of fund managerd aould thus improve market efficiency.
The “wide variation in the matters reportedis an impediment to such comparative
analysis.

137 We think, therefore, that the FRC should provideadel standard form of disclosure as an
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annexe to the Stewardship Code and that the caslddsihecommend its adoption by all
institutional investors. This would not prevent estors from supplying any further
information in whatever form they thought approfeia

138.The IMA further objected to the Walker Review recoandation on the grounds of cost:
“For those that do not disclose, there would betsars disclosure of: setting up systems;
vetting the information; and analysing the inforinat.*® Over the long term a
standardised, industry-wide system of disclosureukh reduce costs, not only for the
individual investor but for all relevant partiesorFexample, it should simplify the FRC's
annual monitoring of the operation of the Stewaipl§tode.

139We believe that this standard voting disclosure ehathould be designed so as to achieve
the overriding objectives of (i) helping institutial clients and end-beneficiaries to hold
their fiduciaries to account (ii) helping clientsdaprospective clients to compare different
institutional investors' performance and (iii) fgating the FRC's annual monitoring. One
starting point might be to take the information gligd in the current IMA survey and to
consider how far this covers the required groumdtake just one example, the IMA survey
provides information on how institutions voted aylcorporate events during the reporting
period; this would presumably be relevant to akkéobjectives.

140.The ISC's voting disclosure framework, referredatmve, was designed to be read in
conjunction with the ISC Statement of Principlese Whderstand that no decision has yet
been made as to whether the framework is to remmaéxistence, as a supplement to the
Stewardship Code. We suggest that it would bettetie framework to be subsumed into
the Stewardship Code, so that there is a singlardent of reference.

141In any event, we consider the ISC framework to heatisfactory in its present form. In our
view, it is for the most part expressed so generdiat it would be difficult to report
meaningfully against its recommendations. Moreovdrngere it is specific, it sometimes
seems unlikely to promote transparency, as inadhewing 3 examples:

142( 1) “The ISC believes voting disclosure must maipgardise the creation of value through
engagement with investee companies. With this mdmt is appropriate that disclosure
should take place only after the relevant generaketimg and a time lag in publishing
information on voting will be appropriate. This majso reduce risks of inappropriate
pressure from special interest groups whose oljestare not aligned with those of clients
and / or beneficiaries.”

143 We agree that often more can be achieved by catisteudialogue with management than
by open disputes at company meetings. Sometimegeves, that may not be the case,
especially, perhaps, where it is the objectivesnahagement itself that ara@dt aligned”
with those of shareholders. In any event, thisahshould be left to the discretion of the
institutional investor. We do not agree with anyg®al recommendation not to give prior
disclosure of an intended vote against managemiéns would not, for example, be
compatible with a public collaborative campaignadvance of an AGM on an issue of
concern to a number of shareholders. Here agairthiwk that the UK could learn from US
practice, which is much more transparent with régarvoting intentions.

144(2) “Information on voting need only be disclosedce. Where voting is delegated
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representatives of beneficial owners need not capi disclosures made by the fund
manager, or other third party, unless they choaseverride them.”

145We are not entirely clear as to the practical isgilons of this recommendation, but if it is
suggesting that the trustees of a pension schereé net provide their members with
information about how their delegated fund manabake voted, then this is unacceptable.

146.(3) “Where fund managers offer several differenbdarcts to their clients it should be
sufficient for fund managers to make aggregate lossgce of voting instructions given
according to the issuer of the shares without dpexg the clients whose shares they have
voted, the number of the shares in respect of wimaltructions were given, or the
product/scheme that holds the related shares.”

147.Again, this is not consistent with providing futiformation about the voting records of
specific institutional investors.



Appendix: the FRC'’s Issues for Comment

For ease of reference, we summarise below thedmynents in our response that relate to the
questions asked in Appendix A of the consultatioowment, together with references to where in
this document they can be found.

Section 1: Introduction FairPensions’ response Pagraphs
The FRC would welcome views- The Code should not just establish best| 81
on the policy objectives against practice for those who engage, but should
which the FRC should judge its| state that it i9est practice for investors to
approach to a Stewardship Code engage
(paragraph 1.14) - Stewardship Code must contain a
definition of ‘stewardship’ 93-101
- The primary objectives of stewardship 51-55
must be t@rotect end-beneficiariesnd 62-70, 88
serve the wider public interest
- To this end the Code must apply to
investorsholdings in all companies, not | 56-60
only UK companies
- Afurther stated objective should be to
promote stewardship as a means to the
enforcement of the Corporate Governance
Code
Section 2: Background and
Recent Developments
The FRC would welcome any |- Danish and US approaches to ensuring | 58, 122
insights on lessons which may pestewardship principles are applied to
learned from shares in foreign corporations
experience outside the UK - US approach teransparencyin disclosure | 143
(paragraph 2.18). of voting activity
Section 3: The Coverage of the
Code
Views are invited on whether | The Code could recommend that 59-60
agents such as voting services| institutional investors expect such agentsjto
agencies and investment commit to theUNPRI or toother relevant
consultants should be codes of good practice
encouraged to commit to the
spirit of the Code, and if so how
this could be done (paragraph
3.8).
Section 4: The Content of the
Code
* What are the responsibilities- Need for fiduciary investors to adopt an | 62-70
for engagement of ‘enlightened stakeholdegpproach &
institutional investors to the| recognise th@ublic interest dimensioto
beneficial owners whose their activities
interests they represent? |- Investors have a responsibilitygégercise 131

Does the ISC Code cover a

| voting rights
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the relevant responsibilities?- Investors must recognise fiduciary 105-114
« What are the responsibilities obligation to helgorrect conflicts of
for engagement of interestthroughout the investment chain
institutional shareholders to|- Responsibilities to end-beneficiaries will
the UK listed companies in | not be fully discharged unless:
which they invest? Does the » The Code applies toverseas 57
ISC Code cover all the investments
relevant responsibilities? » End-beneficiaries are represented | 55
the body that oversees the Code
- Managers opooled fundshould be 125-127
required to give effect to the voting
instructions and policies of each client
* Are the respective - We are concerned that the ISGting 144-145

responsibilities of the
different parts of the
investment chain sufficiently
clear and appropriate?

disclosure frameworkppears ambiguous
about trustees’ responsibilities to
beneficiaries

- See also our comments on twverage of
the codeinvestment consultants etc
should be covered

59-60

Does the Code strike the
right balance between the
need to avoid over-
specification that might
discourage the application g
the Code and the need for it
to be effective with an
appropriate degree of
transparency?

- We believe the Code could afford to be

» definition of ‘stewardshipto
provide clarity and focus

on conflicts of interes(Principle 2)
» on thecriteria for escalating

engagementPrinciple 4)

="
.

more specific in many areas, particularly:

93-101

105-114

117-120

Are there any parts of the
ISC Code where further
guidance is needed, or whe
the existing guidance shoulg

We make suggestions on the existing
guidance throughout our comments on th
-Principles.
y Further guidance should include:

be amended? (paragraph 4 Z-)Alterpplatelfund manager mandatkealing | 111
with incentive structures
- A modelvoting disclosure form 137
- Guidance re policies aronflicts of
interest 105
Section 5: Reporting,
Monitoring and Review
The FRC would welcome views
on:
e The information that - Integration ofESG issuemto investment | 103
institutional shareholders | Process
- Full disclosure ofotingrecords 134-147

should disclose publicly and
that they should report to

30



clients;

* The arrangements that shot
be put in place to monitor
how institutional
shareholders apply and rep
against the Code; and

* The arrangements for
reviewing the operation and
content of the Code
(paragraph 5.2).

Views are invited on the merits
of the current IMA survey and
other possible approaches to
monitoring the overall
application of the Code

Ilimportance ofndependent regulatory and
monitoring structure
- the FRC, as an independent body, must

yrtresponsible for regulating the Code

Importance ofepresentation of end-
beneficiariesn the oversight and
monitoring process

The form of the current IMA survey may b
a good starting-point for the Stewardship
Code monitoring system.

(paragraph 5.21).

[#9-42

51-55
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