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Executive
Summary

In a world where millions depend heavily
for their future wellbeing on a small
number of people who look after their
pension savings and other investments,
the behaviour of those people matters
deeply. This project set out to explore
whether investors’ fiduciary duties to the
people whose money they manage are fit
for purpose in the twenty-first century,
particularly in light of the financial
crisis. We conclude that the prevailing
understanding of fiduciary obligation has
lost its way, and that there is an urgent
need to rediscover the essence of this
valuable concept to ensure savers are
properly protected by it.

Fiduciary obligation rediscovered

Fiduciary obligation is about ensuring that
those entrusted to act on behalf of others
do so reasonably and responsibly, and do
not abuse their position for their own ends.
But, in an investment context, this core
protective purpose often seems to have
been forgotten, replaced by the myth

of a single, monolithic ‘fiduciary duty to
maximise returns’. In fact, investors have
a number of distinct fiduciary duties, the
two most fundamental being:

the duty of loyalty - fiduciaries must act

in good faith in the interests of their
beneficiaries, avoid conflicts of interest
and not act for the benefit of themselves
or a third party; this also includes a duty

to act impartially between different classes
of beneficiary;

the duty of prudence - fiduciaries must act
with due care, skill and diligence, investing
as an ‘ordinary prudent man’ would do;
today this includes a duty to maintain an
adequately diversified portfolio.

Prevailing interpretations of fiduciary
duty have tended to subsume the duty of

Executive Summary

loyalty into the duty of prudence, leading
to a neglect of the need to avoid conflicts
of interest - particularly as regards the
chain of investment agents who make key
decisions on behalf of trustees. Moreover,
the duty of prudence itself may not be
serving the best interests of beneficiaries:
the ‘ordinary prudent man’ standard is

in danger of becoming a ‘duty to herd’,
leading to an unhelpful focus on short-
term, benchmark-relevant strategies

and making the industry slow to adapt.

In addition, just as fiduciary obligation
evolved in the twentieth century to take
account of modern portfolio theory, so it
may need to evolve in the twenty-first to
take account of wider factors affecting
outcomes for beneficiaries, such as
systemic and extra-financial risks.

The new fiduciaries

It is not just our understanding of what
fiduciary obligation is that needs to
change, but also our understanding of

who is a fiduciary. Pension scheme trustees
are acutely aware of their strict fiduciary
duties - but what of the asset managers
and investment consultants to whom they
increasingly delegate crucial decisions? And
what about the millions of people whose
pension savings are based on a contract
with an insurance company, a structure in
which there are no trustees at all?

Asset managers frequently refer to
themselves as fiduciaries, and it is our
belief that this does reflect the underlying
legal position. But this often seems to be
simply a byword for a duty of care towards
clients, which applies to all commercial
actors, rather than a true appreciation of
the much stricter standard of loyalty to
which fiduciaries are held. Certainly, if the
role of a fiduciary is to put the interests

of their beneficiaries above their own, the
sharply divergent fortunes of savers and
their intermediaries seen in recent years
should give cause to question whether
fiduciary standards of care are really
being achieved in practice.
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Unlike asset managers, UK investment
consultants do not generally appear to
see themselves as fiduciaries - although
they are accepted as such in the United
States. Given the enormous influence
consultants exercise over the decisions
of many trustees, we believe that asset
managers are indeed fiduciaries under
the common law.

We suggest that the regulator should
clarify the legal responsibilities of both
asset managers and investment consultants
towards clients and their beneficiaries.

In particular, intermediaries should be
reminded that fiduciary obligation includes
a duty to avoid conflicts of interest, and,
where this is not possible, to manage
them effectively. If this is deemed to be
impossible under current business models,
there is a need to countenance the
possibility that it is the business models
and not the fiduciary duties which must

be changed.

With the shift from trust-based to
contract-based pension arrangements,

an increasing volume of savings are passing
out of the fiduciary sphere altogether.
Little consideration has been given to the
legal duties owed by insurance companies
to their policyholders, or to the potential
accountability gap that arises with

the absence of trustees. The legal and
regulatory framework applying to trust-
and contract-based pension providers is
uneven. There is an urgent need to review
this situation to ensure that pension savers
receive the same level of protection
regardless of the form of their pension
arrangements.

Incentivising responsibility

But it is not enough simply to extend

the fiduciary label to a new set of actors
and assume that this will protect their
beneficiaries. As indicated above, our
understanding of fiduciary obligation itself
may need to evolve to keep pace with the
new challenges facing fiduciary investors.

This is particularly true when it comes to
responsible and sustainable investment
approaches: historically, fiduciary
obligation has more often been interpreted
as a barrier to such approaches than a
catalyst for them.

In recent years, this has begun to change,
with increasing acceptance that serving
beneficiaries’ best interests requires the
consideration of environmental, social

and governance (ESG) issues with the
potential to affect financial returns. But
this acceptance is not yet fully reflected
in mainstream investment practice. We
conclude that one of the key barriers is an
absence of incentives: there is a mismatch
between the long-term benefits of better
ESG risk management and the shorter-term
performance benchmarks against which
most asset managers are assessed.

Continued confusion over the nature

of fiduciary duties may also be holding
responsible investment back. Survey
evidence suggests a tendency for actors
at all stages of the investment chain to
see ESG integration as ‘somebody else’s
problem’, with a lack of clarity over
where the trustees’ responsibilities end
and those of their agents begin. This is
perhaps connected to a lingering
perception of ESG as a client-driven
ethical preference rather than a truly
integral part of financial analysis.

It is also notable that fiduciary obligation
is invoked disproportionately to justify
neglect of ESG issues, but neglect of ESG
issues rarely gives rise to accusations

of breach of fiduciary duties. After the
Deepwater Horizon oil spill led BP to
cancel its dividend for the first time
since the Second World War, nobody
suggested that trustees might be exposed
for having failed to scrutinise the
company’s risk management. The growing
momentum behind responsible investment
in some parts of the industry presents

an important opportunity for positive
change in this area.



Beyond financial interests

The debate over responsible investment
raises a further question: can fiduciaries
act on environmental and social issues
only when they are material to financial
returns? Pension fund members who
enquire about an ethical issue often
encounter the seeming paradox of being
told that their views must be ignored
because of the trustees’ fiduciary duty to
act in their best interests. But are trustees
legally restricted to interpreting this duty
only in terms of financial best interests?

A close reading of case law - particularly
the landmark case of Cowan v Scargill,
which has cast a long shadow over the idea
of ‘ethical investment’ - does not support
the idea that non-financial interests are
automatically off-limits for trustees.
Indeed, the judge in Cowan v Scargill
explicitly confirmed that non-financial
benefits might, under some circumstances,
be a legitimate consideration. In this
context it is important to remember that
fiduciary obligation is not about ensuring
trustees make a ‘correct’ decision based
solely on mathematical calculations

of risk and return; rather, it is about
ensuring their decision-making process is
sound, reasonable and motivated by the
beneficiaries’ best interests.

We conclude that a prudent ethical
investment policy, which does not
compromise beneficiaries’ financial
interests and is firmly rooted in their

own ethical views, ought to be possible
both legally and in practice. But the legal
position remains unclear, and statutory
clarification may be needed to restore
common sense to the law and resolve a
debate that has generated more heat than
light. We suggest that trustees should be
given greater freedom to exercise their
judgement, in good faith, on how to serve
their beneficiaries’ best interests.

Debate around non-financial interests
has tended to fixate on ethical issues,

Executive Summary

neglecting the question of whether
trustees can consider the impact of their
decisions on beneficiaries’ future quality
of life - for example, through social and
environmental factors such as climate
change. If the purpose of a pension trust
is to provide its members with pensions,
then what is the purpose of the pension?
The obvious answer is ‘to provide a decent
standard of living in retirement’. This
raises the question whether, like charities,
pension funds should be free to consider
whether their actions are undermining this
underlying purpose.

The key issue that arises here, both
legally and practically, is the ‘remoteness
problem’: individual investors may be

too small to have a material impact on a
given macroeconomic issue. This creates

a serious collective action problem if - as
with climate change - the optimal outcome
for all beneficiaries would be universal
action which could have a material impact
on the problem. Further thought needs

to be given to how this problem can be
overcome, whether through investor
collaboration, legal changes, or some
combination of the two.

The member’s contribution

Any discussion of what is in beneficiaries’
‘best interests’ inevitably raises the
question of who decides what those best
interests are. Historically, the fiduciary
relationship has been assumed to be a
more or less paternalistic one, where
trustees are left to decide what will serve
beneficiaries’ interests with minimal regard
for the views of beneficiaries themselves.
But is this still appropriate?

We conclude that pensions are
meaningfully different from private trusts
in this respect, since the beneficiaries
themselves provide the capital to be
invested (either through their own
contributions or indirectly through
employer contributions, which are
effectively deferred remuneration).
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Moreover, with the shift towards defined
contribution (DC) arrangements, they
increasingly bear the investment risk. In
this context, it is difficult to maintain
the argument that they should have no
say at all in how their money is managed.
Research also suggests that people value
communication and consultation, and that
such engagement may help overcome the
distrust that puts many off from saving
into a pension at all. Yet members who
contact their pension funds to enquire
about an issue or express a view often
encounter disinterest or even hostility.

Pension providers should be encouraged
to consult and inform their members. This
applies to both trust- and contract-based
providers: insurance companies should
consider ways to improve their outreach
and ensure that the choices they offer
reflect their policyholders’ priorities.
Some legal changes may be needed

to facilitate this shift towards greater
member involvement, both to clarify the
extent to which members’ views may be
taken into account by trustees if it has not
been possible to ascertain the views of
all members, and to guarantee members
an adequate level of disclosure and
consultation.

The enlightened fiduciary

Finally, debates over the role of investors
in the wake of the financial crisis suggest
a need to look beyond beneficiaries.
Collectively, pension funds are now
important actors in the global economy,

a far cry from the family trusts of the
eighteenth century for whom fiduciary
obligations first developed. The fiduciaries
of today include giant institutions whose
decisions have a very real impact on

the economy, on society and on the
environment. Does this impact justify
granting rights to other stakeholders
beyond the beneficiaries to whom fiduciary
obligations are traditionally owed?

Ultimately, we conclude that this is not
desirable. The duty of undivided loyalty

is, as we have seen, at the heart of the
fiduciary relationship. Undermining this
would undermine the fundamental purpose
of fiduciary obligation. However, there
may be other ways of protecting the public
interest and encouraging enlightened
behaviour which do not interfere with the
basic nature of the fiduciary relationship.
Section 172 of the Companies Act 2006,
which requires company directors to

‘have regard’ to the longer-term and
wider consequences of their decisions,
provides a useful model. This model
preserves the primacy of fiduciaries’ duty
to their beneficiaries, but recognises that
beneficiaries’ long-term interests may
often be best served by an enlightened
approach.

Indeed, it is somewhat paradoxical that

a similar provision has not been applied

to institutional investors. The Companies
Act provisions are based on the idea

of ‘enlightened shareholder value’. At
present, there is a direct conflict between
this model and the perception of many
fiduciary investors - who are themselves
the shareholders in question - that their
legal obligations actively prevent them
from taking an enlightened approach.

This perhaps contributes to a situation
where many directors report feeling under
pressure from shareholders to maximise
short-term returns even at the expense of
long-term business growth. As policymakers
seek to put the economy back on a stable
and sustainable footing in the wake of the
financial crisis, it is vital that they rectify
this mismatch.



Conclusion

In light of all these issues, the time has
come for a fundamental review of the
fiduciary obligations of investors. Such
a review has much to contribute to
many of today’s great policy challenges,
from providing for an ageing society

to achieving stable and sustainable
economic growth. A rediscovery of basic
fiduciary principles - in particular, the
duty of loyalty to beneficiaries - would
help refocus post-crisis debates about
investment governance on the people

Key findings of this report

« Prevailing interpretations of fiduciary
obligation have lost their way,
neglecting the core duty of loyalty -
including the duty to avoid conflicts
of interest -
in favour of a narrow focus on
maximising returns.

The rise of ‘agency capitalism’ -
whereby the gains of investment
activity go disproportionately to
intermediaries rather than underlying
owners - is inconsistent with the
fiduciary concept. There is an urgent
need to consider how fiduciary
standards can be achieved, not

just by trustees, but by all those
responsible for managing other
people’s money.

The increasing acceptance that
sustainability and other ‘ESG’
factors can affect returns presents
an opportunity to tackle the
perverse incentive structures and
misunderstandings of fiduciary
obligation which continue to hold
back responsible investment in
practice.

Executive Summary

whose money is at stake, and on the need
to ensure that the financial system acts

as their servant and not their master.

But it is also time to move on from an
outdated view of fiduciary obligation as a
straitjacket which prevents investors from
behaving in an enlightened and responsible
manner. We hope that this report and its
recommendations will act both as a useful
contribution to this crucial debate, and as
a catalyst for action.

« There is also a need for legal clarification
of the extent to which pension funds can
take non-financial factors into account
for their own sake, to resolve a decades-
old debate on ‘ethical investment’ that
has generated more heat than light.

In a world where pension fund members
both provide the capital to be invested
and bear the investment risk on that
capital, it is right that they should be
given more of a say in the management
of their money.

There is a need to align the legal
framework governing investors with the
‘enlightened shareholder value’ ethos
underpinning the duties of company
directors, encouraging a responsible,
long-term approach to serving
beneficiaries’ interests.

For a full summary of our specific
recommendations to government,
regulators and investors, please see
pages 127-129.
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Introduction

The rise of mutual funds
and retirement plans means
that the actual owners of
the world’s corporations
are no longer a few wealthy
families. They are the huge
majority of working people
who rely on today’s largest
companies to safeguard their
pensions and life savings

“The New Capitalists: How Citizen Investors
are Reshaping the Corporate Agenda’,
Davis, Lukomnik & Pitt-Watson

In the aftermath of the financial crisis of
2008, both investors and policymakers have
become acutely aware of the importance of
investor behaviour to good governance of
companies. It is now widely acknowledged
that many institutional investors either
acted as ‘absentee landlords’ by failing to
effectively oversee the risk management of
the banks they owned, or, worse, actively
encouraged risky strategies as a means for
achieving short-term returns. One outcome
of this has been the UK Stewardship Code,
designed to encourage UK institutional
investors to act as responsible owners of
companies and not just traders in stocks.

But one relationship which has received
less attention than that between company
and shareholder, or even between

asset manager and asset owner, is the
relationship between all these agents

and the underlying owners - the ordinary
savers whose money is at stake. It is this

relationship that this report is primarily
concerned with. We believe that a renewed
focus on investors’ fiduciary obligations
would rebalance post-financial-crisis policy
debates in favour of those who provide

the capital, depend on the performance of
their investments, and ultimately pay the
price when things go wrong.

The behaviour of investors is not only

of concern to those with an interest in
corporate governance. It is also absolutely
central to our ability as a society to meet
the challenges of an ageing population.
Increasingly, people depend on private
pension savings to give them a decent
standard of living in retirement. And,

with the decline of final salary schemes,
the level of their retirement income

is increasingly determined by the
performance of their investments. As such,
whether fiduciary investors are serving
their beneficiaries’ interests should be

of crucial concern to anyone involved in
pensions policy.

But is our current understanding of
fiduciary obligation well-equipped to
meet these challenges? The effects of
investment agents’ behaviour on those
whose money they manage go far beyond
the size of their pension pot, yet ‘fiduciary
duty’ is often treated as a straitjacket
which allows investors to consider nothing
else. For instance, fiduciary obligation is
often still invoked as a barrier to investors
taking full account of climate change in
their decisions - despite its enormous
implications for their beneficiaries’ best
interests, both financial and non-financial.
Individuals who enquire about their
pension fund’s stance on an ethical issue
often encounter the seeming paradox



of being told that their views must be
ignored because of the fund’s duty to

act in their best interests. And, despite
increasing awareness of the importance of
systemic risks, investor notions of fiduciary
obligation provide little encouragement
either for considering ways to collectively
minimise those risks, or for ensuring

that their own behaviour as significant
economic actors does not exacerbate
them. Just as fiduciary obligation evolved
in the twentieth century to keep pace with

Box A: Seminars

Seminar 1: Identifying key themes
(Professor Keith Johnson)

This seminar gave an overview of the
history of fiduciary obligation and
considered some key characteristics
of contemporary pension investment,
together with their implications for
traditional conceptions of fiduciary
obligation.

Seminar 2: Fiduciaries redefined &
prudence redefined (Paul Watchman)

This seminar considered two key issues:

« Firstly, is the traditional emphasis on
the trustee as fiduciary outdated? Should
fiduciary obligations be extended to asset
managers, consultants and other actors?

« Secondly, what are the barriers to a
refined understanding of ‘prudence’
that takes full account of environmental,
social and governance (ESG) issues, as
recommended by the Freshfields Report
of 2005?

Introduction

changing investment theory and practice,
so perhaps it will need to evolve in the
twenty-first.

In this context, FairPensions convened

a series of expert seminars to consider
whether investors’ fiduciary obligations
are fit for purpose, and, if not, how they
might be rethought. Each seminar featured
a presentation from an expert in their field
and considered a particular aspect

of fiduciary obligation (see Box A below).

Seminar 3: Best interests redefined
(Charles Scanlan)

This seminar considered the core notion
that fiduciaries must act in beneficiaries’
‘best interests’. It asked two questions:

« Firstly, does the duty to act in
beneficiaries’ best interests always
and necessarily refer to their financial
interests, or can trustees adopt a
wider approach which takes account
of beneficiaries’ ethical or social best
interests?

« Secondly, to what extent can or should
beneficiaries play a role in determining
their own best interests, rather than
relying solely on trustees’ assessment
of their interests?

Seminar 4: Beneficiaries redefined
(David Howarth)

This seminar asked whether a model of
fiduciary duty based on a sole obligation
to beneficiaries remains appropriate
given the scale and influence of pension
investments on the global economy, or
whether more regard should be paid to
the interests of other stakeholders.
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The seminars highlighted a number of
ways in which today’s changing pension
and investment landscape has implications
for fiduciary obligation. This report
attempts to tackle these issues by
rediscovering the fundamental principles
of fiduciary obligation and asking how
they can be applied to a world very
different from one in which the existing
legal framework developed. Chapter 1
lays the foundation for this by exploring
the legal and historical roots of fiduciary
obligations and looking at how today’s
interpretations have drifted from those
roots. The remaining chapters apply this
understanding to a variety of key issues:

Chapter 2 asks whether the increasing
delegation of investment decisions by
trustees renders outdated the traditional
focus on the fiduciary status of trustees
themselves, rather than of their various
agents, such as asset managers and
investment consultants. It also considers
the implications of the shift from
trust-based to contract-based pension
arrangements, which is taking an increasing
number of savers out of the fiduciary
sphere altogether, raising the question of
how we can ensure that levels of protection
are the same for all pension savers
regardless of the form of their provision.

Chapter 3 asks what the barriers are to
the integration into mainstream investment
practice of environmental, social and
governance (ESG) issues which can have

a material impact on financial returns.

Chapter 4 asks whether the fiduciary
framework can meet individual savers’
increasing expectation that their ethical
preferences should be taken into account
in the management of their money. It
challenges the perception - based on a
small number of widely-misunderstood
legal cases - that fiduciary obligation
prevents pension funds from taking
beneficiaries’ non-financial interests into
account for their own sake, and asks under
what circumstances this might be possible.

Chapter 5 asks whether beneficiaries -
particularly pension fund members -
should have more of a role in determining
their own best interests. With the

shift from defined benefit to defined
contribution provision, pension savers not
only provide the capital to be invested but
also increasingly bear the investment risk.
This calls into question the appropriateness
of the beneficiary’s traditionally passive
role in the fiduciary relationship.

Chapter 6 considers the implications

of pension providers’ status as major
economic actors - a far cry from the
family trusts of the eighteenth century.
Does this status create a public interest

in the behaviour of fiduciary investors,
and if so, how can it be protected without
compromising the fiduciary relationship?
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Forgotten
Roots, Future
Challenges

Rediscovering the core elements
of fiduciary obligation

A fiduciary must act in good faith;
he must not make a profit out of his trust;
he must not place himself in a position
where his duty and his interest may conflict;
he may not act for his own benefit or
the benefit of a third person without the
informed consent of his principal

Bristol and West Building Society v Mothew
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Fiduciary obligation is the scrupulously
high standard of care and integrity that
is required when one person is entrusted
to act on behalf of another. In the world
of modern investment, where millions of
people are heavily dependent for their
wellbeing in later life on the agents

who look after their pensions and other
savings, such protection is more vital
than ever.

This report asks whether this ancient
protective legal concept is fulfilling its
purpose in the twenty-first century. Both
the way in which assets are invested and
the way in which investors think about
their fiduciary obligations have changed
dramatically over time - so much so that
the two may be out of step. This chapter
attempts to go back to first principles,
exploring the nature and purpose of
fiduciary obligation and examining its
historical and legal roots. It focuses

on English law, but draws on examples
and landmark legal cases from other
jurisdictions, including the United States.
It concludes that our understanding of
fiduciary obligation has lost its way, and
that there is an urgent need to rediscover
its essence if savers are truly to be
protected by it.

Our understanding
of fiduciary obligation
has lost its way, and that
there is an urgent need
to rediscover its essence
if savers are truly to be
protected by it

What is a fiduciary relationship?

Fiduciary obligation is a common-law
concept. This means that, although the
duties of some specific ‘fiduciary’ actors

- such as company directors' - are set out
in statute, there is no general statutory
definition of ‘fiduciary obligation’, or even
of who or what a ‘fiduciary’ is. Indeed,
the Law Commission has described the
nature and scope of fiduciary obligations
as “highly complex, poorly delimited,
and in a state of flux.”” Legal authority
on the subject comes mostly from case
law. The English courts have defined a
fiduciary as “someone who has undertaken
to act for and on behalf of another in a
particular matter in circumstances which
give rise to a relationship of trust and
confidence.’” This applies not only to
those entrusted with another’s property,
such as investment agents, but also to
those responsible for their other vital
interests, such as lawyers, legal guardians
and teachers.

The idea of ‘trust and confidence’ is
often interpreted so as to emphasise the
beneficiary’s reliance on the good faith
of their fiduciary: the Law Commission
describes the key characteristics of the
fiduciary relationship as “discretion,
power to act, and vulnerability.”
Imbalances of knowledge and power
make the beneficiary vulnerable in
relation to the fiduciary, creating “a
bond of responsibility and dependency”.®
Often this is related to the beneficiary’s
inability to control that part of their
affairs over which the fiduciary has
largely unfettered discretion.

1 Section 172, Companies Act 2006 2 Law Commission, 1992, ‘Consultation Paper No. 124: Fiduciary Duties and
Regulatory Rules’ (HMSO), para 2.4.1 3 Bristol and West Building Society v Mothew [1996] 4 All ER 698 4 Law
Commission, 1992, op cit, para 2.4.7 5 Richardson, BJ. ‘Keeping Ethical Investment Ethical: Regulatory Issues for
Investing for Sustainability’, Journal Of Business Ethics (2009) 87:562 6 A. Hudson, The Law on Investment Entities
(London: Sweet and Maxwell, 2000) at 85-86., cited in Richardson 2007, op cit, p153 7 Bristol and West Building
Society v Mothew [1996] 4 All ER 698 8 This remained the case until the enactment of section 29 of the Trustee Act
2000, which, subject to certain exceptions and conditions, created an implied charging clause authorising “reasonable



Imbalances of
knowledge and power make
the beneficiary vulnerable in
relation to the fiduciary

There is some uncertainty over when
this relationship arises in an investment
context. In the case of investment
trusts, there is an unambiguous fiduciary
relationship between trustee and
beneficiary, as between pension scheme
trustees and their members, or between
charitable trustees and their charity. But
for other investment agents, the position
becomes less clear-cut, as we shall see in
Chapter 2.

A brief history of fiduciary obligation

The concept of fiduciary obligation can
be traced back to Roman law: the word
‘fiduciary’ itself comes from the Latin
‘fiducia’, meaning ‘trust’. The modern
concept has evolved haphazardly, with
little legislation, little authoritative

case law and little official guidance

for trustees on how to interpret their
fiduciary duties. Its legal origins are to

be found in medieval England, where it
usually served to protect the entitlements
of individuals with assets held in trust

by another, such as orphaned children
whose guardians held the legal rights to
their property. Trustees were generally
friends or family members, and the assets
in question more often land or property
than money to be invested.®

The fiduciary duties of trustees in an
investment context are many and varied,
having built up over several centuries of
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case law (see Box A). However, the two
core fiduciary duties from which most
others derive are those of loyalty and
prudence.

The duty of loyalty

In order to prevent them from abusing
their position for personal gain, fiduciaries
owe a duty of undivided loyalty to their
beneficiaries. The requirement to act

in the sole interests of beneficiaries
(sometimes called the ‘sole interest
standard’) entails:

« a duty to act in good faith

« a duty to avoid putting themselves in
a position where their interests and the
interests of beneficiaries might conflict

« a prohibition on deriving personal profit
from the exercise of their fiduciary
powers without the beneficiaries’
informed consent’

Originally, this duty to avoid conflicts of
interest was extremely strict: professional
trustees could not even be paid for their
time without explicit authorisation.®
Trustees who derived unauthorised profit
from their activities were found to be

in breach of their fiduciary duties even

if their actions had actually benefited

the trust.” There is some debate over

the extent to which this ‘sole interest’
standard still applies today. English

courts appear to feel bound by the strict
interpretation of fiduciary obligations
dictated by legal precedent - although
opinion is divided over whether this
standard remains appropriate. Some

have argued that the sole interest rule is
outdated and should be relaxed in cases
where the trustee acted in good faith and
in the best interests of the beneficiaries.™

remuneration” for professional trustees of trusts that do not make express provision for such remuneration. Unless
the trustee is a trust corporation, this entitlement to remuneration does not apply to a sole trustee and is dependent
upon the agreement in writing of each of the other trustees. The Explanatory Notes to the Act state: “In determining
whether to give such agreement, trustees will be subject to their paramount duty at common law to act in the best
interests of the present and future beneficiaries of the trust” 9 Boardman v Phipps [1966] UKHL 2, [1967] 2 AC 46,

[1966] 3 WLR 1009, [1966] 3 All ER 721
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In order to prevent
them from abusing their
position for personal gain,
fiduciaries owe a duty of
undivided loyalty to their
beneficiaries

In the United States, it has been suggested
that this more liberal standard is the one
the courts apply in practice, reflecting
the desirability of managing conflicts

of interest rather than avoiding them
altogether.™

Others have defended the strictness of
fiduciary accountability as being essential
to what distinguishes it from merely
contractual relationships,'? arguing that
the purpose of strict fiduciary obligations
is to eliminate absolutely the risk of
fiduciaries being “swayed by interest
rather than by duty,”" by deterring them
from acting without the consent of the
beneficiary in situations where they are
conflicted. There is little reason to assume
that this risk is no longer relevant today

- indeed, in light of some of the excesses
that preceded the financial crisis, it may
be more relevant than ever.™

Notwithstanding this disagreement over
how strictly the duty of loyalty should be
interpreted, nobody disputes that it is still
the overriding obligation of fiduciaries,
including fiduciary investors. Indeed,

in the case of pension fund trustees (or
their equivalents in civil law countries),
the duty of loyalty now forms an explicit

part of European law under the EU “/IORP”
Directive." The Directive provides that
“[pension scheme assets] shall be invested
in the best interests of members and
beneficiaries. In the case of a potential
conflict of interest, the institution, or
the entity which manages its portfolio,
shall ensure that the investment is made
in the sole interest of members and
beneficiaries.”'®

The duty of undivided loyalty, and the
focus on conflicts of interest which it
entails, is therefore far from being a
forgotten relic of a bygone era. Indeed,
in a very recent case, an English court
reiterated that this duty is the crux of
what fiduciary obligation is about:

“The distinguishing obligation of a
fiduciary is the obligation of loyalty. The
principal is entitled to the single-minded
loyalty of his fiduciary.”"”

The duty of prudence

The classic statement of the fiduciary
duty to invest prudently under English
law comes from the case of Re Whiteley
(1886):

“The duty of a trustee is ... to take
such care as an ordinary prudent man
would take if he were minded to make
an investment for the benefit of other
people for whom he felt morally bound
to provide.”®

A ‘prudent person rule’ is now incorporated
into the statutory obligations of trustees

in several jurisdictions.' In the UK,
however, no such general statutory duty
applies to the exercise of pension trustees’

10 See for example Panesar, 2007, ‘The Nature of Fiduciary Liability in English Law’, Conv 2, pp11-19, cited in
Pearce, Stevens & Barr, 2010, ‘The Law of Trusts and Equitable Obligations’, 5 ed. (Oxford University Press), p944

11 Langbein, ‘Questioning the Trust Law Duty of Loyalty: Sole Interest or Best Interest?’, Yale Law Journal 114
(2005), p969 12 See for example Flannigan, ‘The Core Nature of Fiduciary Accountability’, New Zealand Law Review
(2009), Vol. 2009, p. 375’; Samet, ‘Guarding the Fiduciary’s Conscience - A Justification of a Stringent Profit Stripping
Rule’, Oxford Journal of Legal Studies (2008), Vol. 28, No. 4, pp. 763-781 13 Bray v Ford [1896] AC 44, 51, cited by
Conaglen, M. 2010, ‘In Defence of the Strictness of Fiduciary Accountability’, p12 (available at www.chba.org.uk/
library/?a=89439) 14 See Conaglen, 2010, op cit, p12 15 Directive 2003/41/EC of the European Parliament and of the
Council of the European Union of 3rd June 2003 “on the activities and supervision of institutions for occupational
retirement provision” 16 Article 18.1 (a). In the UK, this requirement is given effect in relation to trustees and



investment powers.?’ The common law
rule in Re Whiteley is therefore still the
primary source of authority, subject to
additional regulations.

The duty of prudence has evolved
considerably over the centuries in order to
keep pace with changing investment theory
and practice. Originally, prudence meant
caution and risk-aversion - focussing on the
protection of beneficiaries’ assets rather
than the maximisation of return on their
investment.?' After the collapse of the
South Sea Bubble in 1720, which resulted
in heavy losses for many investment trusts,
the ‘legal list’ approach to permitted
investments was introduced, requiring
trustees to invest only in asset classes
considered ‘safe’ and to avoid those
considered risky. In the American case of
King v Talbot (1869), “the preservation of
the fund” was held to be paramount, with
the judge ruling that the duty of prudence
“necessarily excludes all speculation.””
Re Whiteley reiterated that English
trustees must “avoid all investments

of that class which are attended with
hazard.””

Originally, prudence
meant caution and risk-
aversion - focussing on the
protection of beneficiaries’
assets rather than the
maximisation of return
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Until relatively recently, this system
forbade trustees to invest in equities
(unless expressly authorised by their
governing trust deed). As this approach
became incompatible with the tenets of
modern investment, such restrictions
were gradually loosened. This process
began in Massachusetts, where a landmark
case in 1830 found that the English rule
that stocks were improper investments did
not apply to American trust law. Instead,
trustees simply had a broad duty

“to observe how men of prudence,
discretion and intelligence manage
their own affairs, not in regard to
speculation, but in regard to the
permanent disposition of their funds,
considering the probable income, as
well as the probable safety of the
capital to be invested.”*

Today this is the classic statement of
the ‘prudent man rule’ in American law -
but it did not become widespread for
over a century.

In the UK, a 1961 Act of Parliament
removed the ‘legal list’ system and created
a positive duty on trustees to “have regard
to the need for diversification.”” But it
was only a partial deregulation; significant
restrictions continued to be imposed on
trustees’ exercise of investment powers,
reflecting the traditional emphasis on
conservative investment approaches.?
These restrictions were only finally
removed in relation to pension schemes by
the Pensions Act 1995, and in relation to
other trusts by the Trustee Act 2000,%/%
after a landmark judgement in 1993 which

delegated fund managers by The Occupational Pension Schemes (Investment) Regulations 2005, (SI 2005/3378 ),
Regulation 4(2) 17 Bristol and West Building Society v Mothew [1996] 4 All ER 698. This was reiterated by the Australian
Federal Court in ASIC v Citigroup [2007]. 18 Re Whiteley [1886] LR 33 Ch D 347 19 For example, the US Employee
Retirement Income Security Act (ERISA) 1974 20 The statutory duty of care which applies to trustees under Section 1
of the Trustee Act 2000 does not apply to the trustees of occupational pension schemes in relation to their investment
powers (Section 36, Trustee Act 2000). 21 See for example King v Talbot, Re Whiteley, Harvard v Amory (notes 21, 22,
23) 22 King v Talbot, 40 N.Y. 76 [1869] 23 Re Whiteley [1886] LR 33 Ch D 347 24 Harvard v Amory 26 Mass. 446, 469
[1830] 25 Trustee Investments Act 1961, Section 6(1)(a) 26 Trustee Investments Act 1961, Section 2 27 Pensions Act
1995. Section 34. 28 Trustee Act 2000, Section 3 29 In practice, by this time most pension schemes and other trusts
had express provisions giving wide investment powers, so in both cases these legislative changes were less radical

than might appear.
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Perhaps now is
the moment to reassert
an older concept of
fiduciary obligation as
a duty to protect

recognised the primacy of modern portfolio
theory in the application of the prudent
investor rule.*® The duty to diversify in
relation to occupational pensions now
forms part of European law under the
“IORP” Directive.*'

This recognition of modern portfolio theory
represented an evolution in one other
important sense: the duty of prudence
came to be interpreted in terms of
ensuring a sensible investment strategy
for the portfolio as a whole, rather than in
terms of the characteristics of individual
assets taken in isolation.?? For instance,
assets formerly deemed ‘speculative’
might form a reasonable part of a properly
diversified portfolio; conversely, there is
no requirement to ‘maximise’ return in
relation to individual assets.*

Interestingly, The Pensions Regulator
(TPR) has recently hinted at the revival
of restrictions on asset classes for pension
schemes engaging in risky strategies in an
attempt to fill large deficits.* In his final
speech as chair of TPR, David Norgrove
was firm: “It’s not right for schemes to
take excessive investment risks to bridge
the funding gap where there is a fragile

employer. This is essentially gambling with
other people’s money.”* This reflects a
growing recognition that the availability

of riskier asset classes has not always
served the best interests of beneficiaries.
While not suggesting a return to the ‘legal
list’ system, perhaps now is the moment
to reassert an older concept of fiduciary
obligation as a duty to protect - to avoid
‘gambling with other people’s money’.

Box A: Key obligations of fiduciary
investors

« The duty to act in accordance
with the purposes of the trust, and
within the powers conferred

» The duty to act in the best interests

of beneficiaries (and, in case of
conflict, in their sole interest)

» The duty to act in good faith

« The duty to avoid conflicts of
interest, and not to exercise powers
in one’s own interest or those of
third parties

« The duty to act impartially as
between classes of beneficiary**

» The duty to invest prudently

« The duty to maintain a properly
diversified portfolio

« The duty to take account of all
relevant considerations and discard
irrelevant considerations®’

» The duty to seek advice

30 Nestle v National Westminster Bank plc [1993] 1 WLR 1260 31Article 18.1 (e), translated into UK law by the
Occupational Pension Schemes (Investment) Regulations 2005, Regulation 4(7) 32 See also American Law Institute’s
Third Restatement of Trusts (Prudent Investor Rule). (Washington DC: ALI, 1990) 8 (section 227) 33 See for example
UNEP-FI, 2005, ‘A legal framework for the integration of environmental, social and governance issues into
institutional investment’, pp 8-9, 110 34 IPE, 7 Dec 2009, ‘TPR to limit schemes’ exposure to high-risk assets’

35 David Norgrove, Speech to National Association of Pension Funds Annual Trustee Conference, Dec 2010. Available
online at www.thepensionsregulator.gov.uk/doc-library/david-norgrove-napf-annual-trustee-conference-speech.
aspx . See also TPR’s guidance, November 2010, ‘Monitoring Employer Support’, para 26: “In cases of very weak (or
negligible) employer covenant, trustees need to justify why an investment policy that includes the acceptance of
significant risk is in the best interests of scheme members.” 36 See for example Elliott v Pensions Ombudsman [1998]
OPLR 21 37 See for example Sieff & Ors v Fox & Ors [2005] EWHC 1312



Fiduciary obligation today:
a concept that has lost its way?

It is widely assumed that the function of
fiduciary duty in an investment context
is, plainly and simply, to ensure that
beneficiaries get the highest risk-adjusted
financial return on their capital. This
assumption is at the heart of the presumed
‘fiduciary barrier’ to responsible or
ethical behaviour by trustees exercising
investment functions. But is it the whole
story? And is this conception of fiduciary
duty actually delivering in the best
interests of beneficiaries?

Avoiding conflicts of interest:

a neglected fiduciary duty?

As we have seen, in its original context
the duty to act in beneficiaries’ ‘best
interests’ - the duty of loyalty - was

not directly concerned with investment
performance; that was the function of the
duty of prudence. Instead, it was about
the duty to put beneficiaries’ best interests
above those of the fiduciary - to avoid
conflicts of interest, to act in good faith,
and not to misuse trust property for their
own ends. This goes to the heart of the
original purpose of fiduciary obligations

- to protect beneficiaries from reckless

or self-interested behaviour by those
entrusted with their property. Stripped of
these historical origins, fiduciary obligation
is often spoken about as if its sole purpose
is to optimise investment returns, while
the duty to avoid conflicts of interest is
neglected or forgotten - particularly as
regards agents in the investment chain, as
opposed to trustees themselves (for more
on this, see Chapter 2).
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A preoccupation with ‘ethical investment’
in debates about fiduciary obligation has
fuelled this misunderstanding. Putting
aside one’s personal interests and doing
what is best for the beneficiary will,

of course, include not indulging one’s
personal political, social or ethical views
at the expense of serving beneficiaries’
interests. But the key issue at stake

for the duty of loyalty is not one of
financial versus non-financial interests,
but of the beneficiaries’ interests versus
the fiduciaries’ interests.* These two
issues have too often been conflated in
mainstream debates, obscuring the duty’s
broader purpose.

Prudence and systemic risk

If the duty of loyalty is often
misunderstood, then what about the

duty of prudence? As we have seen, until
relatively recently the focus of fiduciary
duties in an investment context was very
much on the protection of beneficiaries’
assets rather than on the maximisation

of return: in other words, on wealth
preservation rather than wealth creation.
In current interpretations of fiduciary
obligation, this assumption seems to have
been reversed. Of course, this is not to
suggest that risk has left the equation -
the common assumption, following the
judgement in Cowan v Scargill, is that
fiduciary duty entails obtaining the best
possible return “judged in relation to
the risks.”* But maximising return has
nonetheless taken the place of minimising
risk as the presumed primary objective of
the fiduciary investor.

38 On the separate question of whether trustees can take into account beneficiaries’ own non-financial interests,
see Chapter 4. 39 Cowan v Scargill [1984] 2 All ER, 750 at page 760 [1985] Ch 270
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Interestingly, there is some recent legal
precedent questioning this interpretation.
Nobody suggests that pension fund trustees
do not or should not have a duty to seek
a high return for beneficiaries. But a
distinction can be made between seeking
a high return and seeking the maximum
return regardless of other considerations.
For instance, a US court has held that

“a trustee’s duty is not necessarily to
maximise the return on investments but
rather to secure a ‘just’ or ‘reasonable’
return while avoiding undue risk.”*
Similarly, the judge in one landmark
Scottish case on socially responsible
investment (see chapter 4) remarked,

“I cannot conceive that trustees have

an unqualified duty simply to invest
trust funds in the most profitable
investment available.”"' Yet many do
appear to interpret fiduciary obligation
as precisely that.

The attitudes of pension savers themselves
still seem to have more in common with
the traditional view of prudence than with
today’s model. Beneficiaries have been
shown to be more risk-averse than those
acting on their behalf in the investment
industry.” When NEST undertook research
into its likely membership, it found that
they were likely to be more concerned
about avoiding loss than achieving high
returns, with consumer groups suggesting
that they should therefore “adopt a
building society mentality with the aim

to preserve capital.”*

It has been countered that beneficiaries’
low appetite for risk reflects their lack

of understanding of investment, and is in
fact inconsistent with their hoped-for level

of retirement income. Of course, there
can be no return without risk, and we are
certainly not suggesting that the clock can
or should be turned back to pre-twentieth
century models of investing. But it is
worthwhile to stop and assess whether
current interpretations of prudence are
really delivering for beneficiaries even

on their own terms. Certainly, the 1.1%
average annual real return achieved by UK
pension funds in the period 2000-2009 is
disappointing, particularly when compared
with the 4.1% annual average over the
whole period since 1963.#

In recent years, the objective of
maximising returns has in practice been
limited to short-term returns judged
against a benchmark. Notwithstanding the
general trend towards de-risking among UK
pension schemes - largely accounted for by
mature schemes, closed to new members*

Fiduciaries have perhaps
been too focussed on chasing
alpha (ie. outperformance
against the market), even
though evidence suggests
that the vast majority of
variation in pension funds’
returns is attributable to
asset allocation decisions
and the resulting beta
exposure

40 Board of Trustees of Employment Retirement System of the City of Baltimore v City of Baltimore 562 A.2d 720,
317 Md. 72 [1989] 41 Martin v City of Edinburgh 1988 SLT 329, 1988 SCLR 90 42 See for instance Collard, S. January
2009, ‘Individual Investment Behaviour: A Brief Review of Research’ (University of Bristol), p4; PADA, 2009, ‘Building
personal accounts: Designing an investment approach’, pp26-30; Richards, ‘The Evolving Role of the Pension Fund
Trustee’, Pensions 8(1), 2002 43 PADA, 2009, ‘Building personal accounts: Designing an investment approach’, p28

44 Paul Woolley, ‘Why are financial markets so inefficient and exploitative - and a suggested remedy’, in LSE, 2010,

‘The Future of Finance’, p135



- many pension providers do seem to
privilege the pursuit of short-term return
while neglecting important determinants
of long-term return. Fiduciaries have
perhaps been too focussed on chasing
alpha (ie. outperformance against the
market), even though evidence suggests
that the vast majority of variation in
pension funds’ returns is attributable to
asset allocation decisions and the resulting
beta exposure (ie. the performance of
markets themselves).* The recent rise in
passive management suggests that trustees
are increasingly recognising the pitfalls of
these strategies.

But an even more fundamental challenge
for the prudent trustee is posed by
systemic risk: factors which arise not just
at the level of individual firms or even
sectors, but which affect entire markets
or financial systems. In the wake of the
financial crisis, it is increasingly clear that
such risks can be pivotal to outcomes for
beneficiaries. Both the old and the new
concepts of prudence are ill-equipped

to deal with such risks. The traditional
assumption that risk could be minimised
by avoiding ‘risky’ asset classes is clearly
outdated. But the modern assumption

that risk can be calculated and managed
through diversification may also be flawed,
as it fails to take account of systemic risk
factors which can overwhelm the risk
assumptions. For instance, as a recent
Mercer report noted, investors cannot avoid
the risks associated with climate change by
shifting to more ‘conservative’ asset classes
or by diversifying across asset classes:
instead they must seek to diversify across
sources of risk.*

Chapter 1 = Forgotten Roots, Future Challenges

Just as fiduciary
obligation evolved in the
twentieth century to come
to terms with the maxims
of modern portfolio
theory, so there may be
a need for it to evolve in
the twenty-first

This is particularly important for pension
funds, who tend to be ‘universal owners’
with holdings across all economic sectors
and for whom the performance of the
economy as a whole therefore matters far
more than the profitability of any individual
asset in their portfolios. Although the idea
of universal ownership is beginning to be
explored by some pension funds, there is
still a lack of clarity over what it means

in practice (see Chapter 4). Arguably,
universal owners have a responsibility to
engage with the broader economy and the
policy framework that governs it, given that
such factors are likely to affect outcomes
for their beneficiaries at least as much as
the level of outperformance achieved by
the fund’s managers. Today’s understanding
of the duty of prudence may not help
fiduciaries to think about these increasingly
vital issues.

45 See for example IMA Annual Survey, 2009-2010, p31 46 See for example Brinson et al, 1991, ‘Determinants of
Portfolio Performance Il: An Update’, Financial Analysts Journal vol 47, no. 3 (May/June): 40-48; Ibbotsen, ‘The
Importance of Asset Allocation’, Financial Analysts Journal Vol 66 No 2 (March/April 2010) 47 Mercer, 2011, ‘Climate
Change Scenarios - Implications for Strategic Asset Allocation’, Executive Summary.
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Just as fiduciary obligation evolved in the
twentieth century to come to terms with
the maxims of modern portfolio theory,

so there may be a need for it to evolve

in the twenty-first to come to terms with
the challenges posed by systemic risk.
Combined with a renewed appreciation

of the historical roots of the duty of
prudence (ie. the desirability of preserving
beneficiaries’ capital), such a reassessment
could help to ensure that fiduciary
obligation is doing its job of protecting
beneficiaries in the post-financial-crisis era.

A duty to herd?

How in practice can investors deal with
systemic risk? By definition, such issues
are difficult for them to take account of
acting alone. Part of the answer may lie in
a greater focus on collaborative initiatives
among investors, including those seeking
to address issues at the systemic level,

for instance by working with policymakers
and regulators. The Institutional Investors’
Group on Climate Change is one example
of such an initiative.

There is also a need to consider whether
prevailing interpretations of fiduciary
obligation may be causing pension funds
to exercise their significant economic
power in a way which actually exacerbates
systemic risk - for instance, by encouraging
herding behaviour. The ‘prudent man’
standard has always been to some extent
a relative one: for instance, Harvard v
Amory states that trustees must “observe
how men of prudence, discretion, and
intelligence manage their own affairs. ”*
According to Claire Woods of Oxford
University, English courts have since
tended to interpret the duty of prudence

“in such a way as to encourage fiduciaries
to adhere to the status quo.”* As Prof.
Keith Johnson pointed out in his paper for
our first seminar, this was not a problem
when the value of assets held in trust was
relatively small - but, with the advent

of pension funds as major institutional
investors, it has serious implications for
financial stability:

“Today investors herd around short-term
investment strategies adopted by other
prudent experts who manage similar
funds. This has unleashed a flock of
900-pound lemmings into the economy. "

This link between ‘prudence’ and
herding behaviour has two inter-related
consequences. Firstly, as Claire Woods
argues, it creates a fear of departing
from industry norms which makes both
the industry and the legal framework
extremely slow to adapt to changing
realities. This fear is made all the more
acute by the fact that trustees are
personally liable for any breach of their
fiduciary obligations - fostering an attitude
which has been described as ‘reckless
caution’. As we have seen, conceptions

Prevailing interpretations
of fiduciary obligation may
be causing pension funds
to exercise their significant
economic power in a way
which actually exacerbates
systemic risk

48 Harvard v Amory 26 Mass. 446, 469 [1830] 49 Woods, C. forthcoming, 2011, ‘Funding climate change: how pension
fund fiduciary duty masks trustee inertia and short-termism’. in Hawley, J., Kamath, S. and A.T. Williams (eds.)
Corporate Governance Failures: The Role of Institutional Investors in the Global Financial Crisis. (University of
Pennsylvania Press) 50 Johnson, K. 2010, ‘Back to the Future of Pension Fund Trust Fiduciary Duties’ (available online
at www.fairpensions.org.uk/sites/default/files/uploaded_files/KeithJohnsonFiduciaryDuty.pdf) p3



of fiduciary obligation took decades to
fully adapt to the recognition of modern
portfolio theory. Today, the same difficulty
is being faced by the integration of
climate change and other extra-financial
factors into investment strategies: legal
uncertainty combined with a cautious
attitude to what is ‘prudent’ creates

“a perception among trustees that it is
safest not to test these waters’™'

(see chapter 3).

Secondly, it can lead to an unhealthy focus
on benchmark-relative performance,
distracting from the ultimate goal of creating
long-term value for beneficiaries. Prevailing
interpretations of prudence perhaps help

to explain Lord Myners’ characteristically
colourful observation that:

“People’s pensions are not paid by
relative performance but absolute
performance, yet this industry is
obsessed with relative performance ...
In this world, it is fine to be wrong or
even lose money, as long as you do so
in the company of others.”?

This standard of prudent behaviour
becomes particularly counter-productive
when the conventional wisdom of the
market reflects ‘irrational exuberance’ -
as many would accept was the case in the
build-up to the financial crisis. It is also
problematic if the norms being followed
do not match the objectives or time
horizons of the scheme’s beneficiaries.

If the purpose of the duty of prudence is
to ensure that beneficiaries’ savings are
invested wisely, in a pensions context it
would be reasonable to assume that a
‘prudent’ strategy would be one designed

Chapter 1 = Forgotten Roots, Future Challenges

to ensure long-term stable growth,
safeguarding the retirement income of
the fund’s youngest beneficiaries as well
as the oldest. Yet, as Woods argues, in
practice the reverse may be true: “In
circumstances such as the present, where
investors are typically driven by short-
term performance, prudent investment
becomes short-term investment.”?

Thus, despite being inherently long-term
investors, pension funds remunerate

their asset managers based on short-term
performance measures (see Chapter 3).

In addition, many have been swept up

in the extraordinary growth in churn

in the equity markets as a whole - now

at 150% per year of aggregate market
capitalisation.> This has generally been
poor value for beneficiaries: indeed, Paul
Woolley has calculated that management
fees and trading costs, based on 100%
annual turnover, could erode a pension’s
value by 1% a year - resulting, if continued,
in an average 30% loss to the end-value of
the pension.> Yet few trustees worry that
these poor outcomes could mean they are
breaching their fiduciary duties - albeit
they may well be concerned about them
for other reasons. As one pension trustee
characterised it in our first seminar: “in
the herd, you’re safe, regardless of what
happens to the members’ benefits.”

The concept of ‘prudence’ is inherently
difficult to define, and it is not surprising
that it has developed into a standard that
is judged against the actions of others.
The prudent man standard is essentially a
reasonableness standard, and, as in other
areas of the law, necessarily refers to what
another reasonable person would have

51 Woods, 2011, op cit 52 Lord Myners, March 2010, Speech to the International Corporate Governance Network, cited
in Johnson, K. 2010, op cit, p4 53 Woods, 2011, op cit 54 Woolley, P. 2010, op cit, p133 55 Woolley, P, 2010, op cit,
p134 56 Martin v City of Edinburgh [1988] SLT 329, 1988 SCLR 90 (The wording quoted is from the headnote to the

case report.)
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It is a vital principle
of fiduciary obligation that
fiduciaries cannot outsource
their obligation to think

done in the circumstances. However, if
interpretation swings towards what Keith
Johnson calls a ‘lemming standard’, this
could become damaging to beneficiaries’
interests. Nor does it accord with the
law’s emphasis on the process of trustee
decision-making, and the requirement that
trustees “appl[y] their minds separately
and specifically to the question whether
[the decision at hand] would be in the
best interests of the beneficiaries.”® It
is a vital principle of fiduciary obligation
that fiduciaries cannot outsource their
obligation to think. It therefore seems
unlikely that a court today, particularly in
light of the financial crisis, would in fact
treat following the herd as synonymous
with fulfilling the duty of prudence.

Measures could be taken to steer the
interpretation of prudence in a more
positive direction without waiting for

a court judgement to this effect. One
possible model for statute or guidance is
the formulation of directors’ duties in the
Companies Act 2006, which requires them,
in promoting the success of the company,
to have regard to “the consequences of
any decision in the long-term”.*” For a
discussion of how this thinking might be
applied in an investment context, see
Chapter 6.

This is not to suggest that misunderstandings
of the duty of prudence are by any means
the only factor at play, or that a renewed
interpretation of this duty would be

a panacea for short-termism. Clearly,
pension funds struggling with enormous
deficits face a real imperative to maintain
returns in the short-term. Balancing this
with the long-term needs of fund members
presents a genuine dilemma. But there is
a danger that prevailing interpretations
have helped to tilt the balance against the
long-term. Professor Keith Johnson has
suggested that one way of restoring this
balance may lie in another fiduciary duty:
what he calls ‘the ‘forgotten duty

of impartiality’.

The ‘forgotten duty of impartiality’

The duty of impartiality requires trustees
to act impartially as between different
classes of beneficiary.>® Although this

duty is alive and well in judicial decisions
(indeed, it was an important factor in

the case of Cowan v Scargill, discussed in
Chapter 4), its implications do not seem to
be reflected in the investment policies of
many schemes. Johnson argues that a full
appreciation of the duty of impartiality
would require trustees to act for the long-
term in order to ensure intergenerational
equity between their youngest and oldest
members. As well as being a valuable
counterweight to the ingrained short-
termism of the financial markets, this
offers a framework for trustees to think
about questions of ecological sustainability.

57 Section 172(1)(a), Companies Act 2006 58 Johnson and de Graaf, ‘Modernising Pension Fund Legal Standards for the
21st Century’, Rotman International Journal of Pensions Management, Spring 2009, Vol 2, Issue 1 59 This was raised in
some responses to the Myners Review: see Myners, P. 2001, ‘Institutional investment in the United Kingdom: A review’

(HM Treasury), para 5.68



In debates about short-termism it is
sometimes countered that ‘the long term
is just a series of short terms’.> If this
were the case, there would be no conflict
between the interests of younger and older
beneficiaries: both would be best served
by maximising return in each short-term
performance period. But, as Mark Mansley
of Rathbone Greenbank has noted, this
argument assumes that returns in each
short-term period are independent of each
other - which is only true if the pursuit of
short-term return does not compromise the
ability to generate returns in the future by
eroding capital, whether natural or man-
made.® It also ignores the fact that an
exclusive focus on short-term performance
gives no incentive to manage risks which
become material only in the longer term.

A full appreciation
of the duty of impartiality
would require trustees
to act for the long-
term in order to ensure
intergenerational equity
between their youngest
and oldest members
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Paul Abberley, CEO of Aviva Investors, has
condemned the failure by pension investors
to take account of the full range of risks
that matter to young pension savers with a
time horizon of decades rather than weeks:

“If you are investing in a company with a
long-term horizon, it very much matters
to know about sustainability issues, but
if you are taking a time horizon of an
average holding of six weeks, you might
take the view that there may be a time
bomb ticking but it is unlikely to go off
in my holding period. ™'

The lack of any official guidance on
impartiality in an investment context

is typical of the general paucity of
authority on investors’ fiduciary
obligations. While it is not suggested

that a prescriptive ‘formula’ is what is
needed - indeed, fiduciary obligation is all
about the responsible exercise of trustees’
judgement - this does seem to be one area
where guidance on the law could help both
trustees and beneficiaries by providing a
useful ‘nudge’ towards more long-term
behaviours.

60 Mansley, M. 2000, ‘Socially Responsible Investing: A Guide for Pension Funds and Institutional Investors’ (Monitor
Press), p51-52 61 Guardian, 4 Feb 2011, ‘Aviva chief attacks City for failure on sustainability’. www.guardian.co.uk/

sustainable-business/aviva-chief-city-failure-sustainability
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Chapter Summary

Investors do not have just one,
monolithic ‘fiduciary duty’ but a
number of distinct fiduciary duties,
developed through centuries of case
law and some legislation. There is
significant confusion and disagreement
over some fundamental issues such as
the nature and purpose of fiduciary
obligation, which investment agents
are ‘fiduciaries’, and the nature and
strictness of the duties they owe.

In particular, a full appreciation of
the roots of fiduciary obligation does
not support the commonly-held idea
that an investor’s fiduciary duty begins
and ends with maximising returns.
Rather, fiduciary obligations exist to
ensure that those entrusted to act

on another’s behalf:

act in the interests of beneficiaries
and do not abuse their position to
further their own interests or those
of third parties (the duty of loyalty);

and exercise due skill and care in the
performance of their functions (the
duty of prudence).

Current interpretations may be
frustrating this purpose: in particular,
the duty of loyalty has been subsumed
into the duty of prudence, its
distinctive importance neglected -
particularly with regards to controlling
conflicts of interest among the various
agents to which trustees’ investment
functions have been delegated.

In addition, the interpretation of the
duty of prudence itself, which has
too often become a ‘duty to herd’,
exacerbates the reliance on short-
term, benchmark-relative strategies
and performance measures which
may not be objectively serving
beneficiaries’ interests.

In addition, just as fiduciary obligation
evolved to take account of modern
portfolio theory, so it now needs

to adapt to the post-financial-crisis
understanding of the importance of
systemic risk. Further thought needs to
be given to how fiduciary investors can
ensure they are adequately protecting
their beneficiaries from the full range
of risks their capital is exposed to.



Summary of

Recommendations

» Government should conduct a
fundamental cross-departmental
review of investors’ fiduciary
obligations, both to ensure that this
valuable concept remains relevant
in the 21st century, and to step back
and reconsider whether the law is
fulfilling its purpose of protecting
beneficiaries. The goal should be
to achieve enlightened fiduciary
standards of care over all private
pension savings and other long-term
savings.

A cross-departmental group should
be established to carry forward

the outcomes of this review and

to act as a nexus for institutional
investment issues within
government.
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« In particular, any government review
should consider whether the existing
legal framework is ill-equipped to
deal with the problem of systemic
risk, and should consider whether
new law or guidance might be needed
to ensure that trustees feel free to
take account of systemic issues with
implications for their members.

As a minimum, DWP should issue

a comprehensive guide for pension
scheme trustees on their fiduciary
duties in relation to exercising
investment functions, setting out the
key relevant obligations and providing
guidance on their interpretation.

This guidance could encompass many
of the specific recommendations we
make in subsequent chapters.
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The New
Fiduciaries

Do fiduciary obligations extend
beyond trustees?

There has been a shift from the traditional
model [of capitalism] that applied when | grew
up, in which the rewards of investing went
primarily to those who put up the capital and
who took the risks - to one where the spoils
increasingly go to financial intermediaries’

Douglas Ferrans, Chairman, Investment Management Association

1 Douglas Ferrans, Wednesday 9 June 2010, Speech to IMA Annual Dinner
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Financial markets today are vastly more
complex than in the days when fiduciary
obligations first developed. Between the
ultimate owner of an investment and

the investment itself stands a chain of
intermediaries, who often have better
information than the end investors and
whose interests may not always be aligned
with theirs. Commentators such as Paul
Woolley of the LSE have argued that
failing to recognise the existence of these
agency relationships is a “crucial flaw”

in conventional economic theory.? The UK
Business Secretary, Vince Cable, recently
highlighted the danger that returns

can be “captured by a small number of
intermediaries at the expense of the
many who provide the capital.’”

This concern appears to be well-grounded
in fact. From 2002-2007, pension funds’
payments to intermediaries rose by an
estimated 50%, while annual real returns
on pension investments averaged just
1.1%, significantly lower than preceding
decades.’ A recent survey by Lane Clark &
Peacock found little correlation between
the level of fees charged by managers and
the degree to which they outperformed
the market. It also found that market
performance rather than manager skill
was the main driver of fee increases in
2010, such that an equity manager who
underperformed the market by 2% could
still expect a 20% increase in fees. The
report found that even performance-
related fee bases were “skewed in the
managers’ favour”, doing little in practice
to align managers’ interests with those of
trustees and beneficiaries.®

From 2002-2007,
pension funds’ payments
to intermediaries rose by
an estimated 50%, while
annual real returns on
pension investments
averaged just 1.1%

Fiduciary obligation is predicated on

a fairly simple bilateral relationship
between beneficiary and trustee: the
trustee is charged with looking after

the beneficiary’s assets, and exercises
discretion over how they are managed.
This model worked for the private trusts
of the nineteenth century - but how

does it apply to today’s complex web

of relationships, where most pension
scheme trustees delegate day-to-day
investment decisions to external asset
managers and rely heavily on advice
from consultants? If the actors exercising
fiduciary responsibilities are no longer
those making many of the key decisions
affecting beneficiaries, the effectiveness
of fiduciary accountability is undermined.
Moreover, with the shift to contract-
based pension arrangements provided by
insurance companies, where there are no
trustees at all, an increasing proportion of
UK pension assets are passing out of the
fiduciary sphere altogether.

2 Woolley, P. ‘Why are financial markets so inefficient and exploitative - and a suggested remedy’, in LSE, 2010,
‘The Future of Finance’, p121-143 (online), 105-129 (hard copy); see in particular pages 125-126 and 128 (online),
pages 109-110 and 113 (hard copy) 3 Vince Cable, Foreword to BIS, 2010, ‘A long-term focus for corporate Britain’.
4 Watson Wyatt, 2008, ‘Defining Moments: The Pensions & Investment Industry of the Future’. 5 Woolley, P. 2010:
p135 (online), p121 (hard copy). Real returns averaged 4.1% for the whole of the period from 1963-2009 6 Lane Clark

& Peacock, 2011, ‘LCP Investment Management Fees Survey’



If the actors exercising
fiduciary responsibilities
are no longer those making
many of the key decisions
affecting beneficiaries,
the effectiveness of
fiduciary accountability
is undermined

This chapter will suggest that these
changes do indeed have profound
implications for fiduciary relationships,
which the legal framework has not yet
adapted to. But it also concludes that the
core principles of fiduciary obligation, far
from being rendered obsolete by these
changes, are perhaps more relevant than
ever. In particular, the duty of loyalty,
with its emphasis on avoiding conflicts of
interest, speaks directly to the agency
problems that policymakers and market
participants are grappling with.

There are many actors in and around the
investment chain: brokers, actuaries,
lawyers, company directors, investment
bankers, custodian banks, and so on. In this
chapter we restrict our analysis to those
agents immediately involved in the key
investment decisions made on behalf of
beneficiaries - namely, asset managers and
investment consultants. We also consider
the role of contract-based providers, asking
how we can ensure that the quality of
provision and legal protection is consistent
across the market.

Chapter 2 = The New Fiduciaries

Why fiduciary obligations?

If the fiduciary relationship no longer
corresponds with the way investments are
managed, is it simply a relic that should

be discarded? Trustees have contractual
relationships with their asset managers,

as do individual pension savers with their
insurance companies. What do fiduciary
obligations add to these contractual rights?’

Characteristics of the fiduciary
relationship

As we saw in chapter 1, definitions of
when a fiduciary relationship arises tend
to coalesce around some or all of the
following three factors:

« The exercise of discretion over another’s
assets

« A relationship of trust and confidence

« Vulnerability or dependency on the part
of the beneficiary

The last of these is particularly interesting
in the context of the investment chain.
Principals are vulnerable in relation to
their investment agents because the latter
have better information and are therefore
in a position to exploit their position at the
principal’s expense.? Fiduciary obligation’s
emphasis on vulnerability and power
imbalances is highly significant in this
respect.

7 It is notable that the courts have confirmed that express or implied contractual terms can limit the scope of
fiduciary obligations which would otherwise exist (Kelly v Cooper [1993] AC 205). The use of ‘contractual techniques’
to limit fiduciary liability is an example of conduct which, although not expressly prohibited by FSA rules, might be
regarded as poor professional practice on the part of investment agents. 8 See for example Woolley, P. 2010, op cit
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Duties

As we shall see, it is also important to go
beyond the fiduciary label and disaggregate
the different obligations it entails (see
Chapter 1). Some of these may be more
distinctive than others when compared
with contractual obligations, and indeed
may be more or less appropriate to apply
to commercial actors. As a US court once
noted:

“To say that a man is a fiduciary only
begins analysis; it gives direction

to further enquiry. To whom is he a
fiduciary? What obligations does he owe
as a fiduciary? In what respect has he
failed to discharge these obligations?
And what are the consequences of his
deviation from duty?’”

A particular distinction needs to be drawn
between the duty of prudence and the
duty of loyalty (see Chapter 1). The duty
of prudence is essentially a duty of care
arising from the exercise of discretion over
another’s assets. It protects beneficiaries
from external risks - for instance, by
requiring agents to act prudently and
ensure they are investing appropriately
for the client’s risk profile. On the other
hand, the duty of loyalty - the strict duty
to act in good faith and avoid conflicts of
interest - protects beneficiaries from risks
created by the fiduciaries themselves.'"

It is designed to prevent fiduciaries from
profiting at the expense of vulnerable or
disempowered beneficiaries by exploiting
their superior knowledge and power for
personal gain.

This duty, described by the courts as the
“distinguishing obligation of a fiduciary”,"
goes to the heart of the differences
between fiduciary and contractual duties.
Commercial investment agents are
governed by FSA rules (see Box A) and by
the terms of their contracts with clients.
These create a duty of care to the client
which in practice is somewhat similar

to the fiduciary duty of prudence. By
contrast, commercial duties to put clients’
interests first and to avoid conflicts are
much less strict than the fiduciary duty

of loyalty.

The act of putting aside
one’s personal interests and
doing what is best for the
beneficiary is essential to
the notion of a fiduciary

9 SEC v Chenery Corpn 518 US 80 (1943), at 85-86 per Frankfurter J, cited by the Privy Council in Re Goldthorp
Exchanges Ltd [1994] 2 All ER 806. See Pearce, Stevens & Barr, 2010, ‘The Law of Trusts and Equitable Obligations’,
5 ed. (Oxford University Press), p910. 10 We are grateful to David Howarth of Cambridge University for this
characterisation of the distinction. 11 Bristol and West Building Society v Mothew [1996] 4 All ER 698 12 Re Whiteley

[1886] LR 33 Ch D 347
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Box A: Fiduciary obligations and regulatory rules

Fiduciary obligations (case law)

Prudence:

“The duty of a trustee is ... to take
such care as an ordinary prudent

man would take if he were minded to
make an investment for the benefit
of other people for whom he felt
morally bound to provide.”"?

(Re Whiteley)

Loyalty

“The principal is entitled to the
single-minded loyalty of his fiduciary.
This core liability has several facets:
a fiduciary must act in good faith;

he must not make a profit out of

his trust; he must not place himself
in a position where his duty and his
interest may conflict; he may not act
for his own benefit or the benefit of
a third person without the informed
consent of his principal.”

(Bristol and West Building Society
v Mothew)

The FSA requires firms to “pay due

regard to the interests of [their]
customers”, and the Conduct of Business
Sourcebook (COBS) elaborates the ‘client’s
best interest rule’, stating that “A firm
must act honestly, fairly and professionally
in accordance with the best interests of
its client.”" Firms must also disclose their
conflicts of interest policy to retail clients
on request. Yet this seems to stop short

of the “single-minded loyalty” described
in Bristol and West Building Society v

FSA Principles

A firm must conduct its business with due
skill, care and diligence. (Principle 2)

A firm must take reasonable care to
ensure the suitability of its advice

and discretionary decisions for any
customer who is entitled to rely upon its
judgment. (Principle 9)

A firm must arrange adequate protection
for customers’ assets when it is
responsible for them (Principle 10)

A firm must conduct its business with
integrity. (Principle 1)

A firm must pay due regard to the
interests of its customers and treat them
fairly. (Principle 6)

A firm must manage conflicts of interest
fairly, both between itself and its
customers and between one customer
and another. (Principle 8)

Mothew. In a 1995 report on fiduciary
obligations and regulatory rules, the Law
Commission noted that the duty to ensure
‘fair treatment’ of customers is a lower
standard than the fiduciary obligation to
put customers first,'* and that “there are
many instances where regulatory rules
permit... a lower standard of conduct
than that required by fiduciary law.”"

13 FSA, Conduct of Business Sourcebook, 2.1.1 14 Law Commission, 1992, ‘Consultation Paper No. 124: Fiduciary
Duties and Regulatory Rules’ (HMSO), paras 4.3.4 & 4.4.2 15 Law Commission, 1995, ‘Fiduciary Duties and Regulatory

Rules’, (HMSO), para 1.8
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The act of putting aside one’s personal
interests and doing what is best for the
beneficiary is essential to the notion of

a fiduciary. Again, this core aspect of
fiduciary obligation is particularly relevant
to current debates about the status of
investment agents, which focus precisely
on how to ensure that agents are not able
to capture gains at beneficiaries’ expense.

Remedies

The fundamental principle that fiduciaries
may not take advantage of their position
for personal gain forbids them not only
from profiting at beneficiaries’ expense,
but also from deriving any unauthorised
profit from their fiduciary position,
whether or not their beneficiaries suffer
any loss.'® The legal remedy for breach
of fiduciary obligation is restitution

or disgorgement - the fiduciary must

give back any profit derived from the
breach. This remedy is more onerous
than restoration (where the offender
must ‘restore’ the situation as it was
before they committed the breach) or
compensation (where the offender must
compensate the victim for any loss they
suffered). Both of these latter remedies
leave open the possibility of ‘efficient
breach’, where the breach of duty still
benefits the offender even after the
remedy has been exacted (for instance,
where a breach of contract allows them
to enter into a new and more profitable
contract)."” By definition, this is not
permitted in the context of fiduciary
obligations. Again, this is highly relevant in
the context of the investment chain. Paul
Woolley observes that “managers have
limited liability either in the legal sense
or because the pattern of pay-offs enables

Although traditional
fiduciary structures may
have been left behind
by the changing world of
investment, the underlying
concept remains as relevant
as ever

them to participate in gains but to suffer
no losses.”'® Thus, unduly risky behaviour
can be profitable even if the interests of
ultimate owners are compromised.

As Woolley concludes, “the combination
of opacity and moral hazard is the nub
of the agency problem.”" Fiduciary
obligation speaks to both these problems,
and provides protection against them
which materially exceeds that offered by
regulatory rules and contractual rights.
Although traditional fiduciary structures
may have been left behind by the changing
world of investment, the underlying
concept remains as relevant as ever.

Achieving fiduciary standards in practice

The next question, then, is how these
concepts can be applied to today’s very
different marketplace. Based on the
characteristics of fiduciary relationships
discussed above, there appears to be

a strong prima facie case for regarding
anyone on whom savers rely for the
management of their money as a fiduciary.
Indeed, this view appears to be supported
by the Law Commission, which concluded

16 Pearce, Stevens & Barr op cit, page 945 17 ibid, page 955 18 Woolley P. 2010, op cit, p129 (online) 19 ibid, p129



“It is evident that in general a firm
advising a customer or making purchases
on a customer’s behalf will be acting in

a fiduciary capacity.”” But the analysis
cannot stop at whether a particular agent
is a fiduciary: it is vital to ask how fiduciary
standards of care can be achieved in
practice. Indeed, even where commercial
agents already describe themselves as
fiduciaries (e.g. UK asset managers) or
are regarded as such by law (e.g. US
investment consultants), it is questionable
whether these standards are truly being
met - particularly when it comes to the
distinguishing fiduciary duty of loyalty.

Conflicts of interest and the duty
of loyalty

The reality of a commercial investment
firm has the potential to create
innumerable conflicts - between the firm’s
shareholders and its clients, between

one set of clients and another, between
one part of the firm and another - which
are not easily resolved. This is not to say
that it is impossible for fiduciary duties to
apply in any commercial context: the law
increasingly recognises that remunerating
trustees may further beneficiaries’
interests, and there are examples where
the status of fiduciary and commercial
actor coincide, such as firms of lawyers or
trustee corporations.?' But it is difficult

to reconcile the strict standards expected
of fiduciaries with the sharply divergent
fortunes of savers and their intermediaries
seen in recent years - or with the conflicts
of interest which, in the aftermath of the
financial crisis, are increasingly recognised
as a key governance challenge.
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Addressing conflicts of interest

The potential for conflicts of interest to
arise in financial services was significantly
increased by the ‘Big Bang’ deregulation,
which allowed the development of large
conglomerates combining various different
services (e.g. asset management and
investment banking).?? Conflicts of interest
received much attention from legislators
and regulators after the dotcom bubble
burst,” and more recently in the aftermath
of the financial crisis. There is a wide
spectrum of possible approaches to the
problem, from ensuring that clients are
made aware of actual or potential conflicts,
to encouraging or requiring firms to have
procedures for identifying and managing
conflicts, to structurally eliminating conflicts
altogether by banning activities which give
rise to them.?* In contrast to some other
jurisdictions, the approach of UK regulators
has historically been light-touch, with
emphasis on a principles-based approach
and on dialogue with the industry rather
than on detailed rules and regulations.”
FSA rules do include requirements to
manage and disclose conflicts of interest -
including some imposed by European law
under ‘MiFID’? - but these are less stringent
than fiduciary duties.

One of the things that
distinguishes fiduciary
obligation is that it requires
conflicts to be not just
managed but, as a general
rule, avoided

20 Law Commission, 1992, op cit, para 2.47 21 The case of law firms may also provide a useful model for resolving
practical questions about where liability would rest if fiduciary duties were extended to commercial investment agents
and pension providers. Individual lawyers are fiduciaries and therefore are obliged to act as such, but liability for any
damages consequent upon breach of that obligation rests with the firm. A similar principle would seem appropriate in
the investment sphere. 22 See Law Commission, 1995, op cit, p1-2 23 Clark, K. (ed.), 2005/06, ‘Conflicts of interest:
Jurisdictional comparisons in the law and regulation for the financial services, auditing and legal professions’,
European Lawyer Reference, p iv-v 24 For a discussion of this see Law Commission, 1992, op cit, paras 4.1-4.4

25 Clark, K. (ed.), 2005/06, op cit, p vii, p44 26 European Directive 2004/39/EC, ‘Markets in Financial Instruments

Directive’, Articles 13(3) and 18
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One of the things that distinguishes
fiduciary obligation from the regulations
governing investment agents at large is
that it requires conflicts to be not just
managed but, as a general rule, avoided.?”
In his inaugural speech as Chairman of the
IMA, Douglas Ferrans did not shy away from
the implications of this for asset managers:

“We have to act responsibly, and where
necessary inform our conflicted parents
of our fiduciary duty to our customers.
If they don’t like it, it is clear they
should divest themselves of their asset
management businesses and only then
can the conflicts be conquered and the
behaviours altered!”*

This raises an important wider point: in
any review of the application of fiduciary
duties to commercial investment agents,
existing practices or organisational
structures must not be regarded as
sacrosanct. It may be concluded that a
firm’s proprietary trading is inconsistent
with its having fiduciary duties to its
clients, or that Chinese walls within a
firm are insufficient to ensure fiduciary
standards are met. This should not
automatically lead to the conclusion that
fiduciary obligations must fall by the
wayside. Rather, if fiduciary standards of
care are judged to be important for the
protection of savers, it may be necessary
to structurally eliminate these conflicts

- whether by regulatory changes to the
aggregations of services permitted within a
single entity, or by encouraging alternative
business models such as financial mutuals.

In an essay written before the financial
crisis, Sir Howard Davies, former
Chairman of the FSA, concluded that

such solutions could generally only be
found “at unacceptable cost”, and that
transparency was therefore the most
effective response to conflicts of interest
in the financial markets, with the onus

on investors and customers to act on the
information disclosed. However, he also
acknowledged that in some cases this
might not be a realistic expectation, and
explicitly highlighted pension savings as
one such case: “in these circumstances,
there is little that investors can do by way
of withholding their business, and, by the
time the effect of this conflict is evident,
it is likely to be too late for investors

to act.”” Arguably, fiduciary obligations
exist precisely to protect people who find
themselves in this situation. If fiduciary
standards of care are truly to be achieved
in practice, it is vital that no solutions are
treated as being ‘off-limits’ - even those
with far-reaching implications for the
business models of pension providers

and their agents.

If fiduciary standards
of care are truly to be
achieved in practice,
it is vital that no solutions
are treated as being
‘of f-limits’

27 Clark, K. (ed.) 2005/06, op cit, p46 28 Douglas Ferrans, Wednesday 9 June 2010, Speech to IMA Annual Dinner
29 Sir Howard Davies, ‘Conflicts of Interest for banks, auditors and law firms,’ in Clark (ed.) 2005/06, op cit



Below we examine whether and how
fiduciary obligations currently apply to
trustees’ key agents - asset managers and
investment consultants - comparing this
with other jurisdictions and asking whether
the current position is adequate. We also
consider the implications of this increased
delegation for trustees themselves. Finally,
we explore the situation for contract-
based pension provision, in which there
are no trustees at all. Throughout we give
particular consideration to conflicts of
interest.

Asset managers
The legal position

External asset managers are increasingly
responsible for many of the day-to-day
investment decisions formerly undertaken
by trustees. Yet there is no definitive legal
authority on the question of whether this
assumption of responsibility makes asset
managers fiduciaries in their own right.

It has sometimes been argued, for example
in the Freshfields Report (see Chapter

3), that “fiduciary duties do not apply
directly to fund managers or investment
consultants in typical circumstances,
because they do not act as custodians

of fund assets in the way that trustees
do.”*" But others hold that discretionary
investment managers are fiduciaries,*'
since “the client has an expectation that
the institution will place the client’s
interest above the interests of the
institution.”? This was certainly the view
taken by the Law Commission in the paper
that preceded its 1995 report.** We believe
this argument has considerable force.
Asset managers exercise control over
beneficiaries’ interests in circumstances
which make the beneficiaries heavily
dependent on their skill and good faith.
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Based on the criteria discussed above,
there are strong grounds to believe that
this relationship is a fiduciary one, and that
this would be confirmed were the issue

to be tested in court. Asset managers are
also regarded as fiduciaries in some other
jurisdictions, such as the United States
(see Box B).

Asset managers exercise
control over beneficiaries’
interests in circumstances
which make the beneficiaries
heavily dependent on their
skill and good faith

Even if asset managers are not fiduciaries
in their own right, the Freshfields report
concludes that they “are often effectively
subject to the same obligations as trustees
regarding their decision-making”*,
through legislation, the law of negligence
or their contractual relationships with
trustees. For example, fund managers
exercising delegated investment powers for
trustees are required by UK law to comply
with the same regulations as trustees,*
including requirements to have regard

to the need for diversification and to act
in beneficiaries’ best interests.¢ But this
does not have quite the same effect as the
asset managers being treated as fiduciaries
in their own right under common law. As
discussed above, the remedies for breach
of duty are quite different. In addition,
under contract the asset manager’s duty
remains to the trustees only, since the
manager has no contractual relationship
with the beneficiaries directly.

30 UNEP Fl, 2005, ‘A legal framework for the integration of environmental, social and governance issues into
institutional investment,’ p85 31 See for example S Willey, ‘Investment Management and fiduciary duties’, in Law
and Regulation of Investment Management [full citation in Freshfields], p237 32 Keith Clark (ed.), 2005/2006, op
cit, p iv 33 Law Commission, 1992, op cit, paras 2.4.7 & 2.4.14 34 UNEP FI 2005, op cit, p85 35 Pensions Act 1995,
s36 as amended by Pensions Act 2004, s245 36 The Occupational Pension Schemes (Investment) Regulations 2005, SI

2005/3378, regulations 4(2) and 4(7)
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The division of responsibilities between
trustee and asset manager is not entirely
clear. The Pensions Act 1995 states that
trustees cannot limit their own liability for
breach of their duty of care by delegating
to asset managers.?’ Trustees will only
avoid liability for fund managers’ actions
if they (or the person who appointed the
manager on their behalf) have taken all
reasonable steps to satisfy themselves
that the manager has the appropriate
knowledge and experience, and is carrying
out his work competently.*® In other words,
trustees can delegate their powers, but
not their fiduciary responsibilities. As the
Freshfields Report notes, this issue has

not yet been tested in the courts;* there
has also been no official guidance on its
practical application. This means there is
considerable uncertainty over where the
trustee’s responsibilities end and the asset
manager’s begin. This is explored further
on pages 45-46.

Box B: International comparisons -
the United States

In the United States, ERISA explicitly
states that fiduciary liability attaches
not only to trustees but also to
anyone exercising discretion over
plan assets. As such, asset managers
have direct fiduciary obligations, and
the appointment of asset managers is
itself a fiduciary function.®

The situation in practice

Asset managers routinely describe
themselves as ‘fiduciaries’, and the
Chairman of the Investment Management
Association (IMA) has also used this

term.*" But does this entail a sophisticated
understanding of the various common-law
fiduciary duties, such as loyalty, impartiality
and prudence, or is it simply a byword for

a duty of care to clients? At our second
seminar, one former fund manager said,

“There was an idea that you had to
understand your clients’ attitude to
risk, and you had to make sure that
the portfolios were managed in a way
that was consistent with that attitude
to risk.”

Yet this duty is articulated in FSA
regulations* and applies to all financial
intermediaries. As discussed above, it stops
well short of the strict duty of loyalty
demanded of fiduciaries. Asset managers
generally do not appear to regard their
‘fiduciary’ status as requiring them to
‘put their clients first’ at all times. For
instance, the chairman of a major UK
asset manager was recently quoted as
saying “what matters most are the best
interests of [the firm], its shareholders,
its staff and its other stakeholders.”* It is
interesting to note that the best interests
of clients and their ultimate beneficiaries
are not given any explicit priority in this
list. Likewise, the minimal nature of
some asset managers’ disclosures under
the Stewardship Code regarding conflicts
of interest (see below) jars somewhat
with the self-description of many asset
managers as ‘fiduciaries’, suggesting that
this may not always entail a sophisticated
understanding of the distinguishing
fiduciary duty of loyalty.

37 Pensions Act 1995: Section 33(1) 38 Pensions Act 1995: Section 34(4) 39 UNEP FI 2005, op cit, p84 40 ERISA § 3(38),
29 USC § 1002(38), cited in UNEP-FI, 2005, op cit, pp107-108 41 Douglas Ferrans, Wednesday 9 June 2010, Speech

to IMA Annual Dinner 42 FSA, Principles for Businesses: Principle 9 43 Responsible Investor, 3 Feb 2011, ‘Corporate
governance and sustainability specialist loses support for board control’



Conflicts of interest

Douglas Ferrans has suggested that the
industry should do more to “challeng[e]
the excessive intermediation that is
creeping into the system... [which] often
manifests itself in conflicts of interest
which clearly act against our customers’
interests.”* Referring to asset managers
as fiduciaries, he implicitly acknowledged
that the industry was failing to fulfil its
fiduciary responsibilities, saying that
agents had too often “unwittingly placed
their own interests ahead of those of
their clients.”®

For instance, many asset management
firms are owned by banks and insurance
companies who have their own business
relationships with investee companies,
often commercially more significant to

the parent company than the interests

of its asset management arm. This may
unduly influence asset managers’ decisions,
or discourage them from speaking out
about poor corporate governance.

Principle 2 of the UK Stewardship Code
requires institutional investors to have a
‘robust policy’ for managing conflicts of
interest: the guidance states

“An institutional investor’s duty is to

act in the interests of all clients and/or
beneficiaries when considering matters
such as engagement and voting. Conflicts
of interest will inevitably arise from
time to time, which may include when
voting on matters affecting a parent
company or client.”*
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Yet, when FairPensions conducted a survey
of asset managers’ disclosures under the
Stewardship Code, conflicts of interest
policies were one of the weakest areas

of disclosure. Less than a third of asset
managers provided what the researchers
considered a ‘robust’ conflicts of interest
policy; some restricted disclosure to

a generic statement that any conflicts
would be resolved in the interests of the
shareholding client, without any indication
of how this was to be achieved.*” Conflicts
policies should be detailed and meaningful
(see Box C), and dynamic rather than
static, allowing for the impact of new
products and structures. It would be
helpful for the FRC to emphasise the
importance of managing conflicts of
interest in future work on the Stewardship
Code, and to remind asset managers of

its relevance to the fulfilment of their
fiduciary duties.

When FairPensions
conducted a survey of
asset managers’ disclosures
under the Stewardship
Code, conflicts of interest
policies were one of the
weakest areas

44 Douglas Ferrans, Wednesday 9 June 2010, Speech to IMA Annual Dinner, p3 45 ibid, p4 46 FRC, 2010, ‘The UK
Stewardship Code’, p5 47 FairPensions, 2010, ‘Stewardship in the Spotlight,” p9
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Box C: Key elements of

a conflicts policy

« Specifies specific ways in which a
conflict may arise in the particular
organisation

« Specifies the procedures in place
for managing such conflicts to
include:

« rules on gifts and entertainment

« internal staff training on conflicts
of interest

» maintenance of conflicts register

« procedure for the voting of shares
held in the manager’s parent
company

« rules on personal share dealing
by staff

» Chinese Walls and other
procedures to control the
exchange of information

(Source: FairPensions, 2010,
‘Stewardship in the Spotlight’)

Recommendation: The FSA/FCA should
remind asset managers of their fiduciary
status and of the fact that this may entail
stricter obligations than those imposed
by regulatory rules. It should also seek

to improve firms’ understanding and
application of fiduciary obligations, with
a particular focus on the prevention,
management and disclosure of conflicts
of interest.

Investment consultants
The legal position

Investment consultants are clearly

in a slightly different position from

asset managers since, while asset
managers exercise direct discretion over
beneficiaries’ assets, consultants merely
advise. At first glance, the case for
extending any sort of fiduciary obligation
to investment consultants would therefore
seem less strong. Yet fiduciary duty need
not only arise when someone has been
entrusted with another’s assets, but in any
situation where they are entrusted with
their interests, or directed to act on their
behalf (see Chapter 1).

Some of the arguments about consultants’
duties - for instance, the extent to which
they have indirect duties by virtue of their
contracts with trustees - are similar to
those for asset managers. The fiduciary
obligation remains firmly with the
trustees who must still exercise their own
judgement based on the advice received

- the courts are clear that trustees may
not simply ‘outsource’ their judgement

to advisors.” Once again, there is little
explicit authority on whether consultants
have fiduciary duties in their own right

- although the Law Commission appears
to take the view that giving investment
advice is a fiduciary function.”

Fiduciary duty need not
only arise when someone
has been entrusted with
another’s assets, but in
any situation where they
are entrusted with their
interests

48 See for example Martin v City of Edinburgh District Council, 1988 SLT 329, 1988 SCLR 90 49 Law Commission, 1992,

op cit, para 2.4.7 and 2.4.14



In addition, the relationship between
trustees and investment consultants would
seem to fulfil the criteria of vulnerability
and dependence which have been said to
characterise the fiduciary relationship.
Pension trustees are under a statutory
obligation to obtain and consider the
written advice of investment consultants
when preparing or revising their Statement
of Investment Principles.*® Their duty

of prudence will also normally require
them to take advice in connection with
other key functions, such as the selection
and monitoring of fund managers. As

the Myners Report observed, trustees

“do not in general seem to be drawn

from the ranks of those experienced in
investment” and as a result “rely heavily
on professional advice.”' Moreover, they
are reliant on a relatively small pool of
authorised firms, which potentially renders
them more vulnerable.

A decade later, these observations still
hold. Where trustees are not in a position
to challenge the recommendation of

their investment consultants, those
consultants wield enormous influence

over the exercise of trustees’ powers of
investment. As such, they could be said to
be exercising fiduciary functions. Indeed,
the relationship between investment
advisor and client is already recognised as
a fiduciary one in the United States (see
Box D). Many of the largest UK consulting
firms are subsidiaries of US companies; the
legal implications of this for their fiduciary
status have yet to be fully considered.
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Where trustees are not
in a position to challenge
the recommendation of their
investment consultants,
those consultants wield
enormous influence

50 The Occupational Pension Schemes (Investment) Regulations 2005, SI 2005/3378, regulation 2(2) 51 Myners, P. 2000,
‘Institutional investment: A consultation paper’ (HM Treasury), p4 52 Myners, P. 2001, ‘Institutional investment in the

United Kingdom: A review’ (HM Treasury), paras 29-33
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Box D: International comparisons -
the United States

In the US, it is generally accepted
that investment consultants are
fiduciaries under the Investment
Advisers Act 1940. Although the Act
does not explicitly use the term
‘fiduciary’, the Supreme Court has
held that it reflects “the delicate
fiduciary nature of an investment
advisory relationship”, and was
intended to “eliminate, or at least
to expose, all conflicts of interest
which might incline an investment
adviser - consciously or unconsciously
- to render advice which was not
disinterested. ”>* More recently,

the North American Securities
Administrators Association has
recommended the extension of
fiduciary duties to all those offering
investment advice, including
broker-dealers.**

The SEC focuses on ensuring that any

conflicts of interest are clearly exposed

to clients (for instance, if an advisor

recommends securities in which he has

a proprietary interest), that potential
conflicts are identified and managed

internally, and that advisors always act

in the utmost good faith according to
what is best for their client.

Yet, in a 2006 speech to the industry,
Lori Richards of the SEC expressed
concern that “the application of
fiduciary duty is not as embedded in
many firms’ cultures as it could be ...
I’m far from certain that all advisory
firms understand their fiduciary
obligations, and how they apply in the
context of their own operations.’>>
Richards went on to stress the
importance of the identification,
disclosure and management of
conflicts of interest.

Thus, the US experience confirms

that it is possible to extend fiduciary
obligations to investment consultants
- but it also confirms the need to go
beyond the fiduciary label. Extending
fiduciary obligations will not, by itself,
necessarily lead to higher standards of
care. Prevailing industry culture and
enforcement of legal duties are both
crucial in this respect.

53 SEC v Capital Gains Research Bureau, Inc 375 U.S. 180 54 North American Securities Administrators Association, 2
Feb 2011, ‘NASAA’s Pro-Investor Legislative Agenda for the 112th Congress’, p3, available at www.nasaa.org/content/
Files/2011_Legislative_Agenda.pdf 55 Lori A Richards, February 27, 2006, ‘Fiduciary Duty: Return to First Principles’
(Speech to Eighth Annual Investment Adviser Compliance Summit)



The situation in practice

Unlike asset managers, UK investment
consultants do not generally appear to
regard themselves as fiduciaries. This
perhaps reflects the general preoccupation
with the duty of prudence arising from
control over someone’s assets, as opposed
to the duty of loyalty arising from control
over their interests.

The nature of the fiduciary relationship
encourages a sense that trustees remain
in the driving seat. This is problematic
when trustees are heavily reliant on
consultants’ advice due to their greater
expertise: again, the site of obligation
does not match the site of decision-
making, which potentially leaves a
vacuum of responsibility. This may

pose particular problems for smaller
schemes, who are often forced to rely

on commoditised investment advice and
receive a lower standard of care than
larger clients. They may also be less able
to challenge the advice they receive. A
recent OECD paper expressed concern that
small schemes “may be more exposed to
conflicts of interest and be at the mercy
of consultants and external advisors who
may lead them to make risky investments
that they may not fully understand.”®
The confirmation of direct fiduciary
obligations on consultants might offer
some protection for trustees who are in a
weak position to ensure the good faith and
diligence of their advisors in other ways.
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Conflicts of interest

There is ample scope in practice for an
investment consultant’s duty to act in the
best interests of their client to come into
conflict with their interests. For instance,
it may not always be in consultants’
interests to help schemes control costs; on
the contrary, they may well benefit from
recommending more complex investment
approaches and services than are really
necessary or suitable for the scheme in
question. There is evidence that pension
schemes’ investment approaches have
become significantly more complex in
recent years - for example, the average
externally managed pension scheme has
nine mandates, compared to just three a
decade ago.”” This trend has cost pension
funds up to a third extra in management
fees, and has also increased the fees
paid to consultants due to the higher
number of manager selection processes.>®
It is questionable whether this increased
complexity has been value for money in
terms of improved performance.

Recommendation: The FSA/FCA should
confirm that investment consultants are
fiduciaries in relation to their clients
and should work to ensure that these
obligations are understood and applied in
practice, with a particular focus on the
prevention, management and disclosure
of conflicts of interest.

56 Stewart, F. and J. Yermo (2008), ‘Pension Fund Governance: Challenges and Potential Solutions’, OECD Working
Papers on Insurance and Private Pensions, No. 18, OECD publishing; p13 57 The WM Company, 2010, cited in Lane Clark
& Peacock, 2011, Investment Management Fees Survey, p13. 58 Ibid, p14
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Box E: Small schemes

Aside from their reliance on
commoditised advice, smaller
schemes and their members

may suffer from various other
disadvantages compared to larger
schemes. For instance, they may
receive less full reporting from their
asset managers or be told that their
fees are insufficient for the asset
manager to engage with companies
on their behalf; they will be more
likely to invest in pooled funds,
thereby losing rights to instruct on
how their shares should be voted;
and they cannot take advantage

of economies of scale, resulting in
higher per member unit costs.

Costs per member of scheme
administration have been shown
to be more than twice as high
for schemes with less than 2,000
members as for those with more
than 10,000 members.*’ Recent
DWP research found that the mean
annual cost of employing asset
managers was £96 per member
for schemes with less than 100
members and £59 for those with
more than 10,000 members;
independent financial advisors

were over eleven times more expensive
per member for the smallest schemes
compared to the largest.® In addition,
as recently noted by The Pensions
Regulator, “survey evidence suggests
that the smallest schemes are less likely
to benefit from good governance. '

In 2010 there were 44,000 DC schemes
with less than 12 members. These
schemes accounted for over 90% of all
schemes but just 5% of all members.®
Given the governance challenges and
higher costs faced by these schemes,
it is difficult to see how their trustees
are truly able to act in members’ best
interests. In addition, a smaller number
of larger schemes would clearly find

it easier to devote resources to good
quality member engagement and
communication (see Chapter 5).

Recommendation: Small pension
schemes should be encouraged and
enabled to consolidate, bearing in

mind the per member unit costs of
running small schemes and the generally
higher quality of scheme governance
and member communications in larger
schemes.

Trustees exist not
just to make sensible
investment decisions
but to single-mindedly
champion and defend
beneficiaries’ interests

59 Capita Hartshead, 2010, 17th Annual Pensions Scheme Administration Survey. 60 DWP, 2010, ‘Working Paper 91,
Pension Scheme Administration Costs’, p6 61 TPR, February 2011, ‘Enabling good member outcomes in work-based
pension provision’, para 11 (p7) 62 TPR, 2010, ‘DC Trust: A presentation of scheme return data’, p 4



Implications for trustees

It is often suggested that investment
agents have less stringent duties to
‘sophisticated’ institutional investors than
to ‘unsophisticated’ private individuals.
Yet, as we have seen, the relationship
between trustees and their agents shares
some of the features of that between
beneficiary and trustee - particularly in
relation to the key fiduciary characteristic
of dependency. This problem was identified
by Lord Myners ten years ago, leading to
an intensified focus on trustee knowledge
and understanding. Others have responded
to this challenge by turning to ‘fiduciary
management’ (see Box F). But this raises
deeper questions about the value added by
trustee oversight.

The answer to such questions perhaps
lies once again in the duty of loyalty.
The trustee is ideally an unconflicted
individual who owes a duty of undivided
loyalty to the beneficiaries. This is not to
say that trustees themselves are always
free from conflicts: employer-nominated
trustees often face conflicts when a
decision must be taken which affects the
sponsoring employer; likewise, member-
nominated trustees may face conflicts in
relation to their duty of impartiality, being
predisposed to favour beneficiaries of a
similar age and gender to themselves.®
The Pensions Regulator has devoted
significant attention to ensuring that
these conflicts are properly managed,*
and acknowledges there may be more

to do.®® Having said this, most trustees
are largely free of conflicts in relation
specifically to their investment functions.
In this regard, trustees exist not just to
make sensible investment decisions but
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to single-mindedly champion and defend
beneficiaries’ interests in a way that a
commercial investment agent, however
well-intentioned, may be unable to do.

Box F: Fiduciary management

The term ‘fiduciary management’

is used to refer to a range of
approaches involving the delegation
or outsourcing of day-to-day scheme
management, including asset
allocation. The approach originated
in the Netherlands in the early
2000s, and has been generating
increasing international interest:
total UK pension fund assets run
under fiduciary management have
been predicted to more than double
to £35bn (3.8%) by the end of 2011.%
Concerns have been raised, including
by the OECD, that “it is unclear
whether commercial providers can
manage the conflicts of interest
inherent to such activities. ™’

More recently there has been some
debate over the utility of the term,
including suggestions that the ‘first
wave’ of fiduciary management,
where too much was delegated to
managers, has been superceded

by a new model focussing more on
transparency and good governance.®
Yet the term itself highlights the
challenges this trend presents for
the fiduciary framework: trustees
are delegating more and more of
their traditional fiduciary functions
to actors who do not share their
fiduciary responsibilities.

63 Stewart, F. and J. Yermo, 2008, op cit, p25 64 See for example TPR, 2007, ‘Governance of work-based pension
schemes’ 65 www.thepensionsregulator.gov.uk/guidance/guidance-conflicts-of-interest.aspx, accessed on 24 Feb 2011
66 Pensions Week, 7 Feb 2011 (No. 688), ‘Fiduciary assets to rise twofold in 2011’. 67 Stewart, F. and J. Yermo, 2008,
op cit 68 See for example IPE, 10 Feb 2011, ‘German investors ‘misunderstand’ fiduciary management’; 23 Feb 2011,
‘Ambiguity of fiduciary management borders on ‘ridiculous’, consultants say’
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Scrutinising and monitoring investment
agents is therefore absolutely central to
the continuing role and value of trustees
in the twenty-first century. Indeed, The
Pensions Act 1995 makes clear that, in
order to fulfil their duty, trustees must
monitor their managers on an ongoing
basis.®” Most trustees undoubtedly do

see their fiduciary role in these terms.
However, there does appear to be a
perception in some quarters that receiving
quarterly performance reports is sufficient
to fulfil this responsibility. It is a common
experience for pension fund members who
contact their trustees about an investment
issue to be told simply that such decisions
are delegated to fund managers, as if

the trustees have thereby washed their
hands of the matter. Some fund members
have even been told that trustees’ duty
prohibits them from interfering with their
fund manager’s discretion in response to
members’ concerns. Arguably, the reverse
is true: trustees’ fiduciary obligation
consists precisely in continuing to ensure
that fund managers are acting consistently
in members’ interests.

Knowledge and understanding of
investment matters, while crucial to
enabling trustees to play this role, is not
the only factor. Some trustees present

at our seminars felt that the training
available to them was insufficiently
focussed on the skills needed to monitor
and challenge their asset managers when
appropriate - and, indeed, that much

of the training available was provided

by agents who themselves had little
interest in improving trustees’ capacity

in this area. Some also felt that member-
nominated trustees (MNTs) were too often
sidelined from investment decision-making
and given insufficient support to play a

robust and challenging role. Just as the
Walker Review considered the balance
between independence and expertise on
the boards of financial institutions,’” so
perhaps it is time to ask how the same
balance can be achieved on the boards
of pension schemes.

Recommendation: Trustees should seek
to avoid and manage conflicts of interest
not just within the trustee board itself,
but also among their service providers.
In particular, funds should request
information regarding the policies their
asset managers and consultants have in
place to ensure that specific relevant
conflicts are properly managed.

Recommendation: TPR should take
steps to ensure that the training
available to trustees on the critical
matter of monitoring asset managers

is sufficiently robust and independent.
There is also a role for trade unions in
providing continued support for member-
nominated trustees.

Trustees’ fiduciary
obligation consists precisely
in continuing to ensure that
fund managers are acting
consistently in members’
interests

69 Pensions Act 1995, Section 34(4). On this see also Scanlan, ‘Socially Responsible Investment by Charities and
Pension Schemes”, Charity Law and Practice Review, Volume 9, Issue 1, 2006, p50 70 Walker, Sir D., 2009, ‘A review of
corporate governance in UK banks and financial industry entities’



An increasing proportion

of pension savings are passing

out of the fiduciary sphere
altogether

Contract-based pension providers

In 2009, while 3.3 million people

were active members of trust-based
occupational pension schemes, 3 million
were members of contract-based
workplace pension arrangements such

as group personal pensions.”' These
arrangements are provided by insurance
companies and governed by contractual
relationships with those companies: there
are no trustees. This figure does not
include the millions of people saving for
their retirement as individuals rather than
through their workplace, by purchasing
pension products directly from insurance
companies (individual personal pensions).
Insurance companies are increasingly
dominating UK pension provision, with
trust-based schemes a dwindling proportion
of the market: an increasing proportion of
pension savings are therefore passing out
of the fiduciary sphere altogether.

The arrival of NEST - which is expected

to become the UK’s largest pension
scheme - does at least suggest that
trust-based pensions will not disappear
altogether. Nonetheless, the debate about
pension funds’ fiduciary obligations may
soon become academic if it does not
address this trend. There is also a danger
that the split between trust-based and
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contract-based provision creates a more
or less arbitrary distinction between the
protections enjoyed by one pension saver
and the next, simply by virtue of the form
of their pension arrangements (which are
rarely under their control). This applies
both to the duties to which providers

are subject, and to the structures in
place to ensure beneficiaries’ interests
are protected. It appears to be generally
accepted that contract-based pension
providers do not have fiduciary duties,
either directly or indirectly.’? Savers

are protected only by their contractual
relationship with the provider and by the
enforcement of FSA rules - which, as we
have seen, are less stringent than fiduciary
obligations. Meanwhile, the absence of
trustees may lead to an accountability
gap or ‘governance vacuum’: as a recent
OECD paper put it, “contract-based DC
plans and personal pension arrangements
are not usually run by a governing board
that caters exclusively to the interest of
members and beneficiaries.””?

This uneven legal framework has
implications not just for insurance
companies themselves, but for the agents
who act on their behalf. For instance, if
one takes the Freshfields view that the
agents of trustees are contractually bound
to uphold trustees’ fiduciary duties but are
not fiduciaries in their own right, an asset
manager employed by an occupational
pension scheme may be held to a higher
standard of care than the same asset
manager employed by an insurance
company.

71 The Pensions Regulator, 2011, ‘Enabling good member outcomes in work-based pension provision’, p12 72 See for
example TPR, 2011, ‘Enabling good member outcomes in work-based pension provision’, p33 73 Stewart, F. and J.

Yermo, 2008, op cit
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This seems intuitively unfair. The basic
relationship at work is the same for all
forms of pension saving, whether trust-

or contract-based: one person’s assets are
entrusted to another for the purpose of
providing them an income in retirement.
Insurance companies may see their
individual personal pension products as
nothing more than tax-efficient savings
vehicles which should not subject them to
any duties beyond the contract between
provider and client. But here too, as with
asset managers and consultants, the general
characteristics of a fiduciary relationship

- discretion, dependence and vulnerability -
do seem to be present. Insurance companies
undoubtedly fall under the category of those
“advising a customer or making purchases
on a customer’s behalf” whom the Law
Commission held to have fiduciary duties. 7
As such, there would seem to be a strong
case for saying that the relationship
between insurance company and pension
saver is, in fact, a fiduciary one, and that
fiduciary-like obligations should apply more
consistently across the market. This is the
situation in many countries where trusts do
not exist as a legal form, including Spain,”
Germany,’® Italy’”” and South Africa (see
Box G).

The basic relationship
at work is the same for all
forms of pension saving,
whether trust- or contract-
based: one person’s assets
are entrusted to another
for the purpose of
providing them an income
in retirement

Box G: International comparisons -
South Africa

In South Africa, pension funds are not
established under trust but are legal
persons in their own right. Save for
a few specific exceptions, all South
African pension funds are subject

to the same legislative regime.

This contrasts with the UK position
whereby occupational and personal
pensions have different legal status,
are subject to different legislation
and are overseen by different
regulators.

All pension funds are required by
statute to have a board of members
whose object is to administer the
fund and whose role is similar to that
of trustees in the UK. These board
members are required by legislation to:

« take all reasonable steps to ensure
that the interests of members are
protected;

« act with due care, diligence, skill
and faith;

« avoid conflicts of interest;

« act with impartiality in respect of
all members and beneficiaries.’”®

This demonstrates that fiduciary
duties and trust-based governance
structures can be replicated outside
of the trust-based setting - although,
as already indicated, it is important
to go beyond such legal structures
and consider how governments can
ensure that fiduciary standards of
care are met in practice.

74 Law Commission, 1992, op cit, para 2.4.7 75 See UNEP-FI, 2005, op cit, pp75-76 76 German Investment Act 2004
77 Leg Decree No 58, 1998, Articles 21 & ff & 33 & ff 78 Section 7C, The Pension Funds Act 1962



Workplace arrangements

In workplace contract-based pension
arrangements, insurance companies do
not have contractual relationships with
trustees which could be said to give rise
to ‘indirect’ fiduciary obligations. Instead,
the insurance company has contractual
relationships with each individual saver.
Generally, there is no contractual
relationship with the employer.

The employer is responsible for choosing
the provider and selecting the fund options
offered to members. Yet employers are not
subject to any fiduciary duties to look after
members’ interests when carrying out this
function.” Moreover, the intermediaries
who advise them on these decisions
(usually Independent Financial Advisors or
employee benefit consultants) are entirely
unregulated save for their contractual
relationship with the employer.®

Some employers are voluntarily seeking

to replicate the governance structures of
a trust-based scheme: research by TPR
found that around half had established
‘management committees’, although
these were often informal with limited
clarity over their role.?' Indeed, expanding
the fiduciary duties of employers and
encouraging the establishment of
management committees have both been
suggested as avenues for legal reform

to tackle the ‘governance vacuum’ in
contract-based schemes.?’ However, there
are limits to this approach. Auto-enrolment
will bring 1.3 million employers under an
obligation to enrol their employees into

a pension scheme,® many of them small
employers who may lack the skills or
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Given the complexity
of investment matters and
the long horizon of pension
matters, expectations [that
market forces will lead to
efficient outcomes] may
seem unwarranted

capacity to take on this paternalistic role
and would be likely to resist additional
obligations. Focussing on the role of the
employer may not remove the need to
examine the governance and duties of the
pension providers themselves.

Individual personal pensions

In the second category of contract-

based pension arrangements, there is no
employer at all. An individual pension saver
who buys a pension product direct from
Aviva or Standard Life is in a very different
position from a member of a workplace
pension scheme. On the one hand, it could
be argued that since these individuals
exercise consumer choice over their
provider and product, they are less reliant
on their agents than members of workplace
arrangements and therefore less deserving
of strong protections. On the other hand,
the absence of any structures through
which their interests are represented

and defended in decision-making has the
potential to make them more vulnerable,
particularly given the information
imbalances between consumers of complex

79 Stewart, F. and J. Yermo, 2008, op cit. 80 TPR, 2007, ‘Governance of work-based pension schemes’, para 12.18
81 TPR, Jan 2008, ‘DC Research: Data on the occupational DC landscape plus results of independent research’. p27
82 See for example Stewart, F. and J. Yermo, 2008, op cit., pp29-30 83 Johnson, P., D. Yeandle & A. Boulding, Oct
2010, ‘Making automatic enrolment work: A review for the Department for Work and Pensions’ (DWP), para 6.2.1
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financial products and their providers.
As an OECD paper has observed, “Given
the complexity of investment matters
and the long horizon of pension matters,
expectations [that market forces will
lead to efficient outcomes] may seem
unwarranted.

Extending stronger duties to retail
pension providers has been suggested as
the equivalent of enhanced duties for
employers in workplace arrangements.®
Certainly, there would be value in greater
legal certainty about the nature of these
providers’ duties. Other options include
strengthening the role of regulators and
establishing more independent governance
structures. This does not necessarily mean
replicating trust-based structures. One
interesting precedent in FSA rules is the
requirement for a firm, when undertaking
the reattribution of its inherited estate,
to appoint a ‘policyholder advocate’

to negotiate with the firm on behalf of
relevant policyholders. The advocate
must be free from conflicts of interest
which might prejudice the interests

of policyholders, and the appointment
process should include an ‘independent
element’, such as consultation with
representative groups of policyholders.®
This model might have potentially broader
application to more routine decisions,

for instance through the establishment

of standing ‘policyholder committees’.

Conflicts of interest

Despite their crucial role in today’s
pensions landscape, there has been

little public discussion about conflicts of
interest in the particular case of insurance
companies acting as retail pension
providers. These providers are as prone

to conflicts as any other: for example,
conflicts may arise at an institutional level

between policyholders and shareholders,
or at an individual level through activities
such as personal share-dealing. According
to a recent OECD paper,

“Conflicting interests are at the heart
of many of the complaints often heard
about defined contribution plans, from
high fees to unsuitable investments and
poor performance. While improving
members‘ financial education and
enhancing disclosure can help overcome
some of the more blatant cases of abuse,
it is highly unlikely to eliminate the
massive information gap between
private pension providers and individual
plan members. ™’

Some conflicts, such as self-dealing or
cross-selling of different products to plan
members, can be dealt with by regulations.
For instance, pension providers in countries
such as Portugal and Poland are subject

to restrictions on investments in entities
relating to the pension provider.® Others
may be dealt with by the implementation
of appropriate codes of conduct regarding
conflicts of interest. In the UK, the
Stewardship Code might be a starting point
for such an approach. The Stewardship
Code expressly states that the ‘institutional
shareholders’ to which it is relevant include
“pension funds, insurance companies,
investment trusts and other collective

Given their increasing
dominance when it comes
to looking after people’s
savings, active efforts
should be made to bring
insurance companies into
the stewardship debate

84 Stewart, F. and J. Yermo, 2008, op cit. 85 Stewart, F. and J. Yermo, 2008, op cit 86 FSA COBS 20.2.42R - 20.2.52G
87 Stewart, F. and J. Yermo, 2008, op cit 88 Stewart, F. and J. Yermo, 2008, op cit



investment vehicles.”® Yet so far insurance
companies have remained marginal to
discussions about the Code, which have
focussed largely on asset managers and
occupational pension funds. At time of
writing, 24 asset owners had signed up

to the Code, almost all of them pension
funds: the only contract-based providers
to have done so were Equitable Life and
the Pension Insurance Corporation.®

Given their increasing dominance when it
comes to looking after people’s savings,
active efforts should be made to bring
these providers into the stewardship
debate. Further work is also needed both
on the prevention and management of
conflicts of interest and on contract-based
pension governance more generally.

Recommendation: As part of a wider
review of fiduciary obligation, the
government should review the legal
obligations that apply to contract-

based pension providers, with the aim

of ensuring that standards of care and
accountability mechanisms are consistent
across the market.

Regulatory issues

The split between the legal duties

of trust- and contract-based pension
providers is more or less matched by a
split in regulatory supervision. Trust-
based occupational pension schemes are
overseen by The Pensions Regulator, which
focuses on ensuring good governance and
protecting members’ benefits. TPR also
has some responsibility for work-place
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personal pensions, shared with the FSA.
Individual personal pensions, and the
insurance companies which provide them,
are regulated solely by the FSA.

Historically, the FSA’s enforcement has
tended to emphasis ‘point of sale’, ie.
preventing mis-selling and ensuring that
firms recommend suitable products to
their clients, rather than on continuing
investment governance. From 2004/05

the FSA attempted to move beyond this
approach with its ‘Treating Customers
Fairly’ initiative,’’ but more recently it has
acknowledged that this approach remained
too reactive and largely failed to deliver
improved outcomes for consumers.*?

Its new consumer strategy focuses on
proactive early intervention,” an approach
that looks likely to continue under the
new Financial Conduct Authority.* Yet it
remains unclear whether this focus on
early intervention will be matched by an
enhanced focus on continuing intervention
regarding investment governance and
conflicts of interest. These issues do not
generally appear to be seen as part of

the consumer protection agenda, despite
their significant implications for savers.
For instance, it is disappointing that the
recently-published FSA rule requiring
disclosure of a firm’s commitment to the
Stewardship Code did not extend to firms
acting for individual retail clients, on the
basis that these customers had “limited
potential... to direct the stewardship
practices of asset managers.”” There is
thus a danger that individual retail clients
may have neither a fiduciary champion
within the governance structure of

their pension provider, nor a regulatory
champion outside that structure.

89 www.frc.org.uk/corporate/investorgovernance.cfm , accessed 15/03/11 90 www.frc.org.uk/corporate/
stewardshipstatements.cfm#Asset_owners, accessed 15/03/11. The FRC has confirmed that signatories such as

HSBC, The Co-operative and Aviva relate only to these firms’ asset management arms, and not their capacities as
retail pension providers. 91 See for example FSA, July 2006, ‘Treating Customers Fairly: Towards Fair Outcomes for
Consumers’ 92 Speech by Hector Sants, 12 March 2010, available online at http://www.fsa.gov.uk/pages/Library/
Communication/Speeches/2010/0312_hs.shtml 93 See FSA, March 2010, ‘FSA CEO outlines new conduct regulation
strategy’; see also FSA, Jan 2011, ‘Discussion Paper DP 11/1: Product Intervention’ 94 See HM Treasury, Feb 2011, ‘A
new approach to financial regulation: Building a stronger system’ 95 FSA, Handbook Notice 104, November 2010, p20
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The current review of financial regulation
offers an opportunity to ensure that
consumer protection is consistent across
the pensions market, that there is a

level playing field between different
types of pension provision and that the
interests of individual pension savers in
good investment governance do not fall
between the cracks of different regulators’
priorities. The government’s recent
consultation paper was encouraging in this
respect, commenting:

“It is important to remember that,

in many wholesale markets, retail
consumers have as much of an interest
in the quality of wholesale conduct
regulation as institutional investors

or corporate clients, given that this is
where their savings and pensions are
ultimately invested. Dealing with these
interactions and linkages will be part
of the FCA’s role as an integrated
conduct regulator.”*

Recommendation: The Treasury should
take the opportunity presented by the
current review of financial regulation
to ensure that the regulatory structure
is streamlined and delivers equal levels
of protection to all pension savers
regardless of the form of their pension
arrangements.

Conclusion

If fiduciary obligation exists to govern

those who are entrusted with another’s
interests, then asset managers, investment
consultants and insurance companies are
the fiduciaries of the future. Increasingly,
these are the actors taking the investment
decisions which will determine people’s
well-being in retirement. There is an urgent
need for government to take stock of the
existing framework, which has evolved in

a more or less ad hoc way, and to consider
how to ensure that all pension savers,
whoever their assets are entrusted to,
receive robust and comparable protection.

This need not mean replicating the
structures of traditional trust-based
provision. Neither will it be enough
simply to designate a certain set of actors
as ‘fiduciaries’. Rather, it must mean
examining the underlying concepts of
fiduciary obligation, considering what
value they add to existing contractual and
professional obligations, and exploring how
those valuable elements can be applied
coherently and consistently across all
pension provision.

Nor should this process adhere slavishly to
existing interpretations of trustees’ own
fiduciary obligations. It is vital that any
review of where fiduciary duties lie goes
hand in hand with a critical re-examination
of where existing interpretations are
proving dysfunctional or inadequate, and
avoids simply transferring these problems
to a new set of actors. In the remaining
chapters, we suggest some particular areas
that deserve consideration.

The particular value added by a proper
understanding of fiduciary obligations
lies in the duty of loyalty. This could
provide a starting point not just for a
renewed appreciation of the duties of
commercial investment agents, but for
the consideration of practical measures
to ensure that conflicts of interest are
monitored, managed and, wherever
possible, avoided altogether. In particular,
the duty of loyalty speaks to the ongoing
debate over what has been characterised
as ‘agency capitalism’, putting the
individuals whose money is at stake back
at the heart of debates about corporate
governance and financial regulation. This
chapter is intended as a catalyst for and
contribution to this crucial debate.

96 HM Treasury, Feb 2011, ‘A new approach to financial regulation: Building a stronger system’, para 4.68.
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Chapter Summary

Asset managers It is our belief that the relationship between asset
manager and client is a fiduciary one. However,
opinion is divided on this question, and it is
equally uncertain whether fiduciary obligations
are understood and applied in practice. It might
be helpful for the FSA (in consultation with TPR)
to clarify the circumstances under which asset
managers are fiduciaries and to offer some guidance
on what this entails, particularly as regards the
management of conflicts of interest.

Investment consultants In the US, the relationship between investment
consultants and their clients is regarded as a
fiduciary one - but this acceptance does not appear
to extend to the UK. Again, there might be merit in
clarification of the position from the FSA - but the
US experience also confirms the need to look beyond
the fiduciary label, asking whether it has delivered
higher levels of protection for beneficiaries in
practice, and if not, what further measures could be
taken to ensure that these are achieved.

Insurance companies The position of insurance companies is much less
clear-cut, and may differ for different parts of their
business (for instance, insured trust-based schemes,
work-place group personal pensions and individual
personal pensions). Individual retail clients would
seem to be particularly vulnerable in this respect.
If it is concluded that the relationship between
insurance companies and policyholders is not a
fiduciary one, it becomes all the more important
that their interests are robustly defended, both
internally (through the governance structures in
place) and externally (by a strong regulator).
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Summary of

Recommendations

» The FSA/FCA should remind asset
managers of their fiduciary status
and of the fact that this may entail
stricter obligations than those imposed
by regulatory rules. It should also
seek to improve firms’ understanding
and application of fiduciary
obligations, with a particular focus
on the prevention, management and
disclosure of conflicts of interest.

The FSA/FCA should confirm that
investment consultants are fiduciaries
in relation to their clients and should
work to ensure that these obligations
are understood and applied in
practice, with a particular focus on
the prevention, management and
disclosure of conflicts of interest.

As part of a wider review of fiduciary
obligation, the government should
review the legal obligations that apply
to contract-based pension providers,
with the aim of ensuring that
standards of care and accountability
mechanisms are consistent across the
market.

The Treasury should take the
opportunity presented by the current
review of financial regulation to
ensure that the regulatory structure is

streamlined an