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1. Executive Summary 
 
1.1. Introduction 
This report is the third in a series of studies commissioned by the Local Authority Pension 
Fund Forum (LAPFF) on the issues surrounding the delegation of shareholder activism 
by local authority pension funds to fund managers. It is based on interviews conducted 
with seven of the leading fund managers of UK local authority pension funds, the main 
focus being the assessment of intervention effectiveness and transparency of fund 
managers. LAPFF published a Trustee Guide on Shareholder Engagement in 2005 to 
assist local authority pension fund trustees with the task of this assessment. The findings 
from this latest report have been used as a basis for an update of that Trustee Guide, 
which is published concurrently (Appendix 2).1 
 

1.2. Background 
The report and the revised Trustee Guide are published against the backdrop of  

• Discernible adaptation of the industry to the introduction of Myners Principles2 and 
principles set out by the Institutional Shareholders Committee (ISC Principles3). 
Adaptation is somewhat more advanced amongst fund managers, in relation to the 
ISC Principles, evident in increased engagement and more willingness to be 
transparent on votes, than amongst pension funds, a majority of which have been 
found to rely on activism policies of their fund managers, without actually taking them 
into account when selecting the manager.4 

• Uncertainty about the future of narrative reporting in the UK. The proposal for a 
statutory Operating and Financial Review (OFR) was abolished in January 2006, but 
the requirement for a mandatory Business Review in line with the EU Accounts 
Modernisation Directive was maintained. Under threat of legal action by Friends of the 
Earth, the Government agreed in an out-of-court settlement to widen the scope of its 
consultation on the Business Review, and also include comments on non-financial 
issues that formed part of the OFR regulation. On 3 May, in response to this 
consultation, the government announced a package of measures to support its 
overhaul of company law including: an explicit statutory purpose for the Business 
Review to inform members of the company and help them assess how the directors 
have performed their duty to promote the success of the company; and, for publicly 
listed  companies, the provision of information on the main trends and factors likely to 
affect the future development of the business to the extent necessary. 

                                                 
1 The Investor Guide is also available at www.lapfforum.org  
2 Paul Myners, Institutional Investment in the UK: A Review, H.M. Treasury, March 2001 
3 Institutional Shareholders’ Committee, The Responsibilities of Institutional Shareholders and Agents – 
Statement of Principles (Updated), September 2005 
4 Department of Work and Pensions, The Myners Principles and occupational pension schemes, Research 
Report No 213, 2004 
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A number of issues emerge that can be considered as critical to the success of the UK’s 
particular type of shareholder activism, which tends to be delegated to fund managers.5 
These are: 

• Quality of engagement. It is doubtful whether current increased levels of engagement 
alone are leading to better corporate governance practice. Active engagement, in 
keeping with the use of the word in the 2001 Myners Review, should be more than a 
series of meetings at which to express “polite reservations”.  It should be conducted 
with some persistence to be effective and result in active intervention.  

• Integration of corporate governance and corporate social responsibility issues into 
mainstream investment processes. The review of the ISC Principles observed that 
there is a lack of integration.6 This represents an impediment to the effectiveness of 
fund managers’ engagement. 

• Link between good corporate governance and corporate social responsibility 
standards, and financial performance. Whilst the link between good corporate 
governance and company performance has recently been established through several 
academic and market studies7, the link between good CSR practice and company 
performance is less developed. Such links are also not yet specifically related to 
engagement, although a recent review of activism by the Hermes Focus Funds sheds 
some light on this and provides avenues for further analysis.8 In the absence of a 
consensus about the nature of such evidence, it is difficult to introduce quantification 
into the assessment of intervention effectiveness. 

• Fund manager transparency. While reporting by fund managers to their clients is now 
almost common, some dissatisfaction over the contents of these reports prevails.  
Some of this stems from the perceived or real lack of the kind of information in those 
reports that would enable trustees to make a judgement about the effectiveness of 
their fund managers’ engagement activities. 

Pension fund trustees have a responsibility to ensure that shareholder activism is 
conducted in a way that fulfils their fiduciary responsibility towards their scheme 
members. Moreover they have the opportunity to get involved and move the debate 
forward. The revised version of the LAPFF Trustee Guide aims to provide trustees with a 
best practice guide to initiate and continue this debate with their fund managers. 
 

1.3. Objective 
LAPFF initiated the update of the Trustee Guide that would take different regulatory 
developments into account, including the revision of the ISC principles and the H.M. 
Treasury Review of the impact of the Myners Principles, but with the emphasis on the 
impact of the statutory OFR. The update was to draw on meetings with fund managers. In 
these meetings, issues raised by LAPFF members were fed back to the fund managers, 
                                                 
5 Although it should be remembered that engagement activities for pension funds are also conducted by 
funds themselves, LAPFF or other third party agents such as PIRC Limited. 
6 ISC, Review of the Institutional Shareholders’ Committee Statement of Principles, September 2005 
7 e.g. Deutsche Bank, Beyond the Numbers, July 2005, London 
8 Marco Becht et al., UK Shareholder Activism can get results, presentation at  “Shareholder Activism in the 
United Kingdom” conference, 9 February 2006 



Holding Fund Managers to Account, LAPFF Report, September 2006 
_____________________________________________________________________________ 

© Local Authority Pension Fund Forum, 2006 

3 

  

and the fund managers’ intended use of disclosures under the planned OFR was to be 
evaluated. The repeal of the statutory OFR required a shift of emphasis in the Trustee 
Guide with a stronger focus on how delegation of engagement to fund managers 
currently works out in practice. 
 

1.4. Method 
The findings presented in this report are drawn from face-to-face, semi-structured 
interviews with seven of the fund managers that had (in 2003) the greatest number of 
clients amongst all local authority pension funds9, and had already taken part in a 
previous postal survey on the delegation of shareholder engagement. The interview 
outline was provided by a questionnaire, designed on the basis of the findings from 
previous LAPFF reports, and feedback from pension funds, with the aim of exploring a 
number of areas more deeply than is possible in postal questionnaires. 
 

1.5. Findings 
 
1.5.1. Monitoring and engagement 
A clear emphasis on meetings and ongoing dialogue with companies emerged from the 
majority of our interviews, both for the purpose of monitoring and engagement. Fund 
managers’ monitoring of the corporate governance and corporate social responsibility 
(CSR) performance of companies is often not as systematic as the monitoring of 
companies’ financial performance. Systematic monitoring is seen as overcomplicated or 
even as not useful by those who favour a more ad-hoc approach. Consequently, triggers 
for intervention seem to stem mainly from financial analysis, although other sources of 
information, such as external research, investment brokers or the press, are used to 
support the dialogue-based monitoring and engagement. 

Rather than using a system of objectives, and performance against objectives, fund 
managers generally seem to make the decision whether to engage on a case-by-case 
basis, relying on subjective assessment by individuals. Individual views on what 
constitutes a serious corporate governance issue influences this decision-making, and 
there is evidence that value-destroying corporate governance issues (e.g. Mergers and 
Acquisitions) rather than ‘other’ corporate governance issues, are a primary motivation for 
their action.  

Fund managers are reluctant to opt for high profile or public intervention, such as 
involving the media or tabling a resolution. This type of escalation is seen as an 
impediment to the relationship of trust between the fund manager and a company. The 
use of oppose votes is in some cases seen as drastic, and a ‘comply or explain’ approach 
is preferred which allows oppose voting outcomes to be amended after engagement with 
the company. Most fund managers support collaboration with other shareholders, in order 
to give their own efforts more weight. 

A majority of our interviewees stated that they integrated corporate governance into their 
investment process. The degree to which this integration is successful cannot be 

                                                 
9 PIRC, LAPF Yearbook, 2003 
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determined from our interviews, but it is questionable whether it is more than superficial. 
Issues that arise from such superficial integration include insufficient training for financial 
analysts who represent fund managers’ early warning system; a focus on their role as 
gatekeeper on the lookout for value-destroying issues; and a neglect of the promotion of 
best practice with a view to enhancing long-term investment returns. 

Fund managers are largely unconcerned about potential conflicts of interests with their 
engagement, and are confident that their policies or simply common sense take care of 
the issue. While some interviewees denied that any conflicts of interest ever occurred, 
others did not see any problem with such conflicts precisely because there are so many 
of them. 

 
1.5.2. Evaluation of effectiveness 
According to the ISC principles fund managers have a responsibility for monitoring and 
assessing the effectiveness of their engagement. However the way in which fund 
managers review monitoring results reveals a lack of ideas on how to evaluate the 
effectiveness of their engagement on the basis of monitoring results, even though we 
found a range of approaches to maintaining audit trails and reviewing monitoring results, 
albeit often unsystematic.  

As a result, most evidence for the effectiveness of engagement is anecdotal. The lack of 
a unique link between the actions of a particular fund manager and subsequent policy or 
practice changes at a company, and doubts about the possibility of proving more than 
just an intuitive link between good practice and financial performance are a stumbling 
block for any real assessment of engagement effectiveness by the managers themselves. 

Votes are relatively straightforward to analyse quantitatively, and the analysis is generally 
applied at three levels: effectiveness of the process (e.g. have any votes cast not reached 
the company?), correct application of voting policies and voting patterns, and voting 
impact. While in the first two cases, problems that arise are more of a practical nature, 
the latter relies on the comparison of voting with behavioural changes at companies, and 
is more difficult to achieve. 

Attempts to measure the effectiveness of engagement remain tentative. Fund managers 
typically use the share price as a measure for financial performance, but this emphasises 
short-term improvements or deteriorations. In some cases, even substantial corporate 
governance or CSR underperformance may not affect the share price at all – at least not 
within that limited timescale. Furthermore, if reductions in share price in the short term 
are seen as unacceptable, opportunities for prompting long-term improvement may well 
be overlooked. 

 
1.5.3. Reporting on engagement 
Many fund managers are unwilling to disclose information on ongoing engagement with 
companies, and in some cases even on completed engagement, for fear of leaks to the 
public domain, mainly due to the proliferation of their reports within their client base. 
There is also a related concern, on the part of some fund managers, over clients’ ability to 
maintain confidentiality. At the same time we were not provided with examples of 
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instances where breaches of confidentiality had occurred, at least not when this had 
happened as a result of disclosure to clients. 

According to the managers however, pension funds themselves provide little or no 
feedback on report content to their fund managers, and therefore miss an opportunity to 
improve report content. It is questionable, though, how far funds would succeed were 
they to give any feedback: the willingness of fund managers to make changes to their 
report content upon request from individual clients may well be limited if fund managers 
produce one report for all clients, reports on their activities are subject to strict editorial 
limits, and responsibilities for reporting policy and client feedback are with separate 
departments, and not with the corporate governance department. A joint approach by a 
number of investors may well help to overcome these obstacles to better reporting. 
 
1.5.4. Engagement and the Operating and Financial Review 
The statutory OFR would have been unlikely, in the view of most interviewees, to make a 
difference to the way fund managers conduct monitoring and engagement. They seemed 
confident that they have a clear view of what is going on inside companies, and that 
because analysts are predicting companies’ future performance, the predictive element of 
OFRs (and most likely of the Business Review as well) would provide little added value  
to fund managers. Overall fund managers chose not to actively influence OFR content, 
and we found no evidence that they would be any more proactive on the Business 
Review. 
 

1.6. Conclusions 
The question underlying the study presented in this report is how local authority pension 
fund trustees can assess the quality and effectiveness of their fund managers’ 
engagement activities. The analysis of the responses from our interviewees highlighted 
several issues that pension fund trustees should consider when conducting such an 
assessment: 

• Effectiveness and quality of systems and procedures.  

o Fund managers monitor systematically the financial performance of companies, but 
trustees should ask whether their monitoring of corporate governance and CSR 
issues is equally systematic, in order to capture major medium to long-term risks 
faced by companies, e.g. climate change risks. 

o Fund managers typically maintain audit trails, but trustees should ask whether these 
are put to use, by reviewing monitoring results post-engagement, conducting audits 
of their voting outcomes against voting policies, and ensuring that votes cast 
actually reach the companies, and what attention is given by companies to such 
voting results. 

• Integration into the mainstream investment process. Most fund managers state that 
they integrate corporate governance and CSR aspects into their mainstream 
investment processes, but trustees should assess whether this integration is more 
than superficial, i.e. to what degree it is formalised, whether fund managers and 
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analysts are sufficiently trained, and whether there is evidence of an emphasis on 
value protection at the expense of value enhancement. 

• Impact of engagement. Trustees should satisfy themselves that their fund managers’ 
engagement activities consist of more than a series of meetings at which they express 
“polite reservations”. Trustees should also get involved in the debate on how impact 
and effectiveness of engagement can be assessed.  The missing link to financial 
performance, the causality issue, and the lack of objective setting by fund managers 
are obstacles to a proper assessment, but trustees should press for and actively 
contribute to a solution. We suggest that a review of current authoritative studies on 
the existence and nature of this link would strengthen the business case for 
shareholder engagement, provide a benchmark of current practice where it exists, and 
lay the foundation for further debate with fund managers. LAPFF is currently 
undertaking such a review. 

• Conflicts of interest and escalation of engagement. Trustees have an interest to know 
whether there were any instances when their fund managers applied undue self-
restraint in their dealing with a company, whether it is because of a conflict of interest 
or because of the need to maintain a good relationship with the company. Genuine 
limitations should be explored, and where fund managers are indeed unable to act, 
pension funds may well have to become active themselves, or through third parties 
such as LAPFF or PIRC Ltd.  

• Fund manager transparency. Pension funds typically provide little or no feedback to 
fund managers on report content, even though these reports are currently not 
providing the types of information that would enable an informed assessment of 
engagement effectiveness. Joint engagement by a number of funds is likely to 
achieve improvements to reporting that would be beneficial to all clients. LAPFF is 
currently exploring this option. 

• Narrative reporting - continuing the debate. Enhanced narrative reporting, especially 
that of a forward-looking nature as included in the original statutory OFR and now also 
in the Business Review, is of more relevance to pension fund trustees than to their 
fund managers, because it provides them with knowledge of companies potentially 
closer to that gained by fund managers in their ongoing dialogue with companies. This 
knowledge would enable trustees to better assess fund managers’ engagement 
activities, and would open up an avenue to more and better activism by fund 
managers themselves. Pension funds should therefore take a central role in the 
debate on the future of narrative reporting in the UK, whether it is under the premise 
of a voluntary OFR or a Business Review.  
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2. Introduction 
This report is the third in a series of studies commissioned by the Local Authority Pension 
Fund Forum (LAPFF) on the issues surrounding the delegation of shareholder activism 
by local authority pension funds to fund managers. The main source for this report are 
interviews conducted with seven of the leading fund managers of UK local authority 
pension funds (‘funds’), the main focus being the assessment of intervention 
effectiveness and transparency of fund managers.  

It is the Forum’s view that fund trustees 
should not let their fund managers simply take 
over the activism, but that trustees have an 
active role to play in promoting good practice 
in corporate governance and social, ethical 
and environmental (SEE) matters. Yet a 
survey of occupational pension schemes 
conducted by the Department of Work and 
Pensions in 200312 found that progress on 
activism especially amongst smaller funds 
had been slow, and that three-quarters of 
pension schemes relied on activism policies 
of their fund managers, even though most of 
them had not been influenced by these 
policies in their selection of the fund manager. 
A beneficial way in which trustees can 
become more activist, even if resources may 
be limited, is by regularly reviewing their fund managers’ intervention activities with a view 
to assessing the effectiveness of that intervention, on the basis of regular (e.g. quarterly) 
reports from fund managers or in meetings with them. LAPFF published a Trustee Guide 
on Shareholder Engagement in 2005 to assist local authority pension fund trustees with 
this task. The findings from this latest report have been used as a basis for an update of 
that Trustee Guide, which is published concurrently (Appendix 2). 

 
2.1. Background 
The update of the LAPFF Trustee Guide on Shareholder Engagement comes at an 
opportune time: since the Myners Review (2001, Box 1) identified a lack of active 
engagement by fund managers with investee companies on behalf of institutional 
investors, the implementation by pension funds and fund managers of the Myners 
Principles, and the Principles set out by the Institutional Shareholders Committee (ISC, 
Box 2) have changed the rules of the game to some degree. At the same time, 
intervention quality and transparency are brought into focus. 

                                                 
10 Paul Myners, Institutional Investment in the UK: A Review, H.M. Treasury, March 2001 
11 Interpretative bulletin relating to statements of investment policy, including proxy voting policy or 
guidelines, Code of Federal Regulations Table 29 Chapter XXV, 2509. 94-2, 1994. 
12 Department of Work and Pensions, The Myners Principles and occupational pension schemes, Research 
Report No 213, 2004 

Box 1. Myners Principles10 

Paul Myners published a review of UK 
institutional investors’ approaches to investment 
decisions in March 2001. It identified a lack of 
active engagement by fund managers with 
investee companies on behalf of institutional 
investors, and recommended that pension funds 
should include their approach to activism in their 
Statement of Investment Principles, and in the 
written mandate given to their fund managers. 

Moreover, the Myners Review identified the 
“duties of managers to intervene in companies – 
by voting or otherwise – where there is a 
reasonable expectation that doing so might raise 
the value of the investment.” This principle was 
taken from the US Department of Labor 
Interpretative Bulletin.11 
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Various surveys and studies have investigated the response of the industry to the 
implementation of the two sets of principles:  

• Fund managers’ voting and engagement activities appear to be on the increase. 
The 2005 engagement survey by the Investment Management Association (IMA) 
found, for example, that meetings with companies in the three months to 30 June 
2004 were at nearly two and a half times the level in the same quarter in the previous 
year, and that resources dedicated to engagement at fund management houses had 
increased by about 10% between 2003 and 2004.  Fund managers also see 
increasing interest amongst their clients in their shareholder activism.13  

• Accountability of fund managers requires transparency, and there are mounting 
calls for more and better disclosure by fund managers. The transparency 
requirement has been written into the ISC principles, and the Trades Union Congress 

(TUC) has been calling for full disclosures 
by fund managers on how they are 
exercising voting rights for the third year in 
a row.16 The report found that response 
rates had significantly improved since the 
first survey in 2003, indicating an 
increased willingness of fund managers to 
be transparent. The IMA Survey found that 
32 out of 34 fund managers issue regular 
reports on their activities to clients.17 

The observed behavioural changes are 
evidence of a welcome proliferation of 
activism; however, effective intervention and 
transparency emerge more and more as core 
concerns. 

 

 
2.1.1. Quality of engagement 
It is questionable whether increasing numbers of meetings alone are leading to more 
changes towards better corporate practice. There are doubts that quantity equals quality: 
The introduction of the Directors’ Remuneration Report Regulations (DRRR) in 2002, for 
example, spawned a flurry of intervention activity. Remuneration reports are the most 
frequently opposed resolution at companies’ AGMs, and a great deal of engagement 
activity by fund managers is dedicated to remuneration best practice.18 Yet critics of the 

                                                 
13 Investment Management Association, Survey of fund managers’ engagement with companies, 2005 
14 Institutional Shareholders’ Committee, The Responsibilities of Institutional Shareholders and Agents – 
Statement of Principles (Updated), September 2005 
15 Department for Work and Pensions, Encouraging Shareholder Activism – A Consultation Document, 
2002 
16 Trades Union Congress, TUC Fund Manager Voting Survey, 2005 
17 IMA, 2005. 
18 LAPFF, Delegating Shareholder Engagement – Interim Report, July 2004, p.38 

Box 2. ISC Principles14 

The Institutional Shareholders’ Committee (ISC) 
set out a statement of principles for the 
responsibilities of institutional shareholders and 
their agents in an apparent reaction to the 
Government’s consultation on the possibility to 
introduce a statutory duty in relation to 
shareholder activism (2002).15  

The Principles provide best practice guidelines 
for all aspects of activism, from monitoring and 
intervention to assessing the effectiveness of 
intervention and reporting to clients.  

A review of this approach in September 2005 
found that there was sufficient evidence for the 
positive impact of the Principles on investor 
behaviour, and that no major changes to the 
Principles were therefore required. 
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DRRR point at the concurrent overall increase in directors’ remuneration, and detect a 
failure of transparency and intervention, which in their view has had the opposite effect 
from that which was intended. While a slow-down in the rise of executive remuneration 
has recently been observed19, it can be safely said that the enforced transparency and 
follow-on intervention activity has been slow to stem the increase in executive payouts.  

It is clear that the effectiveness of intervention needs to be kept firmly in sight by pension 
fund trustees, if they are to ensure long-term returns of their members’ investment. The 
ISC, in their 2005 review of their principles, highlighted the need for more consideration of 
the effectiveness of actions taken, and announced the establishment of a working group 
of practitioners that will compare different approaches to engagement, also with a view to 
their effectiveness.20 

 
2.1.2. Integration into mainstream investment processes 
The ISC working group mentioned above will also address another impediment to the 
effectiveness of fund managers’ engagement, namely the lack of integration of corporate 
governance and CSR matters into the mainstream investment processes. A recent study 
published by the University of Cambridge Centre for Business Research hinted at one of 
the core concerns in this context: it concluded that the main driver behind shareholder 
activism by mainstream fund managers is to remain competitive, and that maximisation of 
shareholder value or moral values serve merely as post-hoc rationalisations for 
engagement activities.21 In the light of such findings, and the ever-changing regulatory 
and political framework, it is all the more important that institutional investor clients hold 
fund managers accountable for their intervention activities. 

 
2.1.3. Link between good practice and financial performance 
At the core of both effectiveness and integration issues lies the link between good 
performance in corporate governance and corporate social responsibility on the one 
hand, and financial performance on the other. This link is evoked in many attempts to 
make a business case for shareholder activism; however, it has so far not been proven to 
the point that a degree of quantification could be introduced into the discussion about the 
assessment of intervention effectiveness. Here lies one of the major obstacles to the 
assessment: for example, while the annual ‘Beyond the Numbers’ report by Deutsche 
Bank22 concludes that the comparison of the top and bottom quintile of the FTSE 350 in 
terms of corporate governance standards shows a clear relationship between corporate 
governance performance and stock performance, the problem inherent in using these 
types of findings in assessing individual cases of engagement is that the studies typically 
map an aggregate rating of the overall corporate CG/CSR performance to financial 
metrics. When it comes to judging the success of one particular instance of intervention, 
the linkage is much less clear. Moreover, the link between good CSR practice and 

                                                 
19 PIRC, Annual corporate governance Review, 2005 
20 ISC, Review of the Institutional Shareholders’ Committee Statement of Principles, September 2005 
21 John Hendry et al., Responsible ownership, shareholder value and the new shareholder activism, ESRC 
Centre for Business Research, Cambridge, December 2004 
22 Deutsche Bank, Beyond the Numbers, July 2005 
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company performance is even less developed. Such links are also not yet specifically 
related to engagement, although a recent review of activism by the Hermes Focus Funds 
sheds some light on this and provides avenues for further analysis.23 

 
2.1.4. Fund manager transparency 
The willingness of fund managers to be transparent about their votes (as evident in the 
responses to the TUC survey, see above) is often not mirrored by their willingness to be 
transparent about their other engagement activities. While reporting by fund managers to 
their clients is now almost common, some dissatisfaction over the contents of these 
reports prevails amongst clients.24 Some of this stems from the perceived or real lack of 
the kind of information in those reports that would enable trustees to make a judgement 
about the effectiveness of their fund managers’ engagement activities. 

 
2.1.5. Conclusion 
The emerging issues highlighted in this section can be considered as critical to the 
success of the UK’s particular type of shareholder activism, which tends to be delegated 
to fund managers.  The rules of the game have changed since the introduction of the 
Myners and ISC principles, and fund managers are beginning to take on board the 
concepts of best practice. But in this ever-changing environment, pension fund trustees 
not only have a responsibility to ensure that shareholder activism is conducted in a way 
that fulfils their fiduciary duty towards their members, they also have the opportunity to 
get involved and move the debate forward. The revised version of the LAPFF Trustee 
Guide aims to provide trustees with a best practice guide to initiate and continue this 
debate with their fund managers. 

 
2.2. The LAPFF Trustee Guide on Shareholder Activism 
LAPFF initiated the work programme on the delegation of shareholder activism in 2003 to 
provide local authority pension fund trustees with guidance on how best to obtain the 
maximum benefits from shareholder activism, with the following objectives: 

• To analyse current guidelines and arrangements and identify best practice, 
developing guidelines on corporate governance practices. 

• To publish a guide on the issues to be considered by pension fund trustees when 
reviewing compliance of their Fund Managers with the principles of engagement 
as outlined by the Institutional Shareholders’ Committee’s statement. 

As a result of the Forum’s initiative the Trustee Guide on Shareholder Engagement25 was 
published in 2005, with a focus on local authority pension funds’ and fund managers’ 
compliance with ISC and Myners Principles. The guidance was based in part on a postal 
survey with 55 local authority pension fund and nine fund manager respondents, and 

                                                 
23 Marco Becht et al., UK Shareholder Activism can get results, presentation at  “Shareholder Activism in 
the United Kingdom” conference, 9 February 2006 
24 For example: LAPFF, Delegating Shareholder Engagement – Final Report, November 2004 
25 LAPFF, Forum Best Practice Guidelines: Shareholder Engagement, April 2005 
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interviews with seven selected pension funds. Two reports on the survey and interview 
results were published in 2004 and 2005.26 

The Forum’s approach reviews both regular monitoring of companies to detect emerging 
concerns about risk and value destruction, as well as indicators directed towards 
measuring the effectiveness of a pension fund’s engagement activities, thus providing an 
independent mechanism for assessing fund management practices, particularly when it 
comes to implementing the Myners and ISC principles.  

The Trustee Guide can be used for the assessment of fund managers’ strategies, policies 
and activities, on the basis of their client reporting as well as at appointment stage. The 
Guide leads trustees through all aspects of delegated shareholder engagement:  

• Strategy and policies 

• Monitoring companies 

• Intervention with companies 

• Evaluation of fund managers’ reporting on engagement 

• Public reporting of the fund’s engagement activities, and 

• Reviewing the Pension Fund’s individual intervention strategy. 

The Guide gives trustees an insight into the relevant issues for each aspect, and sets out 
pertinent questions to ask their fund managers, which are adaptable to fund-specific 
features. The application of the Trustee Guide can be beneficial to funds by opening up 
opportunities for improvements to current practice. 

 
2.3. Revision of the Trustee Guide 
At the time of the publication of the Trustee Guide, the regulatory framework of 
shareholder activism was already likely to undergo further changes, making a review and 
update of the Trustee Guide necessary:  

• H.M. Treasury had conducted a review of the extent to which the Myners principles 
had been effective in bringing about behavioural changes, and published a 
consultation document in December 2004. The government’s response to this was 
expected in summer 2005, but has not been published to date. 

• The ISC was conducting a review of the impact that the ISC Principles had on the 
approach of institutional investors to shareholder activism, and the outcome was 
expected to be, and has been, published in 2005. 

Moreover, the statutory Operating and Financial Review was to come into force for listed 
companies with financial year-ends on or after the 31 March 2006 (the mandatory status 
of the OFR has since been removed). The final report to LAPFF on Delegating 
Shareholder Engagement stated, “The OFR’s forward-looking emphasis could dovetail 
with the ISC Statement’s emphasis on early warning of issues of concern at investee 
companies.” It recommended that LAPFF should “consider the implications of the 

                                                 
26LAPFF, Delegating Shareholder Engagement - Interim Report, July 2004; Final Report, November 2004 
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statutory Operating and Financial Review, and the opportunities for engagement that 
should create, as a basis for the further development of the guidelines.” 

 

LAPFF decided on an update of the Trustee 
Guide that would take these different 
developments into account, with the 
emphasis on the impact of the statutory OFR 
(Box 3). The update was to draw on meetings 
with fund managers who agreed to meetings 
in principle as part of the 2004 LAPFF survey. 
In these meetings, issues raised by LAPFF 
members were to be fed back to the fund 
managers, and the fund managers’ intended 
use of disclosures under the planned OFR was to be evaluated. The findings from these 
meetings are presented in this report. As discussed in the following section, the repeal of 
the statutory OFR required a shift of emphasis in the Trustee Guide in late 2005, leading 
to a stronger focus on how delegation of engagement to fund managers currently works 
out in practice.   

 
2.4. Statutory OFR versus Business Review 
The question how fund managers intend to approach statutory OFRs in the context of 
intervention with companies now needs to be asked with the statutory Business Review 
in mind: on 12 January 2006 the removal of the statutory OFR came into force, in a 
much-criticised move by the Government, and following a surprise announcement by the 
Chancellor on 28 November 2005. Companies will still face the less stringent requirement 
to publish a Business Review in line with the EU Accounts Modernisation Directive27. The 
DTI consulted on the amendments to the Company Law Reform Bill that will replace the 
requirement for an OFR with the requirement for a Business Review. Under threat of 
legal action by Friends of the Earth, the Government agreed in an out-of-court settlement 
to widen the scope of its consultation on the Business Review, and also include 
comments on non-financial issues that formed part of the OFR regulation. On 3 May, in 
response to this consultation, the government announced a package of measures to 
support its overhaul of company law including: the explicit statutory purpose for the 
Business Review to inform members of the company and help them assess how the 
directors have performed their duty to promote the success of the company, and the 
requirement, for publicly listed companies, to provide information on the main trends and 
factors likely to affect the future development of the business to the extent necessary. 

There are calls by industry and shareholders for a continuation of the OFR on a voluntary 
basis, in accordance with the Accounting Standards Board’s Reporting Standard 1 (RS 1) 
– now ‘converted’ into a reporting statement (RS).28 The Association of British Insurers 

                                                 
27 Directive 2003/51/EC of the European Parliament and of the Council, 18 June 2003 
28 ASB, Reporting Statement – The Operating and Financial Review, January 2006 

Box 3. Project Objective 

To update, particularly in anticipation of the 
forthcoming statutory Operating and Financial 
Review (OFR), the LAPFF Trustee Guide on 
issues to be considered by pension fund 
trustees when reviewing compliance of their 
fund managers with the principles of 
engagement as outlined by the Institutional 
Shareholder Committee’s statement (under 
review at the time). 
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and the Institute of Directors backed the voluntary OFR in a letter to the Financial 
Times.29  

The criticism levelled at the Government for the abolition shows that the main contributors 
to the lengthy consultation process leading to the regulation are unwilling to give up on 
the OFR that had emerged as consensus amongst many investors and industry bodies. 
While the Business Review has now been given a forward-looking aspect following the 
DTI’s consultation earlier this year, the inclusion of non-financial key performance 
indicators is only required “where appropriate” (Table 1). Moreover, no guidance is 
currently available for the inclusion of relevant non-financial information, with the 
exception of environmental key performance indicators: disclosure guidelines that were 
developed by DEFRA for statutory OFRs have now been issued with the clear message 
from the Environment Minister, Elliot Morley, that “all quoted and large private companies 
preparing the new Business Review will need to report significant environmental 
issues.”30 

The recently converted ASB Reporting Statement will play no mandatory role in the 
context of the Business Review with regard to encouraging the use of non-financial KPIs 
and forward-looking statements. However, as the Financial Reporting Council 
announced, after the Chancellor’s statement, that it would continue to back ASB RS1, as 
it is “the most up-to-date and authoritative good source of best practice guidance for 
companies to follow”31, the ASB Reporting Statement should continue to have the 
authority of best practice guidelines.  

It is certain that a number of companies will publish their OFRs in 2006, given the 
considerable amount of effort and money they have dedicated to their preparation. Many 
companies may well voluntarily continue to publish OFRs beyond 2006. In any case, a 
new kind of narrative reporting, which will include forward-looking statements, will be 
available to investors, and the question is therefore still relevant how fund managers 
intend to approach Business Reviews or voluntary OFRs in the context of intervention, in 
order to act in the best interest of shareholders whose funds they manage. 
 

                                                 
29 Kate Burgess, Call for voluntary code on reporting, Financial Times, 2 December 2005 
30 DEFRA, Press release, 24 January 2006 
31 FRC, Press release, 29 November 2005 
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Table 1. Comparison of the requirements for a Business Review and the (abolished) statutory OFR. 

                                                 
32 Directive 2003/51/EC of the European Parliament and of the Council, 18 June 2003  
33 DTI, Invitation for comments on the Business Review, 15 December 2005 
34 Accounting Standards Board, Reporting Statement - Operating and Financial Review, January 2006 

 Business Review32,33 OFR34 

Recipients Not defined “Prepared so as to assist the members of 
the company to assess the strategies 
adopted by the company and the potential 
for those strategies to succeed” 

What “A fair review of the business of the 
company” 

“A statement of the business, objectives and 
strategies of the company” 

“A description of the resources available to 
the company” 

”A description of the capital structure, the 
treasury policies and objectives and the 
liquidity of the company” 

Forward-looking 
statements  

Information to the extent necessary on the 
main trends and factors likely to affect the 
future development of the business 

 “The main trends and factors which are 
likely to affect the company's future 
development, performance and position” 

Financial KPIs Required to the extent necessary for an 
understanding of the development, 
performance or position of the business of 
the company  

 

Required 

Non-financial KPIs 
required 

Where appropriate  Where appropriate 

Non-financial matters 
to be covered 

Where appropriate: 

“An analysis of environmental and social 
aspects necessary for an understanding 
of the company's development, 
performance or position” 

“To the extent necessary”: 

Information about environmental, employee 
and community policies and the extent to 
which those policies have been successfully 
implemented  

(And others) 

 

Standards None The review must state whether it has been 
prepared in accordance with relevant 
reporting standards (currently RS1), and 
contain particulars of, and reasons for, any 
departure from such standards 
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3. The Interview Findings 
 
3.1. Method 
 

The findings presented in this report are drawn from face-to-face, semi-structured 
interviews with seven of the leading fund managers of UK local authority pension funds, 
conducted in October and November 2005. In each case, we interviewed the fund 
managers’ senior corporate governance managers.35 Their experience of corporate 
governance in the City ranged from two to ten years, in most cases in addition to a 
substantial number of years in general fund management. In terms of investment 
strategy, four fund managers were active or mostly active managers, one was mostly 
passive, and two managed both passive and active funds. All interviewees were amongst 
the fund managers with the greatest number of clients amongst all local authority pension 
funds36, had taken part in our 2004 postal survey on the delegation of shareholder 
engagement, and had, at the time, signalled that they were prepared to meet for further 
dialogue.  

The interviews lasted about 60-90 minutes, and were recorded for purposes of accuracy. 
Interviewees and their fund management houses were given an assurance of anonymity. 
The semi-structured interviews were based on a questionnaire which interviewees were 
sent prior to the interview (Appendix 1). The questionnaire was designed on the basis of 
the findings from previous reports, and feedback from pension funds, with the aim of 
exploring a number of areas more deeply than is possible in postal questionnaires. We 
encouraged interviewees, however, to diverge from this outline if they considered that an 
important aspect needed to be covered. The interviews were further guided by a 
PowerPoint presentation, which we used to introduce each new section of the outline 
questionnaire, and which summarised feedback from pension funds on the matters 
discussed. The results chapter in this report will contrast the points of view of fund 
managers and pension funds where relevant. 

Transcriptions of the interviews, based on interview notes and recordings, were 
anonymised and sent for review to the interviewees.37 The analysis of the final 
transcriptions and the structure of the results chapter in this report follow both the themes 
raised by our questions and those raised by our interviewees. 

Because of the limited sample size of seven interviews only, we have taken care not to 
generalise views expressed only by a small number of interviewees. However, any issue 
raised, even if by one interviewee only, has been taken into account in the analysis, 
reflecting the fact that pension fund trustees may well encounter diverse issues and 
approaches that differ from fund manager to fund manager. 

 

                                                 
35 In one case, an initial meeting was held with a team member, later complemented by a conference call 
with the fund manager’s head of corporate governance. 
36 PIRC, LAPF Yearbook, 2003 
37 Interviews were originally transcribed in the third person; however, for enhanced readability, extracts from 
the interviews have been included in this report using the first person. 



Holding Fund Managers to Account, LAPFF Report, September 2006 
_____________________________________________________________________________ 

© Local Authority Pension Fund Forum, 2006 

19 

  

3.2. Definition of terms 
For purposes of clarity, the use of the term 
engagement follows the definition in Box 4, 
according to which it is an umbrella term 
encompassing the ownership duties of voting, 
entering a dialogue with companies and, 
where applicable, the so-called ‘comply or 
explain’ approach. This is in line with the use 
of these terms in the two previous LAPFF 
reports on the delegation of shareholder 
activism. In our interviews with fund 
managers, we found the occasionally 
inconsistent use of the term engagement, 
which for some interviewees only refers to the 
dialogue with companies. Active engagement, however, in keeping with the use of the 
word in the 2001 Myners Review, should be conducted with some persistence to be 
effective and result in active intervention.38 In our view, this implies that all possible routes 
to prompting change should be considered. 

 
 
3.3. Monitoring and engagement 
 

The aim of monitoring, as defined in the ISC principles, is to identify problems at 
companies at an early stage. This can be based on the analysis of company publications, 
such as annual reports and accounts, or on the attendance of company meetings.  

Engagement, according to the ISC principles, is about dealing effectively with concerns 
over underperformance of companies. Engagement may take place by voting, or by 
entering into an active dialogue with the company at board or senior management level. 
Escalation of action should be decided on case-by-case. According to the Myners 
Principles, intervention should take place if there is a reasonable expectation that this 
may raise a plan’s value. 

 
3.3.1. Findings from the 2004 LAPF survey 
Fund managers carry much of the burden of effective monitoring and engagement: In our 
2004 postal survey and interviews with pension funds, we found that funds have little 
capacity to carry out monitoring or engagement themselves. As a result, most of it is 
contracted out (Table 2). 

Monitoring is predominantly contracted out to third party research providers, including 
organisations such as ABI, LAPFF or NAPF. Third party monitoring is seen as 
complementary to the monitoring carried out by fund managers, and is thought to 
enhance the debate between trustees and fund managers. 

                                                 
38 Myners Review, 2001, p.90 

Box 4. Engagement 

Institutional shareholders can engage with 
companies in several ways:  

Voting, i.e. using shareholder voting rights at 
Annual General Meetings (AGMs), 

Entering a dialogue with a company on issues 
of concern, 

Comply or explain approach, i.e. a 
combination of dialogue and voting, by which a 
company is informed of an intended voting 
outcome, which is then amended in case of 
successful engagement with the company. 
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 3rd party 
research 
providers 

Fund 
managers 

Funds 

Monitoring 58% 

(32) 

42% 

(23) 

13% 

(7) 

Engagement 44% 

(24) 

64% 

(35) 

15% 

(8) 
Table 2. Percentage of local authority pension funds that contract out monitoring or intervention to 
third party research providers, fund managers or conduct it in-house. Sample size 55 (includes non-
replies, e.g. from Funds with no external managers).39 
 

 

When it comes to engagement, i.e. voting and/or conducting an active dialogue with 
companies, it is the fund managers that assume the dominant role. Pension funds are not 
very likely to act on intervention triggers, but if they do, they are more comfortable with 
high-profile public action than fund managers. 

Funds do not generally apply a systematic approach to engagement, for example by 
setting out the types of circumstances that will lead to engagement, which is done by only 
35% of funds. It appears that much of the funds’ engagement is ad-hoc, without having in 
place a set of pre-determined intervention triggers.  Especially smaller funds sometimes 
find that their different fund managers are voting against each other. This probably 
correlates with a tendency to apply a case-by-case rather than a systematic approach to 
engagement. There may be scope for a more systematic approach, in accordance with 
the Myners Principles that state that “trustees should also ensure that managers have an 
explicit strategy elucidating the circumstances in which they will intervene in a company”. 
Trustees would then be aware of conflicts between the strategies of their different fund 
managers, and set out ways of dealing with them. 

 

Objective 
A number of our questions were aimed at obtaining an understanding on how fund 
managers discharge themselves of their monitoring and engagement obligation. We also 
asked our interviewees to assess benefits and drawbacks of different engagement 
strategies in relation to their investment strategies; and to assess the possibility of, and 
solutions to, conflicts of interest. 
 
3.3.2. Fund managers’ approach to monitoring and engagement 
The majority of our interviewees made it clear that the ongoing, personal contact with 
companies is fundamental to both monitoring and engagement activities conducted by 
them. As a result, monitoring and engagement are not strictly separate activities. Only 

                                                 
39 LAPFF Interim Report (July 2004) Appendix 2, pp. 64 and 66. 
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one interviewee defined meetings as the outcome of monitoring, rather than a method of 
monitoring, which in this particular case relies on a formal, regular process. In all other 
cases, interviewees stated that meetings play the key role: some fund managers hold 
hundreds of meetings with companies in a year. These meetings serve the purpose of  

• Identifying problems at an early stage 

• Obtaining more information than is available in the public domain 

• Prompting change in companies. 

 

While we do not necessarily become privy to ‘tomorrow’s announcements’ in these 
meetings, [they] represent the early warning system for standard issues such as 
succession planning [...] Occasionally companies tell us in advance of controversial 
appointments or other contentious issues. 

One interviewee was confident that this approach to early warning is effective: 

Our investment analysts meet with companies’ management at least once a year, and 
talk to brokers. I therefore expect that any issues should be picked up fairly quickly. 

In fact, a more systematic approach was not necessarily seen as useful. One interviewee 
simply stated that “we keep in touch with companies; this is not exactly a system, but is 
what we are here to do”. Another interviewee said that 

[…] One could at times overcomplicate the process by putting in place procedures for 
triggering intervention. Our monitoring is really done more on an ad hoc basis […] Early 
warning is less a question of systems and procedures and more about reliance on 
individual analysts asking themselves pertinent questions and flagging up issues. 

This does not mean that other, more systematic approaches to monitoring are not used 
concurrently:  

• Fund managers analyse companies’ financial performance as a matter of routine, and 
react, as one interviewee explained, if a company is doing badly in comparison to its 
industry, such as after a profit warning.  

• Some, but not all, fund managers have a dedicated team of analysts that conduct 
regular, for example monthly or annual, formal in-house monitoring of corporate 
governance and/or SRI issues. This included in one case the use of an internal ratings 
system, supported by external research. 

• External research on corporate governance or CSR issues is used to support the 
internal analysis.    

• Information is also obtained from the press or investment brokers, and networking 
with other shareholders can play an important role. 

 

Summary 
A clear emphasis on meetings and ongoing dialogue with companies emerged from the 
majority of our interviews, both for the purpose of monitoring and engagement. 
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Not all of the interviewed fund managers also apply a systematic approach to monitoring 
of corporate governance and CSR issues, which is seen as overcomplicated or even as 
not useful by those who favour a more ad-hoc approach. 

Other sources of information, such as external research, brokers or the press, are used to 
support the dialogue-based monitoring and engagement, but triggers for intervention 
seem to stem mainly from the financial analysis. 

 

 
3.3.3. Intervention triggers and escalation 
While we were given a number of examples for typical intervention triggers, such as 
mergers and acquisitions, succession planning, the quality of the independent directors 
on a board, and of course financial underperformance, the decision whether engagement 
or escalation should take place seems generally to be made on a case-by-case basis. 
We asked how fund managers assess the likelihood that a specific engagement with a 
company will meet a ‘reasonable expectation that activities […] are likely to enhance the 
value of a plan’s investment’ as set out in the Myners Principles. We found the following 
basis for the decision: 

Professional judgement rather than setting objectives. We heard from one 
interviewee that the decision on engagement comes down to a subjective assessment. 
Another interviewee used the words ‘common sense’ and ‘professional judgement’. The 
underlying notion, in the words of a third interviewee, is that “enhancing the plan’s value 
is the sole objective”. We also found that because fund managers practise engagement 
as an ongoing process rather than a series of discrete steps, the concept behind our 
question of a system of objectives, and performance against objectives, does not really 
seem to be applied.   

On occasion (exception rather than the rule) objectives are set for specific escalation. But 
there is not usually any need for escalation. 

Because of the subjectivity of the decision, the assessment of the prospective value of 
engagement is not always clear-cut, as one interviewee pointed out: 

We look at the company and the issue, and evaluate them on the basis of professional 
judgement […]This raises questions, because some people think that a given issue is 
more important than others, and some people don’t think that corporate governance 
matters at all. Other people find it immensely important and have huge teams working on 
it. 

Rationale for intervention. As stated earlier, typical intervention triggers exist that would 
prompt most or all fund managers to seek contact with a company. Hendry et al. (2004) 
found that any issues that fund managers see as central to the creation of shareholder 
value and the determination of share price, in particular mergers and acquisitions, are 
issues on which there has been a tradition of engagement amongst mainstream 
investment UK institutional investors for years.40 

                                                 
40 J. Hendry et al., Responsible Ownership, Shareholder Value and the new Shareholder Activism, CBR 
Research Programme on corporate governance, December 2004 
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We heard from one interviewee that the decision on engagement is based both on the 
seriousness of the given corporate governance issue, but also on the investment value 
and the proportion of shares that the fund manager holds in a company. If the matter is 
significant with regard to these three, this fund manager will talk to the company.  

We did, in our interviews, find little evidence on how the seriousness of a corporate 
governance issue is determined. As one interviewee stated above, views can differ 
considerably on which corporate governance issues are important and which ones are 
not. Hendry et al. (2004) found that while fund manager’s activities are often justified in 
either economic or political/moral terms, these justifications “appear more as post-hoc 
rationalisations than as genuine motivators”. The authors conclude that the drivers for 
investment behaviour have more to do with the competition between investing institutions 
than with the maximisation of shareholder value. While we did not observe this attitude 
during our interviews, we did find evidence of views that value-destroying corporate 
governance issues (e.g. Mergers and Acquisitions) rather than ‘other’ corporate are a 
primary motivator for fund managers’ action. 

The level of influence that a fund manager wields is seen to grow with the size of 
investment: 

 We get involved where we have bigger shareholdings. This is going to have a greater 
impact for clients’ funds, and there will be more chance of success because of the bigger 
stake in the company. 

Where we are a large shareholder, we assert a lot of influence simply by ringing up a 
company. 

One interviewee expressed a slightly different view, explaining that the decision is entirely 
based on pre-determined intervention triggers, making seemingly obsolete the decision 
prior to engagement whether value will be enhanced or not: 

 We have policies and principles in place aimed at improving general level of corporate 
governance; these principles, applied to individual companies, are expected to improve 
its corporate governance performance. 

A third interviewee, however, stated that these types of policies or principles could be 
overridden if evidence indicates that it is in the interest of shareholders. This could 
include the acceptance of a CEO becoming Chairman if it was in the interest of 
shareholders, e.g. because otherwise the company would lose a significant customer or 
the company would fall to pieces because it loses both Chairman and CEO at the same 
time. 

 

Summary 
The decision whether engagement should take place seems generally to be made on a 
case-by-case basis, relying on subjective assessment and professional experience. It will 
take into account the seriousness of the given corporate governance issue, but also on 
the size of the fund manager’s investment in a company. There is evidence of views that 
distinguish between value-destroying corporate governance issues (e.g. Mergers and 
Acquisitions) and ‘other’ corporate governance issues, and a clear inclination to act on 
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the former rather than the latter. A system of objectives, and performance against 
objectives, does not really seem to be applied. 

 

 
3.3.4. Limitations to escalation 
In 2001, the Myners Review found a tendency in the financial community to avoid public 
confrontation with companies. In our interviews, we found that most fund managers 
decide upon escalation of engagement with a great deal of caution, indicating that the 
tendency identified by the Myners Review still prevails.  

Fund managers seek to prompt change in companies through a confidential dialogue that 
relies on a relationship of trust with companies’ management and board. Any non-routine 
matters will be raised with the board of a company, and one interviewee stated that 
escalation does not usually have to go beyond a meeting with a company’s chairman.  

Establishing our credentials through that dialogue is important, as well as establishing our 
level of understanding – management tends to listen to the comments of experienced 
fund managers. 

We prefer a debate/dialogue process because there would be room for everybody to be a 
winner. Outcomes may not always be positive, but this is where progress is made. 

From the fund managers’ point of view, it is crucial that this ongoing dialogue is kept 
behind the scenes in order to maintain the relationship of trust with the companies. One 
interviewee doubted the effectiveness of public action, as it would make companies 
defensive. Another interviewee explained that intervention with high public profile meant 
that intervention had failed. 

Tabling resolutions. There was a great deal of consensus amongst our interviewees 
that shareholder resolutions are not a way forward, and only one of the fund managers 
had ever tabled one: 

We have never even come close to considering EGMs because it is nuclear and hugely 
aggressive, and one has to ask whether the issue is really so significant to warrant this 
escalation. 

The expense of tabling resolutions at AGMs does not usually equal the value derived 
from this by shareholders. 

The ultimate option would be a significant vote (against somebody on the board) or even 
a shareholder resolution. [A shareholder resolution] has not occurred yet, because most 
companies back off before if the situation is that dire. 

One fund manager had tabled a resolution at an EGM that commanded overwhelming 
support and was judged very successful.  

Going public. Involving the media was also not considered a beneficial method of 
prompting change. As one interviewee explained, going to the press has the potential to 
backfire by resulting in a lower share price. They also related to fund managers’ duty to 
their clients rather than to society as a whole: 
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Press coverage doesn’t work towards clients’ advantage even though it may bring about 
change. 

A surprising amount of engagement can be done without publicity. A lot of what one can 
do comes down to constructive conversations with the boards of companies. If boards 
think that there will be a leak to the media, discussion will be far less fruitful. 

Oppose votes. There was a general sense that opposing management is seen as drastic 
action and therefore needs to be applied with caution. One interviewee stated that a 
significant oppose vote, for example against an individual on a board, represents the 
ultimate option.  

It is important to be conscious of the ability to destroy value with an oppose vote if the 
stake in the company is sufficiently high. 

We heard from most interviewees that they would, prior to opposing, contact the 
company (generally the Company Secretary), to inform it about the intended voting 
outcome. This was in some cases referred to as the ‘comply or explain’ approach, as it 
gives the company the opportunity to make certain commitments or promises, or give 
explanations on why criticised practices are in place. The fund manager may then, if 
satisfied with the company’s commitment or explanation, amend their voting outcome. 

One interviewee also explained that they had in the past been approached by companies 
following an oppose vote, enquiring about the reasons, which subsequently prompted 
changes to the companies’ policies or practices. 

Working with other shareholders. Several of the interviewees said that working with 
other shareholders is an effective way of escalating engagement, as long as no concert 
party is formed.  

We may well speak to other shareholders. This does not happen to start with, but if there 
is no progress, we will check if others share the same views (joint action is possible to 
have a greater weight). If not, a rethinking of our position is possible. 

It is best if shareholders are united, otherwise companies will ‘pick them off’. 

 

Summary 
We found a great reluctance on the part of fund managers to opt for high profile or public 
intervention, such as involving the media or tabling a resolution. This type of escalation is 
seen as an impediment to the relationship of trust between the fund manager and a 
company. It may also result in lower share prices. 

The use of oppose votes are in some cases seen as drastic, and a ‘comply or explain’ 
approach is preferred which allows ‘oppose’ voting outcomes to be amended after 
engagement with the company. 

Most fund managers supported the collaboration with other shareholders, in order to give 
their own efforts more weight, obviously without straying into the realms of concert party 
action. 
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3.3.5. Integration into mainstream investment processes 
The Institutional Shareholders Committee concluded in its review of the ISC principles 
that “[t]here have been concerns that the corporate governance aspect of engagement is 
not integrated with the investment process.”41 We heard in several of our interviews with 
fund managers that they had fully integrated corporate governance into their investment 
process. One of the interviewees stated that it would be a serious mistake to separate 
corporate governance and CSR issues from the rest of the business issues as these are 
linked. Another interviewee said the question of how confident a fund manager is in a 
company’s management and its strategy requires a more integrated approach, as these 
are major issues of corporate governance that are crucial to the investment decision, and 
that the two aspects are therefore kept together. 

It should be noted that it can be difficult to integrate the two when an active fund uses 
quantitative theories to identify superior performance, because a theory on a link between 
good corporate governance and financial performance must be back-tested over a 
significant period of time; with quick-changing standards, and with the link between good 
standards of corporate governance and financial performance not yet proven 
conclusively, back-testing this type of link becomes difficult. 

At some fund managers where integration is in place, it appears to rely at least partly on 
the informal flow of information between corporate governance teams and fund managers 
and/or analysts, often helped by physical proximity: 

The corporate governance team sits next to the fund management teams and will 
therefore always be included in discussions, and their opinions sought. 

[Our] early warning system relies partly on [the corporate governance manager] 
educating analysts in terms of things to look out for (e.g. for board composition, 
acquisitions), and on conversations between [the corporate governance manager], and 
analysts and portfolio managers (based in the same office): It is about talking to each 
other and bringing the collective experience together. 

However, the investment decision-making power ultimately lies with the investment team, 
and while we were given examples of active fund managers selling stock because of 
severe corporate governance problems, the question on how far-reaching the integration 
is, i.e. to what degree investment teams take those concerns into consideration, cannot 
be answered on the basis of our research. It appears that lack of integration does not 
necessarily mean that corporate governance teams exert less influence, as for example 
in the case of one fund manager who stated that they did not integrate corporate 
governance and investment process. We were told that the corporate governance team 
at this fund manager has a high profile within the organisation: 

The decision about action is my responsibility. A list of actions to be taken is submitted to 
the Shareholder Engagement Committee, which consists of the heads of all investment 
units […], [who] consider each case in terms of type of engagement, reasons, past 

                                                 
41 Institutional Shareholders Committee, Review of the ISC Statement of Principles on the Responsibility of 
Institutional Shareholders and Agents, September 2005 



Holding Fund Managers to Account, LAPFF Report, September 2006 
_____________________________________________________________________________ 

© Local Authority Pension Fund Forum, 2006 

27 

  

performance and evidence of current progress, and decide whether files can be closed. 
Decisions are not just waved through, but are looked into thoroughly. 

This is not different from the approach of another fund manager of both active and 
passive funds: 

Internally, we hold weekly meetings, attended by corporate governance team, head of 
equities and head of investments. This is the Forum where issues are brought out, both 
reactive and with the aim to improve companies’ CG position. 

While integration is meant to strengthen the corporate governance aspect of the 
investment decision, the degree to which this is successful depends highly on the way the 
integration is put into practice. There is a potential concern that corporate governance 
issues may be merely tagged onto the general investment process, and that no true 
integration has taken place.  

For example, we found that several fund managers rely on their mainstream financial 
analysts to detect corporate governance problems at an early stage. Trustees may want 
to question their fund managers whether these analysts have received the necessary 
training to do so. One interviewee explained: 

Financial analysts analyse companies on a global basis, according to sectors. They will 
receive presentations from me on corporate governance. 

Another interviewee from a fund manager with its own corporate governance team 
explained: 

Analysts receive an introduction into CG as part of their initial induction; after that their 
training is more informal or impromptu, based on close proximity to CG team. They would 
not necessarily go through a remuneration consultation and come up with the same 
question as the CG team, but CG team will flag up earnings’ targets issues. 

If financial analysts receive only impromptu, informal training on corporate governance 
issues, especially if there is no corporate governance team that puts checks and 
balances in place, it casts doubt onto their ability to fulfil the role of an early warning 
system, especially in the light of a recent study by the World Business Council for 
Sustainable Development (WBCSD) and the UN's Environment Programme Finance 
Initiatives (UNEP FI). The survey of young financial analysts revealed that they remain 
unconvinced of the materiality of most environmental, social and governance issues to 
business and are unwilling to depart from business as usual because of conflicts with 
remuneration, career advancement or culture. Moreover they are unable to consider them 
because of inadequate information, training or tools.42 

Another potential issue arises from a fine line drawn by fund managers between so-called 
standard corporate governance issues, such as the number of non-executives on a 
board, and those issues that are considered as value-destroying, such as mergers and 
acquisitions. Similar distinctions were described by Hendry et al. (2004), who found that 
value-destroying issues are those that are more likely to prompt mainstream investors to 
engage with companies, and that these have done so for a number of years.  One of our 

                                                 
42 WBCSD, UNEPFI, Generation lost: young financial analysts and environmental, social and governance 
issues, 2004 
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interviewees referred to the value-destroying issues as “not only corporate governance, 
but something more serious”. Another interviewee gave as an example the question for 
whom the cash was generated at BskyB, and went on to say: 

CG/CSR is significant if it affects the protection of value: I see a difference between a 
minor mechanical default to the Combined Code, and a more fundamental risk to the 
protection of value of a company […The case of BSkyB] is [an example of] where 
governance issues become real issues to the value of the company. This is different from 
the case of a smaller company that has two instead of three NEDs.  

The same interviewee stated that there was a distinction between preserving value and 
enhancing value, and that much of the engagement of this fund manager was mostly 
about preserving value: 

Most of the time it is about ensuring that a company has the systems in place to ensure it 
does not destroy value. 

This example illustrates a potential downside of the integrated approach: While it is in the 
interest of shareholders that fund managers act as gatekeepers against major issues that 
could potentially be value-destroying, they may not commit enough time or energy on 
best practice issues that could enhance a company’s corporate governance or CSR 
performance and hence the fund’s value in the long-term. 

 

Summary 
A majority of our interviewees stated that they integrated corporate governance into their 
investment process. The degree to which this integration is successful cannot be 
determined from our interviews, but it is questionable whether it is more than superficial. 

Issues that arise from such superficial integration include insufficient training for financial 
analysts who represent the fund manager’s early warning system; a focus on their role as 
gatekeeper on the lookout for value-destroying issues; and a neglect of the promotion of 
best practice with a view to enhancing long-term investment returns. 

 

 
3.3.6. Conflicts of interest 
The 2001 Myners Review referred to the USDLIB bulletin which states that managers 
must not allow themselves to be influenced by conflicts of interest: ‘fiduciary duties . . . 
require that, in voting proxies, the responsible fiduciary consider those factors that may 
affect the value of the plan’s investment and not subordinate the interests of the 
participants and beneficiaries in their retirement income to unrelated objectives.’  

The ISC Principles require fund managers to set out how “situations where [they] have a 
conflict of interest will be minimised or dealt with.”  

The 2001 Myners Review found that “[i]n managing pension funds’ assets, fund 
managers have also pursued only a limited range of strategies to deliver value to clients. 
In particular, the review found evidence of general reluctance to tackle corporate 
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underperformance in investee companies, particularly pre-emptive action to prevent 
troubled companies developing serious problems.”43 

The Review listed a number of reasons for this, one of which is the potential for conflicts 
of interests that may distort voting outcomes, for example: 

• Fund managers may manage the pension fund of the company at which they 
are voting.  In the interest of not losing that business, fund managers may be 
reluctant to oppose that company’s management, potentially exacerbated if the 
company’s directors are also trustees of the pension scheme. 

• Fund managers may be part of a larger financial organisation. As a result, they 
may provide various products and services to a company. Opposing the company’s 
management is feared to bring the risk of losing business with the company, or of not 
being able to attract more business. 

All fund managers that we interviewed, except one, have policies in place that are aimed 
at minimising conflicts of interest. These policies may attempt to erect ‘Chinese Walls’ 
between the fund manager and other entities of the same financial organisation, in order 
to allow independent voting or engagement decisions to be made.  They may also refer 
the decision-making in cases of conflicts of interest to senior managers and require 
proper documentation of the decision, or that the client be informed.  

When we explored types of conflicts of interest with our interviewees, we found fund 
managers largely unconcerned about them. While the two types of conflicts stated above 
were recognised as possible, several interviewees stated that these had not occurred in 
practice, or that clients had not raised the issue with the fund manager.   

Other interviewees acknowledged that conflicts of interest happened all the time, 
because of the size of their fund management house, and the fact that they manage 
many pension funds and have a large number of holdings of UK companies: 

[…] Voting against a client is nothing unusual. This appears to be more of a problem from 
the outside than from the inside. 

Most FTSE 100 companies are clients; therefore conflicts are everywhere, but that is 
widely ignored…It can be tough. 

It does occur sometimes that we vote on companies whose pension funds are also 
clients, but different individuals deal with clients and pension funds, and they are grown 
up enough to know that this happens sometimes. 

Interestingly, while some interviewees denied that any conflicts of interest ever occurred, 
others did not see any problem with conflicts of interest precisely because there are so 
many of them. Our overall impression from the interviews was that fund managers are 
confident that their policies or simply common sense take care of the issue. If a fund 
manager informs a company in advance of any intended oppose or abstain votes, those 
that are also clients have enough advance notice to react. In one case, after the fund 
manager had informed a client about a vote, the client confirmed that the vote should 
follow house policy; this agreement was subsequently laid down in writing. 

                                                 
43 Paul Myners: Institutional Investment in the UK: A Review, 2001 
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Summary 
Fund managers are largely unconcerned about potential conflicts of interests with their 
engagement, and are confident that their policies or simply common sense take care of 
the issue. While some interviewees denied that any conflicts of interest ever occurred, 
others did not see any problem with such conflicts of interest precisely because there are 
so many of them. 
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3.4. Evaluation of Effectiveness 
The ISC Principles require that fund managers, as the agents of institutional investors, 
should “set out the circumstances when they will actively intervene and how they propose 
to measure the effectiveness of doing so.”  

While the Principles do not define effectiveness any further, the ISC has, in its review of 
the principles, announced the establishment of a working group that will “compare 
experiences and draw conclusions about the usefulness of particular approaches and the 
effectiveness of engagement”.44 

There was a general consensus amongst our interviewees that the evaluation of the 
effectiveness of engagement is difficult, even more so when it comes to engagement than 
when it comes to only voting. One issue may well be the current lack of a definition of 
effectiveness in the context of engagement. If one defines effectiveness as the 
achievement of a given goal, then the goal stated in the Myners Principles, i.e. the 
enhancement of a fund’s value, probably raises the bar too high, given that a clear link 
between good corporate governance and financial performance has not yet been 
established. 

Yet according to the ISC principles fund managers have the responsibility for monitoring 
and assessing the effectiveness of their engagement. Three years after the ISC principles 
have been drawn up, however, a workable solution has not been found. 

The lack of such an assessment has been flagged up by funds in last year’s survey and 
interviews. Measuring outcomes and the effectiveness of the engagement policies and 
activities are considered to be difficult but crucial by funds. All the same, only 40% of 
local authority pension funds, in our survey, stated that they are assessing effectiveness 
of their fund managers in some way. The majority of these based their assessment on the 
quality of their fund managers’ reporting, which will be discussed in a later section. 

 

Objective 

We explored the area of assessing effectiveness from various angles: We wanted to 
know if fund managers had the tools in place for making this assessment, obtain their 
views of what effectiveness means and what the difficulties are in its assessment, and 
see examples of assessment that have been communicated to clients. 

 
3.4.1. Internal systems to review monitoring results/Audit trails 
The ISC principles require fund managers to “maintain a clear audit trail, for example, 
records of private meetings held with companies, of votes cast, and of reasons for voting 
against the investee company’s management, for abstaining, or for voting with 
management in a contentious situation”.  

                                                 
44 Institutional Shareholders Committee, Review of the ISC Statement of Principles on the Responsibility of 
Institutional Shareholders and Agents, September 2005 
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There is increasing pressure on fund managers to collect information on voting, and to 
make it available in a form that allows the assessment of their internal controls. The 
recently published ICAEW exposure draft for assurance reports on internal controls of 
service organisations, for example, contains specific requirements for checks that  

• The service provider assesses the effective transmission of proxy voting 
instructions regularly on a sample basis 

• Client reporting in respect of…voting is complete and accurate and provided within 
required timescales.45 

Fund managers collect a large amount of information, not only on votes, but also on 
engagement, formal or informal, and research results. We wanted to explore how fund 
managers make use of this information, with a regular review in mind of monitoring 
outcomes, to be used to assess their effectiveness. The idea behind this question is to 
look at changes in monitoring results over time, and compare these with engagement 
efforts, to see if there is a connection. 

We found a wide range of approaches, some of which were systematic:  

• Several of the fund managers we spoke to revisit companies annually on the basis of 
recorded voting data, notes of engagement meetings, or ratings, in order to identify 
any changes.  

• One interviewee explained that a library of votes and engagement notes is accessible 
to both fund management and corporate governance teams and is referred to prior to 
any activity with a company. 

However, in other cases, the way in which fund managers use monitoring results was far 
less clear to us from the statements of our interviewees. One interviewee explained that 
this fund manager’s monitoring was done more on an ad-hoc basis. Another interviewee 
criticised our question and stated “monitoring and intervention are not really linked in the 
way suggested by the question”. A third interviewee stated, “[v]oting is the only thing you 
can measure. Everything else is quite subjective…; with [discussions] it is difficult to 
differentiate which factors lead to the outcome.”   

These statements demonstrate that it is the lack of a clear idea how to evaluate 
effectiveness that hampers putting in place and making use of an internal control system 
for monitoring results. The next section will look into this problem in more detail. 

 

 

Summary 
According to the ISC principles fund managers have a responsibility for monitoring and 
assessing the effectiveness of their engagement. However, the way in which fund 
managers review monitoring results reveals a lack of ideas on how to evaluate the 
effectiveness of their engagement on the basis of monitoring results. While we found a 
range of approaches to maintaining audit trails and reviewing monitoring results, some of 
                                                 
45 ICAEW, Assurance reports on internal controls of service organisations made available to third parties, 
Exposure Draft, 2005 
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these are less systematic than others. The goal of intervention stated in the Myners 
Principles, i.e. the enhancement of a fund’s value, probably raises the bar too high, given 
that a clear link between good corporate governance and financial performance has not 
yet been established. 

 

 
3.4.2. The issue of causality and the link to financial performance 
When discussing the evaluation of effectiveness, the Fund managers in our interviews 
referred to the lack of a unique link between the actions of a fund manager with reference 
to a company, and a policy or practice change at that company:  

It is almost never possible to establish a direct causal relationship between A and B (i.e. 
we did this, and the company did that) […] The debate about assessing effectiveness is 
fraught with the question of causation. 

It is difficult to estimate, in cases where we are trying to prevent loss, what would have 
happened if we had not intervened. 

Interviewees agreed that most evidence for the effectiveness of engagement is 
anecdotal: 

In some instances an impact can be observed, e.g. a FTSE 100 company withdrew a 
resolution because we and over 50% of shareholders objected. 

Measuring effectiveness is quite difficult and varies case-by-case. In some cases it is 
easier to isolate effective change, e.g. Cable&Wireless under Chairman Richard 
Lapthorne: From the date of the board change, the share price trebled over 12 months. 
While one cannot say this is all due to the change of board, a large part is. This case is 
much clearer cut than most cases. 

However, even here a unique link between the actions of one fund manager and changes 
at these companies cannot be established. Situations where this is the case rarely arise. 
One interviewee saw some value of uncovering unexplored areas of risk and opportunity 
of CSR, as part of a commercial strategy: 

There are situations where we are fairly confident that we are the only fund manager to 
raise an issue. Companies may find the discussion useful, and do things differently. 
These situations better fit the black and white model. 

The interviewee conceded, however, that there is a limit as to how far this strategy can 
succeed in the case of corporate governance, as there are a lower number of corporate 
governance issues than CSR issues, and secondly, if every fund manager adopted the 
same strategy, efforts may become too scattered and issues may be overlooked. 

As a result of the causality issue, the majority of our interviewees declared it impossible 
to establish a unique link between their actions and improvements in policies and 
practices of companies beyond a limited number of anecdotal examples.  Not only that: 
There were also doubts about the possibility of proving a more than just intuitive link 
between good practice and financial performance:  
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Academic research in this field is not very strong even though it points in the right 
direction in terms of establishing a link between good CG and enhancing value. 

Previous research … on the link between corporate governance and performance 
provided only a small link that rapidly became insignificant [because of changing 
standards]. 

So, with the lack of a unique causal relationship between engagement and better 
corporate governance and CSR performance, and the link to financial performance not 
yet proven, there is little incentive for fund managers to report on any of this to their 
clients, even if internally they may attempt such an assessment: One interviewee said 
that their corporate governance team conducts a quarterly review meeting in which all 
engagement is discussed and votes are reviewed. The problem is how to communicate to 
clients an assessment that is based on internal discussions. 

The lack of a unique causal relationship does not necessary need to be an issue, if the 
fund manager is “not possessive about results”, as one interviewee put it. This fund 
manager is satisfied to have contributed to change in collaboration with other 
shareholders, and that by doing this, the fund manager’s duty towards its client has been 
fulfilled. This may, however, be felt to be a problem by other fund managers because of 
the issue of free-riding, i.e. the benefit for less activist fund managers from the activities 
of more activist fund managers that bear the cost associated with engagement.  

It was discussed in an earlier section that engagement is an ongoing process rather than 
a series of discrete steps, and that there is little evidence of a system of objectives and 
performance against objectives when it comes to deciding on whether engagement will 
enhance value. This makes it obviously even harder to measure the effectiveness of 
ongoing dialogues with companies than that of voting. Even those fund managers who 
stated in our interviews that they had a system in place to review monitoring results and 
compare them against engagement activities did not seem to be able to provide more 
than anecdotal evidence for their effectiveness. 

 

 

 

 

Summary 
Most evidence for the effectiveness of engagement is anecdotal. The lack of a unique link 
between the actions of a fund manager and subsequent policy or practice changes at a 
company, and doubts about the possibility of proving a more than just intuitive link 
between good practice and financial performance result in little incentive for fund 
managers to report on any assessment of their engagement effectiveness to their clients. 
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3.4.3. Examples for the analysis of votes 
Because of its nature, voting is relatively straightforward to analyse quantitatively. We 
found that the analysis is generally conducted at three levels: 

The effectiveness of the process. Some fund managers have checks and balances in 
place to ensure that votes have been cast as instructed, and that the votes have actually 
reached the company. Missing votes were mentioned repeatedly in our interviews, 
blamed on problems with the information flow between multiple links in the voting chain. 
One interviewee said that they carry out an audit of their votes against different internal 
and external policies, to ensure the right votes have gone through. Another interviewee 
said that they were going to look much more closely at voting results and establish data 
feeds for that purpose; while companies currently are not obliged to disclose the meeting 
results, the pressure increases on them to do so, making such data feeds a real 
possibility. 

Application of voting policies and voting patterns. This covers a wide range of 
questions, such as whether fund managers correctly apply policies, or how they decide 
on voting outcomes in cases that are contentious. At this level, voting patterns are also of 
interest, i.e. how the fund manager’s voting changes over time, and how it compares to 
the market. This type of analysis may bring out any inconsistencies in the voting 
behaviour of a fund manager, and may also help to revise policies. 

All fund managers appear to conduct some form of statistical analysis. We provided the 
interviewees with types of possible analysis, and most fund managers appeared to apply 
at least one of the following: 

• Statistics on oppose or abstain votes 

• Voting patterns over time 

• Comparison against meeting results 

• Comparison against industry (e.g. against ABI or NAPF voting outcomes) 

• Analysis of most voted on issues 

As stated above, meeting results are not always straightforward to obtain, making the 
comparison of fund manager votes against meeting results difficult. Also, there is little 
consistency across different fund managers in terms of what analyses are carried out: the 
picture that emerged from our interviews was a mixed one. One interviewee expressed 
doubts about the usefulness, for example, of the statement that a fund manager has 
opposed resolutions in a certain number of meetings. On the other hand we were shown 
useful examples of an analysis of changes to voting patterns over time by another fund 
manager. The number of oppose votes, out of all votes cast, when compared year by 
year, becomes a meaningful metric, especially when broken down by issue.  At 
appointment stage, this type of analysis, when used to compare different fund managers, 
would enable pension fund trustees to gain an insight into strategic and policy 
implementation differences between fund managers.  

Voting impact. While voting impact, as discussed earlier, is not easy to assess, some of 
the interviewees explained that they compare voting with behavioural changes at 
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companies, and the answers of our interviewees suggested to us that this is particularly 
the case when the ‘comply or explain’ approach has been applied, i.e. when the fund 
manager has changed the voting outcome following engagement with the company.  

Whether or not this post-engagement monitoring is conducted formally and regularly in all 
fund management houses that took part in our study remains unclear. Only one 
interviewee described the formal process by which the policy impact year-by-year is 
analysed on the basis of both votes and records of meetings. Particularly when the 
‘comply or explain’ approach has been applied, the assessment happens on a case-by-
case basis because, in the words of one interviewee, “each set of circumstances is quite 
unique”. 

Given the difficulty of assessing the impact of votes at an individual company level, it may 
come as no surprise if fund managers point out rising standards on a national scale as a 
form of proof that voting (and engagement) has an impact: 

Changes to policies and practice are important to look at. Impact of intervention 
[becomes] visible on a national scale: the UK has seen a huge transformation, e.g. in 
terms of remuneration issues, which shows to which degree companies have embraced 
the dialogue. We are now having meetings with companies specifically on corporate 
governance rather than on strategic/business issues. 

When it comes to identifying the impact of one fund manager’s votes, the same 
interviewee is less convinced: 

We are broadly voting along with other people. But it is hard to say whether it is our vote 
that made the difference. 

 

Summary 
Votes are relatively straightforward to analyse quantitatively, and the analysis is generally 
applied at three levels: effectiveness of the process, correct application of voting policies 
and voting patterns, and voting impact. While in the first two cases, problems that arise 
are more of a practical nature, the latter relies on the comparison of voting with 
behavioural changes at companies, and is more difficult to achieve. It is easier to identify 
rising standards at a national level than in the case of one company, and when it comes 
to assessing the ‘comply or explain’ approach, the assessment can only happen on a 
case-by-case basis. 

 

 
3.4.4. Examples of analysing engagement impact 
In our 2004 postal survey, when asked about areas of compliance with the ISC Principles 
for review and improvement, four out of nine of the fund manager respondents stated that 
the evaluation of engagement was still an area that needed improvement. We wanted to 
explore in our interview which attempts are made by fund managers to measure the 
difference their engagement activities make. From their answers, two approaches 
emerged: 
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Monitoring changes in the company. Most interviewees told us that they assess 
whether issues that they have engaged on with a company have been addressed, by 
looking at changes that happen at the companies, for example in structure or strategy. In 
some cases this appears to be done in a systematic and regular manner as part of the 
monitoring process.  

Assessing financial impact of engagement. Interviewees identified share price 
performance as the chief measure for financial performance of companies, and in some 
cases they link the monitoring of share price performance to the monitoring of 
engagement impact. It was made clear by some interviewees, however, that this is a 
difficult link to establish: 

How big an impact does engagement have in terms of financials, i.e. the share price? 
Apart from a few clear-cut cases […] this is a fairly blunt instrument. 

[I am] unconvinced that, for example, voting against remuneration report makes the 
company share price go up… [The] link to shareholder value depends on whether the 
issue can be related to financial drivers. 

The concentration of fund managers on the share price as the ultimate measure for 
financial performance is a concern. If fund managers concentrate on issues that are 
mainly relevant in the short term (in extreme cases in the next quarter as opposed to the 
next 15-20 years), then the share price is of course relevant. Yet while it may be true that 
a company’s share price receives a serious dent in the short term following an 
announcement or a leak, this dent may well be followed by better long-term performance 
as a result of practice changes at the company.   

 

Summary 
Attempts to measure the effectiveness of engagement remain tentative, and this is 
especially true for any link to corporate financial performance. The use of the share price 
as a measure for financial performance emphasises short-term improvements. If 
reductions in share price in the short term are seen as unacceptable, opportunities for 
prompting long-term improvement may well be overlooked. 
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3.5. Reporting on Engagement 
“Transparency is an important feature of effective shareholder activism. Institutional 
shareholders and agents should not however be expected to make disclosures that might 
be counterproductive. Confidentiality in specific situations may well be crucial to 
achieving a positive outcome.” (ISC Principles) 

Fund managers typically discharge themselves of the transparency requirement by 
providing their clients with sections on engagement in their quarterly reports. In our postal 
survey in 2004, we asked funds what type of information they receive from their fund 
managers in these reports. The results are displayed in Figure 1. 

The final LAPFF Report on Delegating Shareholder Engagement found that the reasons 
for the limited attempts by funds to evaluate the effectiveness of their fund managers’ 
engagement activities are to be found in the difficulty to identify the impact of 
engagement, and the reluctance of fund managers to be pinned down to specific 
performance indicators.46 The most common items that are reported on are on voting, 
indicating that voting has considerably higher priority than any other engagement activity 
when it comes to reporting. Figure 1 demonstrates that less than 60% of local authority 
pension funds receive any information on meetings with companies. Less than 30% 
receive some form of judgement on the effectiveness of their fund managers’ 
engagement.47 

 

Objective 

The aim of the questions in the following section was to develop an understanding of the  
reasons why fund managers are unable or unwilling to disclose certain types of 
information to funds; the questions also sought to establish ways in which fund managers 
currently include an evaluation of their engagement effectiveness in their reports to funds, 
and what changes to report content (both short and long term) have been made or 
planned, aimed at helping funds to evaluate the effectiveness of fund managers’ 
engagement activities.  

 
3.5.1. Evaluation of effectiveness in fund manager reports 
As Figure 1 clearly demonstrates, the evaluation of effectiveness of engagement, either 
in the form of voting or engagement, does not feature prominently in external fund 
manager reports to their clients. It appears from the findings in the previous section that 
more is done internally in terms of this analysis then is disclosed to clients.  As one fund 
manager explained: 

 

                                                 
46 LAPFF, Delegating Shareholder Engagement – Final Report, November 2004, p.19 
47 As no definition of ‘assessing effectiveness’ was supplied to respondents at the time, ‘some form of 
judgement’ could stand for a wide range of approaches. 
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Figure 1. Items on engagement in quarterly reports from external fund managers to local 
authority pension funds.48 Sample size: 35 

 
 

How we think about the relationship between our activity and what the company does, 
and how this is reported externally  (to clients or elsewhere) has to be considered 
carefully. We have standard wording, which is also used for questionnaires, which 
includes ‘ifs’ and ‘buts’ on the matter of causality. 

When given the opportunity to review examples of confidential client reports provided by 
our interviewees, we found notable the absence of any information that would provide a 
sense of progress in terms of good corporate governance or CSR practices, i.e. evidence 
of improved standards because of a fund manager’s engagement. Reports on what 
progress a company had made against specific previous proposals by the fund managers 
were few and far between. Overall, the information was limited to reports on activities, 
such as raising a specific issue with a company or voting on a specific resolution. But in 
most examples, each instance of engagement was presented in isolation from any 
previous activities of the fund manager with regard to the company in question, making it 
difficult to make out the ongoing nature of fund managers’ engagement activities. In many 
cases, reports on engagement followed a pattern according to which the fund manager 
approaches a company about an issue and goes away enlightened; in fewer cases, clear 
proposals were made for policy or practice changes at a company. It was unclear, on the 

                                                 
48 LAPFF, Delegating Shareholder Engagement – Interim Report, 2004, p.72 
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basis of the examples provided, whether any revisiting of such proposals made in the 
past, with a view to the company’s reaction, is ever included in these client reports. There 
were few exceptions, e.g. an oppose vote was explained with the continuing malpractice 
at a company, which had been raised at a number of previous occasions by the fund 
manager; or a company was commended for improved reporting which was interpreted 
as the result of previous engagement by the fund manager. But we found that it was 
difficult, on the basis of the information provided, to gain a sense of whether there had 
been any improvements at specific companies or overall. 

Obviously, engagement begins with gaining a better understanding of a company’s 
specific circumstances, and many meetings that fund managers will have with companies 
will be more like fact-finding missions. There are, however, many cases where a fund 
manager’s engagement activities result in a specific request or proposal; without a doubt 
fund managers will revisit the company in question after some time has elapsed to 
assess whether the company has taken any action with regard to the proposal. To 
include the findings from this internal assessment in the reports to clients would greatly 
enhance the clients’ ability to understand their fund managers’ engagement activities. 

 

Summary 
Examples of confidential fund manager reports to clients that we reviewed were notable 
for the absence of any information that would provide a sense of progress in terms of 
good corporate governance or CSR practices. It appears that some fund managers apply 
a degree of caution when it comes to reporting any assessment that was carried out 
internally to their client, for example by using standard wording on issues of causality.  

 

    
3.5.2. Obstacles to transparency 
Fund managers, when we asked about obstacles to transparency, almost unanimously 
said that they would not disclose information on ongoing engagement with companies, 
and in some cases even on completed engagement, for fear of leaks to the public 
domain: 

• One interviewee said that while trustees want to know what is going on, telling 
trustees about ongoing engagement would effectively make the information public, 
due to the great number of reports distributed to clients, some in hard copy, making 
control over what happens to the information more difficult. Another interviewee said 
that the Freedom of Information Act might exacerbate the difficulties. 

• One interviewee said that there is also a perception of a possible conflict of interest at 
funds: Individual trustees may have a political interest, and may therefore be tempted 
to leak information to the press; however, this interviewee had not encountered any 
leaks from clients in the past. 

• One interviewee asked us if a company would be willing to talk if not under the 
premise of confidentiality. As discussed in previous sections, most fund managers 
consider it important to conduct engagement ‘behind the scenes’, and that any 
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publicity, especially when it comes to so-called ‘value-destroying’ issues, will be 
damaging to the dialogue and ultimately not be in the shareholders’ interest. As the 
interviewee said: “In the case of smaller companies leaks can lead to destruction of 
value.” 

• The sheer amount of information makes it necessary to be selective on what to report. 
One interviewee even said that their fund manager would not report on meetings with 
companies (except for those in conjunction with voting) because there are too many of 
them, and questioned the value of reporting on engagement in the form of thick 
volumes. Another interviewee said that they will report on extreme or unusual cases, 
and that these are also those that clients will ask about, and that are probably in the 
public domain already. 

• One interviewee said that meetings on subjects that are too technical for the layman 
would not be elaborated on in their reports to clients, e.g. issues such as aligning 
remuneration proposals with a company’s strategy. 

It is impossible to estimate on the basis of our interviews the scale of the issue of 
breaches of confidentiality by fund clients. While fund managers appear very concerned 
about this, we were not given any examples of instances where this had occurred. We 
were, on the other hand, given examples of leaks from other sources to the public domain 
that were an impediment to discussions between fund managers and companies, 
because, as one interviewee put it, they lead to mutual suspicions on who leaked the 
information. One interviewee gave this example: 

We were in joint engagement with a number of institutions on remuneration issues at a 
FTSE 100 company. This had been leaked to the press beforehand. As a result the 
Senior Independent Director harangued the assembly on confidentiality, putting the whole 
process on a wrong foot. 

The ISC principles state that transparency is an important feature of effective shareholder 
activism, but they also state that fund managers, as the agents of institutional 
shareholders, should not be expected to make disclosures that might be 
counterproductive. Yet it seems that this exception to the rule of transparency has 
become the rule itself. It appears that all meetings with companies are now seen as 
confidential, even where this may not be necessarily the case. One interviewee stated 
that not only ongoing engagement, but also completed engagement may be difficult to 
disclose to clients: 

We had conversations with a company’s Chairman about concerns. The company 
acknowledged these concerns and said they would get back to us on the matter. If this is 
run in the next engagement report, there is no guarantee that this does not get into the 
public domain, and could be spun into a high profile press story. Even if we put this as 
completed engagement into a later report, when it would be a ‘dead’ issue, it could still 
end up as a media story. 

One interviewee explained that they applied a more balanced approach to completed 
engagement: 

Apart from the obvious case when we are made insiders, there is nothing that we cannot 
report to clients. At the same time, if we are aware of a company’s preference for 
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confidentiality, then we have to recognise that, which may influence what we can say to 
clients. 

With regard to ongoing engagement, the interviewee went on to say: ”We will not report 
to clients when engagement is incomplete, e.g. when we are discussing executive 
remuneration with a company and suggest that the company changes its board structure. 
We will report engagement to the client when the proposals have been finalised. In terms 
of frequency, this has happened probably on a couple of occasions. In most cases, 
proposals are finalised and can be disclosed to the client. 

The integration of corporate governance aspects into the mainstream investment process 
may add another dimension to the problem: One interviewee said that meetings between 
investment teams and companies are not reported on, and that this is fairly standard. On 
the one hand it may well impede a fund manager’s competitive advantage if they had to 
disclose trading information; on the other hand, with the increasing integration of 
corporate governance aspects into the investment process, the protection of trading 
information could lead to even less transparency in the future. 

 

Summary 
Fund managers are unwilling to disclose information on ongoing engagement with 
companies, and in some cases even on completed engagement, for fear of leaks to the 
public domain. This fear is based on the proliferation of report copies, but also on a 
distinct concern, on the part of some fund managers, over clients’ ability to maintain 
confidentiality. At the same time, we were not provided with examples of instances where 
breaches of confidentiality had occurred, at least not when this had happened as a result 
of disclosures to clients.  
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3.5.3. The feedback loop between fund managers and fund clients 
Funds may not find report content particularly helpful, but we found that little or none of 
this view finds its way as feedback from fund clients to their fund managers. In the case 
of one interviewee, the only request they had received was on reporting format rather 
than content, i.e. to enable comparison between fund managers, but not many requests 
had been made of late. Another interviewee said: 

Questions by clients, even when they are in a position of power, i.e. at quarterly 
meetings, very seldom come up. [There are] issues with competencies and resources, as 
identified in Myners. I would like to be asked more frequently. Questions don’t even come 
at appointment stage. 

One interviewee suggested: “If funds were to engage with fund managers on the issues, 
it would make a difference to the report. We get few questions on the reports we put out 
to pension funds. Clients that ask questions are better informed both prior to asking the 
questions, but also as a result of asking questions. There is probably a resource issues 
amongst pension funds.” 

There would, on the other hand, probably be limitations to the changes that fund 
managers could make to their report content upon request by clients: The majority of the 
fund managers we spoke to produce one report for all clients. That weakens the power of 
an individual client to request changes that would then have to be applied to the general 
report but may strengthen the case for a common shareholder approach by an investor 
body or group of investors.  

Interviewees also have to deal with editorial limitations to their reports, which is not 
always helpful in order to strike a balance. If fund managers reserve no more than two 
pages to report on corporate governance and CSR engagement, this obviously poses a 
challenge to selecting relevant items to report on, especially if the report is not client-
specific and thus no portfolio-specific information can be provided: 

[Our] reports are unfortunately too short. Therefore reporting on engagement is reduced 
to a point that I think may limit its usefulness. 

In two cases we heard that reporting policy and client feedback is dealt with in separate 
departments, i.e. the reporting department deals with the former, the client director with 
the latter. This is potentially an additional obstacle to a feedback loop that takes clients’ 
feedback and translates it into changes to report content and format, as the corporate 
governance team will have to act as a broker between the two departments involved. 

On the other hand, it is clearly down to trustees to request from their fund managers more 
relevant reporting, especially at appointment stage. Fund managers indicated to us that 
this, for their part, would be welcome, and that suggestions that make sense could lead 
even to changes to general report content where no client-specific reporting is available.  

 

Summary 
While funds provide little or no feedback on report content to their fund managers, it is 
questionable how far funds would succeed were they to do so: The willingness of fund 
managers to make changes to their report content upon request from individual clients 
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may well be limited if fund managers produce one report for all clients, reports on their 
activities are subject to strict editorial limits, and responsibilities for reporting policy and 
client feedback are with separate departments, and not with the corporate governance 
department. A joint approach by a number of investors may well help to overcome these 
obstacles to better reporting. 
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3.6. Engagement and narrative reporting 
While the future of narrative reporting in the UK continues to be uncertain after the 
Operating and Financial Review has been replaced with the Business Review by the UK 
Government, it is certain that a number of companies will publish their OFRs mid 2006, 
given the amount of effort and money they have put into the preparation already. Many 
companies may even voluntarily continue to publish OFRs beyond 2006, some of them 
on the basis of the ASB Reporting Statement. Furthermore, after the DTI consultation on 
the amendments to the Company Law Reform Bill in early 2006, the forward-looking 
aspect was added to the Business Review requirements: Quoted companies have to 
provide information ‘to the extent necessary’ on the main trends and factors likely to 
affect the future development of the business. 

The question is therefore still relevant how fund managers intend to approach narrative 
reporting, in the form of a business review or a voluntary OFR, in the context of 
engagement, either because OFRs will continue to be available to them, or because 
some aspects of the OFR, including the forward-looking emphasis, survive in the 
Business Review.  

Objective 
We intended to explore how fund managers’ monitoring and engagement activities were 
likely to be influenced by content in OFRs, and whether new intervention triggers were 
needed to reflect the disclosure of new kinds of material information in OFRs. We were 
also interested to know how fund managers intended to establish whether all relevant 
information was included in the OFRs of companies, and whether there were any planned 
changes to processes and expertise in order to process OFRs. 

 

 
3.6.1. Fund managers are not in the driving seat on OFR content 
We asked fund managers how they intend to use OFRs, and the answer was almost 
unanimous: The statutory OFR would have been unlikely, in the view of most 
interviewees, to make a difference to the way fund managers conduct monitoring and 
engagement. 

There is a view that because analysts are looking into the future anyway, the predictive 
element of OFRs (and, by inference, that of Business Reviews) is of little use: 

I do not believe that the OFR will make a difference; fund managers look forward anyway 
rather than backward, therefore OFR content should not come as a surprise […] It is the 
unexpected that adds value […] Fund manager decisions are based on predictions of 
what will be achieved in the coming year; this is established based on meetings with 
companies on strategic issues; once in the OFR, the analysis becomes a piece of history. 

From our perspective it won’t be a major source of information; we use many other 
sources already, such as brokers who should know what goes on in companies. Analysts 
make detailed forecasts anyway, which they compare against brokers’ forecast. 
Therefore no major new information is expected from OFRs. 
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Interviewees seemed confident that they have a clear view of what is going on inside 
companies, from their meetings and other sources such as brokers, and that the OFR, 
which was supposed to provide the Directors’ view on company affairs, would not add 
much to that. 

Fund managers already have plenty of opportunities to discuss companies’ strategies, 
which is OFR territory. 

Our view is to wait and see what the outcome is, and whether it is not just a repackaged 
version of what is available already. 

We believe that the OFR is overpromising and underdelivering, and that it will not 
produce much more new or radical information… Why, if a piece of information is so 
important, has it not been published beforehand? 

At the same time, interviewees had a fairly clear idea what could be a benefit of the 
statutory OFR: 

• More comparable non-financial disclosures  

• Better reporting on non-financial issues by companies that did not report on them prior 
to the OFR 

• A possible link between non-financial performance and directors’ remuneration 

• Scope for discussions with companies on material disclosures or omissions in OFRs 

• A more honest assessment of risks and opportunities for a company, even though one 
interviewee said that lawyers would be likely to stop that because of the risk of 
litigation. 

Much of what we learnt will apply equally to Business Reviews, for example: overall fund 
managers appeared to adopt a passive, ‘wait and see’ attitude, towards OFR content and 
its use. The value of OFRs, as one interviewee put it, would depend on what would 
eventually be disclosed in them, however, fund managers do not seem to consider 
themselves in the driving seat, pushing for better disclosure. The decision on OFR 
content, in the view of one interviewee, rests with the companies who publish them. The 
fund managers we spoke to intended to use OFRs as an additional source of information, 
but there was little indication that analysts would change anything about the way they 
currently analyse company information already, or that new intervention triggers were 
likely to be introduced. 

 

 

 

Summary 
Fund managers did not think that the OFR would make a difference. They seem confident 
that they have a clear view of what is going on inside companies, and that because 
analysts are looking into the future anyway, the predictive element of OFRs is of little use 
fund managers. This view will most likely apply equally to the forward-looking aspect of 
the Business Review. Overall fund managers appeared to adopt a passive, ‘wait and see’ 
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attitude, and clearly chose not to be in the driving seat when it came to influencing OFR 
content, even though fund managers did have certain hopes or expectations for certain 
benefits of the OFR; it is unlikely, given the lack of guidance for disclosures under the 
less stringent Business Review, that fund managers would have equal hopes or 
expectations for narrative disclosures in directors’ reports going forward. 
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4.  Conclusions 
The question underlying the study presented in this report is how local authority pension 
fund trustees can assess the quality and effectiveness of their fund managers’ 
engagement activities. The interviews that we conducted with selected fund managers, 
while reflecting the progress in the implementation of ISC principles also observed 
elsewhere, highlighted a number of issues that could potentially impede the quality and 
effectiveness of engagement activities. This is not to say that all findings apply equally to 
every fund management house, as we base them on a limited number of interviews. 
Trustees should, however, explore with their fund managers whether they address these 
issues in a satisfactory manner, or whether there is scope for trustees to encourage or 
call for best practice. 

The responses of our interviewees were characterised by a great deal of confidence that 
relevant corporate governance and SEE issues are picked up and dealt with in an 
appropriate manner. Some of this confidence probably originates in the decades of 
experience that mainstream fund managers and analysts have in the monitoring of, and 
engagement with, companies on certain financial and strategic issues. Corporate 
governance and SEE are, from this vantage point, simply additional aspects of the work 
that fund managers and analysts are already doing anyway.  However, there are inherent 
differences between the financial and non-financial aspects of a company’s performance, 
especially when it comes to seeking long-term investment returns, a primary concern for 
local authority pension funds. 

  
4.1. Effectiveness and quality of systems and procedures 
The assessment of engagement quality and effectiveness starts with practical 
considerations, i.e. how does the fund manager ensure that intervention triggers are not 
overlooked because of ineffective monitoring, and that all relevant information has been 
reviewed; that engagement outcomes are compared systematically against previous 
monitoring results to allow for the assessment of engagement impact; and that votes cast 
follow voting policies correctly, and reach the companies in time for AGMs and EGMs: 

• We found little support amongst the fund managers we interviewed for a systematic 
approach to monitoring, with some of them favouring an ad-hoc approach over what 
they saw as a system that would overcomplicate matters. Yet we also found that 
engagement triggers stem chiefly from the financial analysis of companies, which is 
carried out systematically by analysts. Only a minority of the fund managers in our 
sample applied an equally systematic approach to monitoring of corporate 
governance or SEE issues. Issues with immediate value-destroying effect will rarely 
slip through the systematic financial monitoring net cast by fund managers. Yet when 
it comes to topics that are linked to major medium to long-term risks for companies, 
such as climate change, a systematic approach to monitoring of corporate 
governance or CSR areas seems more appropriate than a piecemeal approach, in 
order to identify companies that may not be adequately prepared to respond to non-
financial risks in the long-term. 



Holding Fund Managers to Account, LAPFF Report, September 2006 
_____________________________________________________________________________ 

© Local Authority Pension Fund Forum, 2006 

49 

  

• We found a range of approaches to maintaining audit trails and reviewing monitoring 
results post-engagement, with some being more systematic than others. There is, 
however, a lack of clarity as to how a review of monitoring results can help to assess 
engagement effectiveness.  

• Problems with missing votes were flagged up in some of our interviews, and were 
blamed on missing links in the voting chain. Not all fund managers we spoke to seem 
to have an internal audit system in place to check whether the votes they cast actually 
reach the company.  

• We heard from only one fund manager that they had systems in place to audit their 
voting outcome against the various internal and external policies that they apply. 

Local authority pension fund trustees should question their fund managers whether they 
have the rigorous monitoring systems and procedures in place that are necessary to 
identify not only issues that could be value-destroying in the short-term, but also concerns 
about a company’s long-term performance. Fund managers should be expected to revisit 
companies post-engagement in order to assess any progress made against the 
engagement objective; without a systematic approach to monitoring, however, it is difficult 
to see how this can be achieved. Furthermore, trustees should ask their fund manager 
how they ensure that votes are cast following the correct policy, and how they arrive at 
their default vote (the ISC Principles state that fund managers should not support 
management by default). Trustees may want to know the outcome of any internal audit 
that has been carried out, also with a view to any missing votes.  

 
4.2. Integration into mainstream investment process 
Corporate governance and CSR concerns should undoubtedly be taken into account in 
stock picking decisions. A majority of our interviewees, in fact, stated that their fund 
management house integrated corporate governance and CSR in their investment 
process.  

The degree to which this integration is successful cannot be determined from our 
interviews, but it is questionable whether it is more than superficial: in some cases we 
found it to rely mainly on informal communication between fund managers and financial 
analysts on one side and corporate governance or CSR specialists on the other side. In 
other cases we found this to be supported by more formalised approaches, for example 
by way of committees consisting of senior personnel from both sides that have ultimate 
responsibility for intervention decisions.  

Potential issues arising from only superficial integration are insufficient training for 
financial analysts and fund managers, and a focus of fund managers on the role as 
gatekeepers on the lookout for value-destroying issues, whilst neglecting the promotion of 
best practice with a view to long-term value enhancement. As the decision whether 
engagement should take place seems generally to be made on a case-by-case basis, 
relying on subjective assessment and professional experience, pension fund trustees 
should query whether the fund manager provides its decision-makers with adequate 
training that raises awareness and understanding of corporate governance and CSR 
issues. They should also aim to understand to what degree the integration is formalised, 
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and what the decision-making process for engagement is. In cases where no such formal 
integration is in place, trustees may encourage fund managers to move towards greater 
integration. 

 
4.3. Impact of engagement 
Four out of nine fund manager respondents to our 2004 postal survey stated that the 
evaluation of engagement effectiveness was still an area that needed improvement, yet 
attempts to measure the effectiveness of engagement have so far remained tentative, 
especially when it comes to linking good practice in corporate governance to corporate 
financial performance.  

There is a clear need for scrutiny of fund managers’ engagement activities with regard to 
their effectiveness, regardless of whether or not the link to financial performance is 
proven. It appears that it is generally recognised as an intuitive link, and while 
quantification of effectiveness using financial metrics may be difficult, this should not be 
used as justification for deficient or non-existent assessment. Equally the causality issue, 
which makes it difficult to pinpoint which fund manager ultimately caused changes of 
policy or practice at a company, should not get in the way of judging engagement quality 
and effectiveness. 

It makes common business sense to set objectives for any type of activity, and to 
measure success against those objectives. Yet we found in our interviews that fund 
managers are reluctant to set specific objectives for their engagement with companies, 
seeing it more as an ongoing process of communication with companies than a series of 
discrete steps.  Consequently, engagement success or failure cannot be defined, and 
effectiveness cannot be assessed. As a result, our interviewees could offer us little more 
than anecdotal evidence of their past engagement impact. 

Votes, on the other hand, are relatively straightforward to analyse quantitatively, and we 
found examples for analysis at three levels: effectiveness of the process, correct 
application of voting policies and voting patterns, and voting impact. While in the first two 
cases, problems that arise are more of a practical nature, the latter relies on the 
comparison of voting with behavioural changes at companies, and is more difficult to 
achieve, for the same reason as cited above for engagement, i.e. causality. 

The issue of engagement effectiveness is without a doubt not easy to resolve and 
requires a continuing debate. The 2001 Myners Review stated “merely meeting senior 
management and expressing polite reservations about strategy is not sufficient, if it is not 
effective.”49  During our interviews, we did not get a sense of the kind of persistence and 
thick skin that the Myners Review identified as imperative for effective engagement; 
instead, a rather cautious approach seems predominant, in order not to disturb the 
relationship of trust with companies. Pension fund trustees have an active role to play in 
this debate, by calling for more active, objective-driven engagement. They should ask 
their fund managers to demonstrate that they go beyond merely having polite 
conversations with company boards. 

  
                                                 
49 Myners Review, 2001, p.90 
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4.4. Conflicts of interest and escalation of engagement 
Our interviewees were largely unconcerned about conflicts of interest, a view that 
contradicts the interpretation of these conflicts in the 2001 Myners Review as one of the 
main reasons for the reluctance of fund managers to address and where possible pre-
empt serious problems at companies. Yet some interviewees denied that any conflicts of 
interest ever occurred, and others did not see any problem with conflicts of interest 
precisely because there are so many of them. There was also a great deal of confidence 
that policies or simply common sense take care of the issue. 

It is also evident that fund managers are unwilling to opt for ways of escalation that could 
lead to public confrontation, such as tabling resolutions, and in some cases even oppose 
votes. This may even be a greater impediment to effective engagement than typical 
conflicts of interest. While we have no proof for this it is possible that the need to maintain 
a relationship of trust with companies may lead to a reluctance to tackle them too firmly, 
and to tread softly when addressing issues with them.  

Pension fund trustees have an interest to know whether there were any instances when 
fund managers applied undue self-restraint in their dealing with a company, whether it is 
because of a conflict of interest or because of the need to maintain a good relationship 
with a company. There may well be genuine limitations to the ability of fund managers to 
conduct the kind of effective engagement described in the Myners Review (see above), 
and pension fund trustees should explore these with their fund managers. Where 
limitations do exist, and fund managers are unable to act, pension funds may well have to 
become active themselves, potentially employing more high profile action than fund 
managers. 

 
4.5. Fund manager transparency 
Much of the assessment of fund managers’ engagement effectiveness by pension fund 
trustees relies on the regular reports by fund managers to their clients. Yet these reports 
are currently not providing the types of information that trustees would need to make an 
informed decision: 

• Most fund managers are unwilling to disclose information on ongoing engagement 
with companies, and in some cases even on completed engagement, for fear of leaks 
to the public domain. This is because of the proliferation of report copies, but also a 
distinct lack of trust in clients’ ability to maintain confidentiality. At the same time, we 
were not provided with examples of instances where breaches of confidentiality had 
occurred, at least not when this had happened by clients. 

• The lack of a unique link between the actions of a fund manager with reference to a 
company, and doubts about the possibility of proving a more than just intuitive link 
between good practice and financial performance result in little incentive for fund 
managers to report on any assessment of their engagement effectiveness to their 
clients. Most evidence for the effectiveness of engagement is anecdotal.  

• Examples of confidential fund manager reports to clients that we reviewed were 
notable for the absence of any information that would provide a sense of progress in 
terms of good corporate governance or CSR practices. It may be that there is more 
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done internally in terms of this analysis then is disclosed to clients. To include the 
findings from any internal assessment in the reports to clients would greatly enhance 
the clients’ ability to understand their fund managers’ engagement activities. 

While funds provide little or no feedback on report content to their fund managers, it is 
questionable how far funds would succeed were they to do so: The willingness of fund 
managers to make changes to their report content upon request from individual clients 
may well be limited by the fact that many fund managers produce one report for all 
clients, that reports on their activities are often subject to strict editorial limits, and that 
responsibilities for reporting policy and client feedback are often with separate 
departments, and not with the corporate governance department. However, funds will 
need to intensify the debate with their fund managers on issues of transparency, and they 
will need to state clear requirements of what types of information are needed. While it 
may be difficult for individual funds to gain ground for reasons stated above, joint 
engagement by a number of funds is more likely to achieve improvements to reporting 
that would be beneficial to all clients. 

 
4.6. Narrative reporting – continuing the debate 
The fund managers we spoke to clearly do not see themselves in the driving seat when it 
comes to developing innovative narrative reporting that is directed at investors. The 
Operating and Financial Review and its supporting ASB Reporting Standard 1 (RS1, now 
renamed Reporting Statement) were the result of intensive development and 
consultation, yet fund managers did not seem to think that the OFR would make a 
difference to the way they conduct their engagement. In particular the forward-looking 
element of the OFR was seen to be of little use by our interviewees, because analysts 
are assumed to make predictions of future corporate performance anyway. This view will 
most likely to apply equally to the forward-looking aspect of the Business Review. Fund 
managers seem confident that they have a clear view of what is going on inside 
companies, and in fact, too much corporate reporting may well take away some of the 
competitive advantage of fund managers, if companies ‘give away’ the sort of information 
in their OFRs that fund managers previously had to extract using their trust-based 
relationship and ongoing dialogue with companies.  

The ‘wait and see’ attitude that we observed amongst our interviewees seemed to be 
justified when the Business Review, in accordance with the EU Accounts Modernisation 
Directive, replaced the statutory OFR in late 2005. The reaction to this decision revealed, 
however, that the consensus on the OFR was greater than anticipated. And while fund 
managers did have certain hopes or expectations for certain benefits of the OFR, it is 
unlikely, given the lack of guidance for disclosures under the less stringent Business 
Review, that fund managers would have equal hopes or expectations for narrative 
disclosures in directors’ reports going forward. 

Enhanced narrative reporting, especially if it is of a forward-looking nature as defined in 
the ASB Reporting Statement, would provide pension fund trustees with knowledge of 
companies potentially closer to that gained by fund managers in their ongoing dialogue. 
The improved knowledge and understanding of companies’ strategies and prospects 
would enable trustees to assess critically any information on engagement provided to 
them by their fund managers, and to conduct informed exchanges with their fund 
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managers. Moreover, it would open up an avenue to more and better activism by pension 
funds themselves, or through third parties such as LAPFF or PIRC Limited. 

Pension funds should therefore take on a central role in the debate on the future of 
narrative reporting in the UK, whether it is under the premise of a voluntary OFR or 
Business Review.  
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5. Outlook and Recommendation 
The conclusions presented in the previous chapter have been translated into specific, 
hands-on guidance for trustees who seek to enter a dialogue with their fund managers, in 
order to assess the quality and effectiveness of their engagement activities (Appendix 2).  

Pension fund trustees are invited to put the guidance into practice. In fact, the Forum has 
proposed a pilot scheme for 2006/7 to enable a number of LAPFF member pension funds 
to engage jointly with their fund managers on governance issues, on the basis of the 
Trustee Guide. 

The Forum should actively participate in the debate around a way forward for the 
assessment of engagement effectiveness. The Forum’s considerations on these matters, 
and any engagement with other investor groups on the issues could then form the basis 
for the further development of the Trustee Guide. The link between good performance in 
corporate governance and corporate social responsibility on the one hand, and financial 
performance on the other is central to the business case for shareholder activism; 
however, attempts to evoke this link often do not go beyond stating “there is a lot of 
evidence”, without actually revealing what this evidence is. We suggest that a review of 
current authoritative studies on the existence and nature of this link would not only 
strengthen the business case, it would also provide a benchmark of current practice 
where it exists, and provide the foundation for further debate with fund managers. LAPFF 
is currently undertaking such a review. 

Some of the issues raised in the conclusions are outside the realms of the Trustee Guide, 
in particular the active involvement in the discussions around the future of narrative 
reporting in the UK. The Forum should be taking an active stance with regard to this 
matter, particularly against the backdrop of the replacement of the OFR with the Business 
Review, and consider carefully, and promote, the need of pension fund trustees for 
relevant, forward-looking reporting. 
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Appendix 1: Interview Questionnaire 
 

Fund Managers and Good Practice in Corporate Governance 
Questionnaire for Interviewees, October/November 2005 
 

Preliminaries 
 

As for the LAPFF postal questionnaire in 2004 all questions relate, unless otherwise 
stated, to the Fund Manager’s house policies and practices with regard to shareholder 
engagement. Consequently responses should be informed by those policies and 
practices rather than on individual cases relating to specific client requirements or 
obligations.  

The Fund Manager will be involved in a wide range of activities. For the purposes of this 
interview, the questions should be answered in relation to the management of 
investments in UK equities on behalf of institutional clients. 

1. Confirm names, job purpose(s) and length of service in current post of interviewees 

2. Clarify any limitations placed on the Fund Manager’s engagement activities by the 
house investment strategy, e.g. tracker funds, or ethical investment criteria 

 
 
Abbreviations 
Fund  - Local Authority Pension Fund client 
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Questions 
 
A. Monitoring Companies 

 
A.1. What ‘early warning’ systems does the Fund Manager have in place that will 

allow problems to be identified ‘at an early stage to minimise any loss of 
shareholder value’? 

 
A.2. To what extent, if at all, does the Fund Manager monitor the outcomes of its 

proxy voting (and other engagement activities) in a form that will allow the 
assessment of the effectiveness of its intervention strategy? 

 
 

 
B. Intervention with Companies 
 

B.1. How does the Fund Manager assess whether its specific engagement in investee 
companies is likely to meet a ‘reasonable expectation that activities […] are likely 
to enhance the value of a plan’s investment’ (US Department of Labor 
Interpretative Bulletin)? 

 
B.2. What options, if any, for escalating engagement have proven the most effective, 

when an investee company did not respond positively to the Fund Manager’s 
concerns on corporate governance and/or corporate responsibility? 

 
B.3. What types of conflicts of interest, if any, have arisen in the Fund Manager’s 

dealings with Funds? 
 

B.3.1. How have these conflicts of interest been resolved? 
 
 

 
C. Evaluation of Fund Managers on Engagement 
 

C.1. What use, if any, has the Fund Manager made of the following ways of 
measuring the impact of the Fund vote: 

 
i) Analysis of Fund votes cast by the Fund Manager at investee companies in 

relation to: 
a. Adherence to specific Fund Manager’s house policy, Fund or third 

party voting guidelines  
b. Meeting results 

ii) Analysis of Fund votes that have not been cast, and reasons for not casting 
iii) Voting statistics (% of For, Abstain, Oppose, Not Cast) on Fund votes cast 

by Fund Manager 
iv) Voting statistics as for (i), by size of investment 
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v) Analysis of Fund votes cast by Fund Manager for selected resolutions (e.g. 
remuneration reports)  

vi) Changes in corporate policy and practice on issues of concern against votes 
cast relating to these issues (including comparison year-by-year) 

vii) [Other] 
 

C.2. What other approaches does the Fund Manager use to measuring the difference 
its engagement makes to its client’s investment? 

 
 

 
D.  Reporting on Fund Managers’ engagement activities 
 

D.1. What types of information does the Fund Manager include in its general reports 
to Funds to enable the impact of its engagement to be judged? 

 
D.1.1. Can the Fund Manager provide us with an example on a confidential basis?  

 
D.2. What reasons, if applicable, has the Fund Manager had for being unwilling or 

unable to disclose certain engagement activities to Funds (e.g. relating to 
intervention in progress)? 

 
D.3. Is the Fund Manager willing in principle to make changes in the format of its 

general reports to clients on request from individual Funds or investor bodies like 
LAPFF? 

 
 
 
E.  Engagement and OFR 
 

E.1. Within the bounds of commercial confidentiality, would the Fund Manager outline 
how it intends to assess the information provided in OFRs in order to judge a 
company’s strategy and its potential to succeed? 

 
E.1.1. To what extent does the Fund Manager anticipate new intervention triggers 

that would be based on the interpretation of Corporate Governance and/or 
SEE risks and opportunities and their link to business strategy? 

 
 
 



Holding Fund Managers to Account, LAPFF Report, September 2006 
_____________________________________________________________________________ 

© Local Authority Pension Fund Forum, 2006 

59 

  

Appendix 2: Revised Trustee Guide 
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How to use this Guide 
This Trustee Guide aims to assist local authority pension fund trustees in the regular 
assessment of their fund managers’ engagement strategies, policies and activities. It 
does this by setting out assessment criteria for all aspects of delegated shareholder 
engagement, and integrates, in this revised version, best practice matters.  The Guide 
gives trustees an insight into the relevant issues for each aspect, and sets out pertinent 
questions to ask their fund managers (or themselves). 

While it may be useful to address all criteria contained in this Guide when conducting the 
assessment for the first time, the Guide can be adapted going forward to suit a fund’s 
specific requirements: the first assessment will enable the identification of strengths, 
weaknesses, and areas of future focus, on the basis of which trustees can select a 
subset of the criteria that is relevant to the funds particular situation.   

The assessment can be conducted on the basis of fund managers’ regular (typically 
quarterly) client reporting, and can also be used as a selection tool at appointment stage. 
The benefits to trustees will be greatest if they routinely submit their fund managers’ 
reporting to a critical appraisal and ask questions wherever the information provided is 
not clear. An overall review, for example on an annual basis, will then reveal any 
progress made, as well as any requirement for specific changes to strategy, policy or 
practice. 

Benefits for the fund 
The Guide has been written by PIRC, the Forum’s Research and Engagement Partner, 
with due attention to the resource and time constraints that funds face. It will enable fund 
trustees and officers to conduct periodic reviews of their fund managers’ engagement 
activities, in order to 

• Enable the assessment of engagement progress along with quality and effectiveness 

• Initiate a dialogue between funds and fund managers on engagement 

• Develop a better understanding of practice aspects of their fund manager’s 
engagement activities 

• Open up opportunities for improvements to current strategy, policy and practice 

• Become more activist by identifying opportunities for funds to get involved 

• Get the most out of fund managers’ engagement services 

Structure of the guide 
Trustees can read this Guide in its entirety or, if they do not require a great deal of 
background information, refer to individual sections separately. For example, the 
introduction provides information in the regulatory background and on the state of the 
debate on engagement, which the more experienced trustee may want to omit.  

The assessment criteria are set out in seven sections, in keeping with the ISC Principles: 

• Principle on Activism (page 66) 
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• Policy on Engagement (page 68) 

• Monitoring companies (page 70) 

• Engagement with companies (page 72) 

• Evaluation of fund managers’ engagement (page 73) 

• Reporting of engagement activities (page 75) 

• Review (page 77) 

Each section sets out the responsibilities of funds and their fund managers, based on the 
Myners or ISC Principles, and best practice considerations. This is then illustrated with an 
example of how a fund might attempt to discharge itself of the responsibility. This is 
followed by a set of assessment criteria in the form of questions, many of which require 
simple ‘yes/no’ answers.  

For further explanation of the questions, the user can refer to the appendix: the 
assessment criteria are collated in table format in the Appendix, where additional 
commentary for each question (where useful) is also provided. 

Acronyms and technical terms are explained in the glossary.  
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Introduction 
Trustees as active shareholders 
It is the view of the Local Authority Pension Fund Forum (LAPFF) that fund trustees 
should not let their fund managers simply take over shareholder activism, but that 
trustees have an active role to play in promoting good practice in corporate governance 
and social, ethical and environmental (SEE) matters. A beneficial way in which trustees 
can become more activist, even if resources may be limited, is by regularly reviewing 
their fund managers’ engagement activities with a view to assessing the effectiveness of 
that engagement, on the basis of regular (e.g. quarterly) reports from fund managers or in 
meetings with them.  

How can local authority pension fund trustees assess quality and effectiveness of their 
fund managers’ engagement? LAPFF published a Trustee Guide on Shareholder 
Engagement in 2005 to assist local authority pension fund trustees with this task, 
focusing on local authority pension funds’ and fund managers’ compliance with ISC and 
Myners Principles.  

The guidance was based in part on a postal survey with 55 local authority pension fund 
and nine fund manager respondents, and interviews with seven selected pension funds. 
Two reports on the survey and interview results were published in 2004. 

The Forum’s approach reviews both regular monitoring of companies to detect emerging 
concerns about risk and value destruction, as well as indicators directed towards 
measuring the effectiveness of a pension fund’s engagement activities, thus providing an 
independent mechanism for assessing fund management practices, particularly when it 
comes to implementing the Myners and ISC principles. 

 

Background to the revised Trustee Guide 
The revised Trustee Guide is based, inter alia, on interviews conducted with seven of the 
leading fund managers of UK local authority pension funds, and is published against the 
backdrop of: 

• Discernible adaptation of the industry to the introduction of Myners Principles50 and 
principles set out by the Institutional shareholders committee (ISC Principles51). 
Adaptation is somewhat more advanced amongst fund managers, in relation to the 
ISC Principles, evident in increased engagement and more willingness to be 
transparent on votes, than amongst pension funds, a majority of which have been 
found to rely on activism policies of their fund managers, without actually taking them 
into account when selecting the manager.52 

 

                                                 
50 Paul Myners, Institutional Investment in the UK: A Review, H.M. Treasury, March 2001 
51 Institutional Shareholders’ Committee, The Responsibilities of Institutional Shareholders and Agents – 
Statement of Principles (Updated), September 2005 
52 Department of Work and Pensions, The Myners Principles and occupational pension schemes, Research 
Report No 213, 2004 
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• Uncertainty about the future of narrative 
reporting in the UK. The statutory 
Operating and Financial Review (OFR) 
has been abolished in January 2006, but 
the requirement for a mandatory Business 
Review in line with the EU Accounts 
Modernisation Directive was maintained. 
Under threat of legal action by Friends of 
the Earth, the Government agreed in an 
out-of-court settlement to widen the scope 
of its consultation on the Business review, 
and also include comments on non-
financial issues that formed part of the 
OFR regulation. On 3 May, in response to 
this consultation, the government 
announced a package of measures to 
support its overhaul of company law including: the explicit statutory purpose for the 
Business review to inform members of the company and help them assess how the 
directors have performed their duty to promote the success of the company, and the 
requirement, for publicly quoted companies, to include information to the extent 
necessary on the main trends and factors likely to affect the future development of the 
business. 

A number of issues emerge that can be considered critical to the success of the UK’s 
particular type of shareholder activism, which tends to be delegated to fund managers: 

• Quality of engagement. It is doubtful whether current increased levels of 
engagement alone are leading to better corporate governance practice. Active 
engagement, in keeping with the use of the word in the 2001 Myners Review, should 
be more than a series of meetings at which to express “polite reservations”.  It should 
be conducted with some persistence to be effective and result in active intervention. 

• Integration of corporate governance and corporate social responsibility issues 
into mainstream investment processes. A review of the ISC Principles (Box 6) 
observed that there is a lack of integration.56 This represents an impediment to the 
effectiveness of fund managers’ engagement. 

• Link between good corporate governance and corporate social responsibility 
standards, and financial performance.  Quantitative methods have so far not 
conclusively demonstrated such a link, hence cannot be relied upon, on their own, to 
assess the effectiveness of intervention. In the absence of a consensus about the 

                                                 
53 Paul Myners, Institutional Investment in the UK: A Review, H.M. Treasury, March 2001 
54 The ongoing review of the impact of the Myners Principles suggested that going forward, local authority 
pension funds should make reference to the ISC Principles rather than the US Bulletin. The final decision 
on this has not been publicised to date. 
55 Interpretative bulletin relating to statements of investment policy, including proxy voting policy or 
guidelines, Code of Federal Regulations Table 29 Chapter XXV, 2509. 94-2, 1994. 
56 ISC, Review of the Institutional Shareholders’ Committee Statement of Principles, September 2005 

Box 5. Myners Principles53 

Paul Myners published a review of UK 
institutional investors’ approaches to investment 
decisions in March 2001. It identified a lack of 
active engagement by fund managers with 
investee companies on behalf of institutional 
investors, and recommended that pension funds 
should include their approach to activism in their 
Statement of Investment Principles, and in the 
written mandate given to their fund managers.54 

Moreover, the Myners Review identified the 
“duties of managers to intervene in companies – 
by voting or otherwise – where there is a 
reasonable expectation that doing so might raise 
the value of the investment.” This principle was 
taken from the US Department of Labor 
Interpretative Bulletin.55 
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nature of such evidence, it is difficult to introduce quantification into the assessment of 
intervention effectiveness. 

• Fund manager transparency. While reporting by fund managers to their clients is 
now almost common, some dissatisfaction over the contents of these reports prevails.  
Some of this stems from the perceived or real lack of the kind of information in those 
reports that would enable trustees to make a judgement about the effectiveness of 
their fund managers’ intervention activities. 

Pension fund trustees have the responsibility 
to ensure that shareholder activism is 
conducted in a way that fulfils their 
responsibility towards their members. 
Moreover they have the opportunity to get 
involved and move forward the debate. The 
revised version of the LAPFF Trustee Guide 
aims to provide trustees with the instrument to 
initiate and continue this debate with their 
fund managers. 

 
 
 
 
 
 

                                                 
57 Institutional Shareholders’ Committee, The Responsibilities of Institutional Shareholders and Agents – 
Statement of Principles (Updated), September 2005 
58 Department for Work and Pensions, Encouraging Shareholder Activism – A Consultation Document, 
2002 

Box 6. ISC Principles57 

The Institutional Shareholders’ Committee (ISC) 
set out a statement of principles for the 
responsibilities of institutional shareholders and 
their agents in an apparent reaction to the 
Government’s consultation on the possibility to 
introduce a statutory duty in relation to 
shareholder activism (2002).58  

The Principles provide best practice guidelines 
for all aspects of activism, from monitoring and 
intervention to assessing the effectiveness of 
intervention and reporting to clients.  

A review of this approach in September 2005 
found that there was sufficient evidence for the 
positive impact of the Principles on investor 
behaviour, and that no major changes to the 
Principles were therefore required. 
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1 Principle on Activism 
1.1 Responsibilities of funds and their fund managers  
Local authority pension fund trustees must implement the Myners Principles on a “comply 
or explain” basis. This currently entails the incorporation of the US Department of Labor 
Interpretative Bulletin into fund manager mandates, which requires ‘the responsible 
fiduciary’ to vote proxies, monitor and influence the management of companies if there is 
‘a reasonable expectation that activities…are likely to enhance the value of the plan’s 
investment’.59 

Fund managers’ strategies and policies, on the other hand, are typically based on the ISC 
Principles rather than the Myners Principles. Whatever the case, a fund manager’s 
explicit strategy on intervention in companies should state: 

• When engagement will occur 

• How it will be undertaken 

• Any criteria by which effectiveness of the engagement will be measured 

 

1.2 Example: Voting Strategy 
 

 
 
 
 
 
 
 

                                                 
59 Interpretative bulletin relating to statements of investment policy, including proxy voting policy or 
guidelines, Code of Federal Regulations Table 29 Chapter XXV, 2509. 94-2, 1994. 

Strategy Voting relating to UK shares held by the fund 

When The fund commits to voting proxies at all AGM and EGM resolutions 

How The pension fund may decide that voting is conducted on the basis of the fund 
manager’s voting guidelines rather than on the basis of the fund’s own voting 
guidelines 

Measurement 
criteria 

In order to measure the impact of the fund’s vote, the fund may opt to apply a 
number of criteria, for example: 

• Comparison of the fund’s votes against meeting results 

• Changes in corporate policy and practice relating to issues of concern that 
triggered an oppose or abstain vote 

• Comparison of the fund’s votes against industry votes (e.g. against ABI, LAPFF 
or NAPF voting outcomes) 



Holding Fund Managers to Account, LAPFF Report, September 2006 
_____________________________________________________________________________ 

© Local Authority Pension Fund Forum, 2006 

67 

  

1.3 Key questions to ask your fund manager or yourself 

 

1.1.a Is the fund’s and/or fund manager’s strategy on intervention clear? 

1.1.b If not, what needs to be done to bring it into conformity or explain any non-compliance in the 
Statement of Investment Principles? 

1.2 Does the formal integration of Corporate Governance (CG) and Corporate Social Responsibility 
(CSR) aspects into the mainstream investment process form part of the fund manager’s strategy? 

1.3 Is the fund manager’s strategy about the protection of value or about the enhancement of value? 

1.4.a Are the criteria for judging the effectiveness of the fund managers’ engagement satisfactory? 

1.4.b If not, what criteria do the Fund and/or its fund managers propose to adopt?  
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2 Policy on Engagement 
2.1 Responsibilities of funds and their fund managers  
Whether funds adopt their own shareholder engagement policies, or those of the fund 
manager to whom they delegate the engagement, the following should be addressed in a 
public policy statement: 

• How companies will be monitored 

• Policy for requiring companies’ compliance with the Combined code 

• Policy for meeting with a company’s board and senior management 

• How conflicts of interests of the fund manager (or the pension fund) will be minimised 
or dealt with 

• Circumstances that will lead to engagement and the types of action that may be taken 

• Decision-making process leading to engagement 

• Circumstances leading to escalation/types of escalation 

• Policy on voting 

Funds and their fund managers should agree by whom these responsibilities are to be 
discharged, and arrangements for agents to report back. 

  

2.2 Example: Engagement policy and responsibility 
 

 

 

 

 

 

 

 

 

Policy The fund adopts the fund managers’ policies on engagement. These policies set out 
a number of circumstances when the fund manager will intervene, such as non-
compliance with the Combined Code or other serious corporate governance or CSR 
concerns. 

Responsibility The fund may decide that its fund manager is responsible for all engagement 
activities, and the monitoring that leads to them. However, the fund may opt for 
active engagement itself, for example jointly with other funds. 

Reporting 
arrangements 

The fund manager provides regular (e.g. quarterly) reports on its engagement 
activities to the fund. 
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2.3 Key questions to ask your fund manager or yourself 

 
 
 

2.1.a Have the fund and its fund managers agreed by whom the engagement responsibilities are to be 
discharged, and on arrangements for the fund managers to report back? 

2.1.b If so, do the trustees know which individual within each fund manager is responsible for 
implementation of the engagement policy? 

2.1.c Does the fund manager have a training policy in place according to which CG/CSR training needs 
of fund managers and analysts are regularly reviewed and acted upon? 

2.2.a Has the fund delegated responsibilities to more than one fund manager? 

2.2.b If so, what steps are trustees taking to ensure that each fund manager votes the Fund shares in the 
same way and not against each other? 

2.3 Does the fund manager recall lent stocks for the purpose of voting? 
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3 Monitoring companies 
 

3.1 Responsibilities of funds and their fund managers  
The aim of monitoring, as defined in the ISC principles, is to identify problems at 
companies at an early stage. This can be based on the analysis of company publications, 
such as annual reports and accounts, or on the attendance of company meetings. 

As part of monitoring, funds or their fund managers should, as stated in the ISC 
Principles: 

• Seek to satisfy themselves, to the extent possible, that the company’s board and sub-
committee structures are effective, and that independent directors provide adequate 
oversight 

• Maintain a clear audit trail, e.g. records of private meetings with companies, of votes 
cast, and of reasons for voting against the company’s management, for abstaining, or 
for voting with management in a contentious situation. 

Insider dealing: Funds and/or their fund managers will expect companies and their 
advisers to ensure that information that could affect their ability to deal in the shares of 
the company concerned – i.e. which might make them ‘insiders’ – is not passed to them 
without their permission. 

 

3.2 Example: Monitoring Systems 
 

 
 
 
 
 

Aim To provide the fund with information on issues of concern well in advance of AGMs 
and EGMs, for example in the form of ‘alerts’. 

Research 
provider 

The fund charges its fund manager(s) to conduct monitoring and take appropriate 
action (by voting or entering a dialogue with companies on issues of concern). 
However, the fund obtains additional information from third party research providers 
(e.g. investor bodies) in the form of alerts. 

Use of 
monitoring 
results 

The information on companies collected by the fund manager(s) should be assessed 
against the fund’s (or fund manager’s) criteria for evaluating engagement impact and 
quality. The information contained in alerts can be complementary to the monitoring 
carried out by fund managers, and is thought to enhance the debate between 
trustees and fund managers. 

Use of audit trail The fund may use the audit trail for example to ensure consistency of engagement 
activities with engagement policy, or to identify any instances of conflicting votes 
cast by the fund’s different fund managers (on the same resolution at the same AGM 
or EGM) 
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3.3 Key questions to ask your fund manager or yourself 

 
 

3.1 Does the fund manager conduct systematic monitoring of corporate governance and CSR issues at  
companies? 

3.2 Is the monitoring conducted by a dedicated CG/CSR team or by financial analysts? 

3.3.a Is the monitoring of companies (with the view to outcomes of the fund’s engagement strategy) 
producing relevant information in a form that enables the assessment of the strategy’s 
effectiveness? 

3.3.b If not, is this matter best resolved directly with the fund manager and/or research providers 
concerned, or through investor bodies? 
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4 Intervention with companies 
 

4.1 Responsibilities of funds and their fund managers  
Engagement, as set out in the ISC principles, is about exercising votes and, where 
necessary, intervening with companies objectively and in an informed way. Moreover, 
where it would make intervention more effective, investors should seek to engage with 
other shareholders. Escalation of action should be decided case-by-case.  

According to the Myners Principles, intervention should take place if there is a reasonable 
expectation that this may raise a fund’s value. 

 

4.2 Example: Comply or explain approach 
 

 

4.3 Key questions to ask your fund manager or yourself 
 
4.1.a Does engagement take place on predetermined types of circumstances? 

4.1.b If not, is it clear from the report what the rationale for intervention was in each case and which 
criteria are used to measure engagement effectiveness? 

4.1.c Is there a formal decision-making process prior to engagement? 

4.2.a Do the fund and/or its fund managers have an escalation strategy if a company does not respond 
constructively to concerns? 

4.2.b If not, is the issue of sufficient concern to be raised through investor bodies? 

4.2.c Does the report contain information on cases of ‘comply/explain’? 

4.3.a Is there any evidence in the report or from other sources that the fund manager has a conflict of 
interest, which may limit engagement due to commercial or other relationships between the fund 
manager and target companies? 

4.3.b If so, would co-operation through investor bodies offer a possible solution to the problem? 

4.4 How does the fund manager arrive at its default vote? 

 

Trigger An oppose vote on a specific resolution may be triggered by circumstances 
determined in the fund manager’s policy, which has been adopted by the fund (e.g. 
non-compliance with Combined Code) 

Action The fund manager may choose to amend this vote to support the company’s board 
as a result of an explanation provided by the board that is considered satisfactory. 
This may in turn open up the dialogue with the company in question. 

Conflict of 
interest 

The fund needs to ensure that the fund manager’s actions have not been influenced 
by a conflict of interest. Where genuine limitations to effective engagement exist, the 
fund may opt to become active itself, potentially overriding the fund manager’s voting 
outcome, or employing more high profile action than fund managers. 
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5 Evaluation of fund managers’ engagement 
 

5.1 Responsibilities of funds and their fund managers  
The ISC Principles require that fund managers, as the agents of pension funds, should 
“set out the circumstances when they will actively intervene and how they propose to 
measure the effectiveness of doing so.”  

While the Principles do not define effectiveness any further, the ISC has, in its review of 
the principles, announced the establishment of a working group that will “compare 
experiences and draw conclusions about the usefulness of particular approaches and the 
effectiveness of engagement”. Findings from previous, regular assessment of 
engagement activities delegated to fund managers will support this process. 

 

5.2 Example: Engagement evaluation process 

 
 

5.3 Key questions to ask your fund manager or yourself 
 
5.1.a Is there evidence of improvements in the rigour with which qualitative and/or quantitative 

evaluations of engagement activities are undertaken? 

5.1.b If not, would co-operation through investor bodies to discuss areas for improvement be helpful to 

Choice of criteria The fund adopts a subset of the criteria set out in this LAPFF Trustee Guide as its 
fund-specific evaluation criteria. These could be aimed, for example, at identifying 

• Whether generally accepted CG or CSR standards trends are reflected in the 
fund manager’s engagement policies 

• The degree to which the fund manager adheres to voting policies 

• Changes in corporate policies and practices that demonstrate engagement 
impact 

• Potential follow-up activities that the fund could usefully undertake (such as 
engagement activities or changes to fund policy) 

Action The fund conducts a regular assessment of its fund managers’ engagement reports, 
for example on a quarterly basis. The findings are then reviewed periodically (e.g. 
annually) to identify trends and areas for improvement. 

Information 
source 

The assessment will be based on a number of sources: 

• The fund’s regular assessment of fund manager reports 

• Monitoring results in a form that is relevant to the fund’s assessment criteria 

• Feedback from shareholders and other stakeholders on specific cases of 
engagement 

• Disclosure of the votes cast by the fund manager (e.g. annually) 
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the fund? 

5.2 Does the fund manager routinely review monitoring results post-engagement in order to identify 
changes or progress at companies? 

5.3 Does the fund manager conduct an internal audit to check whether votes cast actually reach the 
company? 

5.4 Does the fund manager conduct an internal audit of voting outcomes against voting policies? 

5.5 Does the fund manager set specific objectives for engagement, and measure engagement success 
or failure against those objectives? 

5.6 Does the fund manager disclose incidents where engagement has been discontinued or 
abandoned, and explain the reasons for this outcome? 
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6 Reporting of engagement activities 
 

6.1 Responsibilities of funds and their fund managers  
 “Transparency is an important feature of effective shareholder activism. Institutional 
shareholders and agents should not however be expected to make disclosures that might 
be counterproductive. Confidentiality in specific situations may well be crucial to 
achieving a positive outcome.” (ISC Principles) 

Fund managers typically discharge themselves of the transparency requirement by 
providing their clients with sections on engagement in their quarterly reports. The 
information provided should include a judgement on the impact and effectiveness of their 
engagement.  

 

6.2 Example: Reporting arrangements 
 

 

6.3 Key questions to ask your fund manager or yourself 
  
6.1 Would the fund find it useful to receive confidential information on cases of intervention in progress, 

if this does not happen already? 

6.2 Does the fund manager’s report provide a sense of progress in terms of CG/CSR good practice? 

6.3 Does the report contain information on cases of ‘comply/explain’? 

6.4.a Is the content of the report overall satisfactory for evaluating the success of the fund’s engagement 
strategy? 

6.4.b If not, is the fund manager willing to accommodate changes to their report, to enable the fund’s 

Report format 
and content 

The fund receives regular reports from its fund manager that are not specific to the 
fund. If the fund requires additional information or a specific data format in order to 
enable a full assessment of the fund manager’s engagement effectiveness, the fund 
manager will most likely be unable to provide it, as it would mean changes to the 
report content for all its clients. 

Individual 
agreements 

The particular information reported, including the format in which details of how 
votes have been cast will be presented, is a matter for agreement between the 
pension fund and its fund manager. The scope to make changes to report content 
upon request from individual clients, however, may be limited by the fact that many 
fund managers produce one report for all clients, that reports on their activities are 
often subject to strict editorial limits, and that responsibilities for reporting policy and 
client feedback are often with separate departments, and not with the corporate 
governance department. A joint approach by a number of investors may well help to 
overcome these obstacles to better reporting. 

Action The fund may consider joint action with other local authority pension funds (for 
example via the LAPFF platform) to negotiate content or format changes with the 
fund manager. 
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assessment of engagement activities? 

6.4.c Is the report client-specific? 

6.4.d If not, would co-operation through investor bodies to discuss areas for improvement be helpful to 
the fund? 
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7 Review 
 

7.1 Responsibilities of funds and their fund managers  
The ISC’s review of its set of engagement principles in September 2005 found that there 
was sufficient evidence for the positive impact of the principles on investor behaviour, and 
that no major changes to the principles were therefore required. Individual funds should, 
however, review on a regular, e.g. annual basis their progress against objectives that 
were agreed at the outset, in order to identify areas where improvement of strategy, 
policies and practices is still necessary. 

 

7.2 Example: Review of intervention strategy 

 

7.3 Key questions to ask yourself 
  
7.1 Does the fund require fundamental changes to its engagement strategy, policy or practice? 

7.2.a Does the fund require fundamental changes to the way its fund manager conducts its monitoring 
and engagement activities, and reports on them? 

7.2.b If yes, are these changes best achieved by negotiating directly with the fund manager, or are there 
common issues with other funds that could be addressed jointly, for example through investor 
bodies, and by taking actively part in a wider debate? 

Review Fund conducts a review of its intervention strategy, between one to three years after 
adoption, against criteria for judging outcomes that were originally agreed. The 
review can be based on the outcomes of the regular assessment of fund managers’ 
engagement activities, but should also take into account other factors, for example 
regulatory developments, or outcomes from joint engagement or the ongoing debate 
with other investors. 
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Glossary 
 

Business Review Statutory requirement for listed companies to publish a Business Review in 
their directors’ report, with the explicit statutory purpose to inform members of 
the company and help them assess how the directors have performed their 
duty to promote the success of the company, and the requirement, for publicly 
quoted companies, to include information to the extent necessary on the main 
trends and factors likely to affect the future development of the business.. 

Combined Code Under the Listing Rules UK companies are required to make a statement on 
how the company has complied with the Combined Code principles of best 
practice in corporate governance; make a compliance statement specifying 
the Code provisions with which the company has not complied; and state 
whether the board considers that the company has complied with the Code in 
full during the whole period under review.   

‘comply or 
explain’ approach 

Combination of dialogue with companies and voting, by which a company is 
informed of an intended voting outcome, which is then amended in case of 
successful engagement with the company. 

Engagement Institutional shareholders can fulfil their ownership duties in several ways: 
Voting, i.e. using shareholder voting rights at AGMs or EGMs, entering a 
dialogue with a company on issues of concern, or the ‘comply or explain 
approach’ (see above) 

Institutional 
Shareholders 
Committee (ISC) 

The Institutional Shareholders’ Committee issued ‘The Responsibilities of 
Institutional Shareholders and Agents – Statement of Principles’ in October 
2002. In 2002, the members of the ISC were: the Association of British 
Insurers; the Association of Investment Trust Companies; the National 
Association of Pension Funds; and the Investment Management Association. 

Investor bodies For the purpose of this report: Association of British Insurers (ABI), Local 
Authority Pension Fund Forum (LAPFF), and National Association of Pension 
Funds (NAPF). 

Myners Principles Paul Myners recommended pension fund trustees voluntarily adopt, on a 
‘comply or explain’ basis a series of principles codifying best practice for 
decision-making in relation to investment. 

Operating and 
Financial Review 
(OFR) 

An OFR ‘is a narrative explanation, provided in the annual report, of the main 
trends and factors underlying the development, performance and position of 
an entity during the period covered by the financial statements, and which are 
likely to affect the entity’s future development, performance and position.’  
There is no longer a statutory requirement for companies to provide an OFR. 
(See also: Business Review) 

Proxy voting Exercising shareholder voting rights at AGMs or EGMs by appointing proxies 
and submit voting instructions, which may be implemented, often only if a poll 
is called. 

Statement of 
Investment 
Principles  (SIP) 

Written statement of the principles governing a fund’s decisions about 
investments, which the administering authority is required, by law, to prepare, 
maintain and publish (after consultation). Must cover their policy on, inter alia, 
the extent (if at all) to which social, environmental or ethical considerations are 
taken into account in the selection, retention and realisation of investments; 
and also the exercise of rights (including voting rights) attaching to 
investments, if they have such a policy. 
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US Pension Fund 
intervention 
strategies 

The Myners Review believes that the US Department of Labor Interpretative 
Bulletin (see Appendix) correctly articulates the duty of care, which fund 
managers owe clients to pursue effective intervention, such as proxy voting, 
where it might add value to the Fund. 

Voting proxies See: Proxy voting 

 
 
 


