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Tomorrow’s Stewardship  

Speech by Mark Goyder at Tomorrow’s Company Beyond Regulation Conference 9 March 2011
Good afternoon.

I think this morning was tremendous. I am so proud of the practical  examples of governance innovation such as the Board Mandate that are beginning to flow from the Good Governance Forum. 
We heard from Mervyn King. Mervyn is passionate that good corporate governance is crucial for the fulfilment of our responsibility, to pass this planet, this society, and our natural environment on to our children in a healthier state than we inherited it from our parents. 
A few weeks ago I was walking on Dartmoor, where my friends showed me the oak trees of Wistman Wood. This wood has survived on an inhospitable hillside for 500 years.  There are ferns, liverwort, moss and lichen. There are bilberry plants growing on the trunks of the oak trees. There are foxes and adders and many other forms of life. 

In Tomorrow’s Company some of us have been thinking recently about the lessons that business we can learn from nature. Think of the trees as companies, and the wood and its ecology as our wealth creating system. 

The way we manage our woodland  is a perfect metaphor for the way we manage our businesses. 

We can chop down the trees, and harvest the wood for an immediate cash benefit – but if we do that we would be left with barren land. We could insist on a rigid view of what the trees ought to be like, and have a mono-culture of trees planted in rows.  But that would ignore the wider value of the wood, and the plants and wildlife that thrive in it. The full importance of the forest to us depends on its diversity, its webs of interdependence, and the wider social value it has to those who use it. 
True stewards are the ones who take responsibility for the condition of the whole wood. 

In Tomorrow’s Company we define stewardship as:
‘the active and responsible management of entrusted resources now and in the longer term, so as to hand them on in better condition’.
And that is true where ever you are in the value chain. Whether you are   

· A board member

· A fund manager, or private or family owner
· An insurance company fiduciary
· Or a trustee of a pension fund  

you have a stewardship responsibility. 
Nor is this merely the custody of financial assets.  Financial assets can only be as good as the surrounding conditions allow them to be. And overall, our investment returns are in the end only as good as the wealth that companies generate. 
Ordinary savers and investors need an investment return, of course. Let’s not kid ourselves, some of them enjoy being day traders and making a quick buck out of the system. But for the majority of us, as savers and investors we are concerned with the survival of the whole wood, and not just the few trees currently in our portfolio. 

Our future pensions and life policies depend on there being a wealth creating environment in which companies can flourish, tomorrow as well as today. 

The kind of companies that the Governor of the Bank of England – yes that’s the other Mervyn King!  - was talking about last weekend when he said

“companies that keep a clear vision of who their customers are, and are run by people who don’t think they should simply maximise profits next week”.
Investment value ultimately depends  company stewardship. And company stewardship in turn depends on the wider ecology of business. And that in turn requires the right climate for all wealth creation.
Climate in the literal sense. 

Biodiversity. 

Talent and education. 
Clean air. Water. Sanitation. Infrastructure. 
A strong legal system; ethics.   
So when fund managers talk about shareholder value, if they include in their definition of shareholder value the promotion of long term wealth creation in these healthy conditions, then there is no conflict between their definition of success and the needs of their clients.
But most of them don’t. They cannot, or will not, see the wood for the trees. 
The problem is that too few investors see shareholder value in stewardship terms. Try talking to many fund managers, investment consultants, and even pension trustees.  Many have been indoctrinated with the efficient markets hypothesis:   “investment performance” is defined in a way that excludes consideration of the environment that is needed to grow healthy companies and sustain such performance. They would say they are not in business to promote healthy companies but to create shareholder value. 
Somehow, magically, the capital markets and the corporate sector are expected to convert this pursuit of higher share prices in to better corporate performance. 
And that is the destructive weakness eating away at our investment system.  This weakness was so expensively exposed in the financial crisis. 

A crisis which showed our capital markets are steadily losing their grip on reality, as vividly illustrated in The Big Short, one of the two books that the British Mervyn King recommended in his recent interview that we should read. 
Shareholder return can in the end only be created by healthy companies, engaging and inspiring talented people to create excellent goods and services that somebody wants. So if fund managers are acting in the best interests of their clients, they will want to ensure by their stewardship that they create the right climate for this. 

Stewardship is the golden thread that links business, the economy and society, into a resilient fabric. 

It binds together the agendas of pension funds, insurance companies, regulation, government policy, and client choice into behaviours which work with the grain of the market to create the long term risk adjusted returns that investors need. 

As we have heard this morning, boards of directors play a vital part in this. As Sir Malcolm Williamson said, a good board is clear about the purpose and values of the company; its strategic boundaries and its risk appetite.  In other words its mandate.

The board mandate connects the stewardship role of directors with the stewardship role of investors.
It is the investors who elect those boards in the first place. It is to the investors that those boards are accountable. It is through dialogue with the investors that a board mandate should be refined once the directors themselves are clear on its essence. And it is investors who can, by their ownership behaviours strengthen the board’s stewardship of a company. 
Yet I meet many pension trustees who genuinely wonder how they can possibly factor in stewardship concerns when their advisors tell them they might be letting down their beneficiaries by doing so! This is wrong-headed dogma.
Tomorrow’s Company is now embarking on a project entitled “Why Stewardship Pays”. We intend to help people make sense of the enormous body of literature on this. David Wheeler of Plymouth Business School is here today and his helping us. To paraphrase very crudely what we already know from the literature, there are no certainties but there is an impressive and growing body of evidence that attention to stewardship protects investors from follies like subprime without exposing them to risk of worse performance. It is imprudent to neglect stewardship. It’s like failing to insure your house against fire! 

In legal terms, it is now pretty clear that stewardship is n essential part of fiduciary duty. 
 Globally, as we have heard today from (the South African) Mervyn King, there is now a move to turn the tide in favour of stewardship, reinforced by the growing understanding that we need to broaden our criteria of value.   
This is the path of sanity. 
So, if we are to follow this path, what needs to happen in practice? 
In dialogue with companies, fund managers, pension funds, and government, Tomorrow’s Company is now developing a stewardship manifesto, and we will be launching this in full in a few months time. We want to work with the grain of the market. But we do need the government and the regulator to create the conditions in which there are market rewards for those who put the considerations of long term value above the manipulation of share price. 
In the manifesto we will be suggesting a number of synchronised practical steps for each of the links in the chain. An agenda for boards, fund managers, fiduciaries, investment consultants, investment analysts. 
On their own, no one of these changes would be effective. But taken in concert, they offer us the ability to establish stewardship at the heart of our system. 

And, to help steer this process, there are two specific changes that government and our regulators in the UK need to make ....starting now.
One is on the demand side to help encourage stewardship by the people who are buying fund management services. 
And one is on the supply side, to help encourage stewardship by the people who supply fund management services.  
Demand Side

On the demand side, Tomorrow’s Company is today calling on the UK’s Coalition Government to initiate a review of the fiduciary duty of pension trustees, and others who take investment decisions.
And most importantly, we want them to do this without adding to the regulatory burden on pension trustees. 

Most people would say that the duty of stewardship already exists. Indeed, for many trustees it goes without saying. For the reasons that have been set out by Mervyn King, it is confirmed by common sense, current legal opinion and good governance. But there are still a lot of trustees and advisers to trustees who are getting away with the argument that it is somehow a luxury to be vigilant in monitoring risk in the companies in their portfolio, in spite of the recommendations by Sir David Walker in his report for the government. He spelled out the areas that he would expect an investor t get involved in order to know what risks are being taken in the businesses over which they have ownership.
It is rather like someone refusing to take out fire insurance on their house because they haven’t yet seen an academically respectable business case for doing so! 
Which is why we need to make the consideration of stewardship of the companies they invest in an explicit part of fiduciary duty. 
There is a clear parallel with the changes in Company Law that Tomorrow’s Company identified and successfully argued for in the 90s. Most people then accepted that it was common sense that directors owed their duty to the company, and could only create enduring shareholder value through a focus on the health of the environment and their stakeholders, but company law did not recognise this wider focus explicitly and so the myth was allowed to survive that directors  owed their duty to shareholders. In 2006 the law was changed, and this consolidated the change in attitudes that was already emerging. 

Today in the light of leading-edge legal opinion, there is a growing view that stewardship is a precondition for the fulfilment by trustees of their fiduciary duty. But, as happened with Company Law in 2006, and as is now happening in South Africa, we need to see this reflected in codes, and rules, and legal arrangements so that trustees and other fiduciaries will know that they are neglecting their duty if they fail to have a clear stewardship policy at the heart of their investment principles. This is not a proposal for adding to the burden on pension trustees. It is actually a proposal for simplifying their task and aligning it with common sense. 
And it is not only pension trustees whose job revolves around stewardship. The position of fiduciaries in insurance companies seems to us to be particularly in need of attention. Insurance companies collect premiums from millions of policyholders and invest them on our behalf. The interests of the policyholders and the interests of the insurance companies and their shareholders are not always the same. It is time insurance companies were required to put in place clear and distinct arrangements through which the investment of their funds takes place on a basis of stewardship. Every organisation that collects and invests money on behalf of others should have a properly constituted and accountable body which is there to ensure stewardship of the assets under investment. 
The best way to carry out this review would be to create a body which might look rather like the UK’s Company Law Review in the 1990s. The review should be carried out by a group comprising leading practitioners.  
The overall objective – that of creating a duty for all fiduciaries - should be non-negotiable. The Stewardship Review Body should follow the South African example in finding the most intelligent route to achieve it. Some of you will know that Fair Pensions will shortly be publishing their recommendations on fiduciary duty. We are talking to Fair Pensions and hope that their report may be a springboard. 
Supply Side

So much for the demand side. On the supply side, Tomorrow’s Company is calling on the FRC, to strengthen the UK Stewardship Code in line with our earlier recommendations. Thanks to the existence of the Code, and thanks to the work of the Institutional Shareholders Committee, we do now have the potential ability to recognise and reward fund managers who excel in stewardship. But there are two weaknesses in the current code. 
First, the code lacks clear criteria. We need a spectrum, so that we can differentiate between varying degrees of fund manager effectiveness. 
Secondly, under the present code, it is the fund management house, and not the individual fund, that signs up to the code. Yet within most houses there are many different investment funds with different approaches. 

To create an informed market place, clients need to know where each  investment fund fits on the spectrum. There is a huge range of approaches which investment houses can currently claim count as “Stewardship”.
At one extreme, there is the institutional investor which claims to be a good steward because it hires a third party to which it can outsource its voting decisions – without necessarily thinking about them!  

At the other end of the stewardship spectrum there are some investors who  deliberately focus their portfolio on a smaller number of shares so that they can truly know what their risks are with every company. 
So here is the spectrum we have discussed with some of the best fund managers and made to the FRC .

 Level one would be for fund managers which cast votes.

Level two is for those which are properly monitoring companies and engaging with them. 
Level three is for fund managers which go the whole hog. They may be cutting the portfolio down to a size where the institution can behave like a proper owner. Making a real effort, in conjunction with fellow investors, to engage strategically. Participating in the nomination of board members. Reviewing the results of the board evaluation and taking time to talk to companies about how they define their board mandate.
With these two changes to the demand and the supply side, we will, on the demand side, open the way to the creation of stewardship mandates. This in turn will open the way on the supply side to a fast growing section of the fund management industry which does take it seriously. And this will give the fund management industry and the big institutional investors a reason to start promoting high quality and exposing the pale imitators. Just imagine what a difference it would make if each fund had to declare where it fitted on the spectrum. 
The industry could then develop its award schemes for the best. Self- assessment systems and quality assurance for all stewardship funds. And an example to the rest of Europe, which is currently trying to decide how it should promote stewardship, and which is highly sceptical about the success of the UK’s “comply or explain” approach. 
So here, in summary, are the next steps for the government and regulators in the direction of the stewardship economy. 
1) To bring sanity to the demand side, we are calling on the UK Government to set up a Stewardship Review. 
Consult widely to get a practical approach then create the clarity we need on the stewardship responsibility of pension trustees and indeed other fiduciaries. 
2) At the same time stimulate the supply side, with a properly differentiated Stewardship Code. 

Create a dynamic where stewardship focused fiduciaries develop mandates and seek out funds to satisfy the mandate. 
We in Tomorrow’s Company intend to do all we can to make people aware that as the owners of shares, and the clients of life insurance companies, they do have the means to hold companies to account. 

Fairly, or unfairly, many people are angry with the banks. If the government adopts this agenda, they need no longer be accused of inaction over controversial issues such bankers’ bonuses. They can justifiably say that it is up to shareholders to hold boards to account and to change those boards if they fail in their duty.  And for citizens to take some responsibility themselves for stewarding their investments.  Isn’t that what the Big Society is supposed to be about? 
Through this agenda for the stewardship economy, we will be starting to create behavioural change, not heavy handed regulation. If government succeeds in creating a functioning marketplace for stewardship funds, we should, in time, see a steady reduction in the need for further regulation as engaged investors, acting on clear mandates, take up the slack. 

If we all follow this agenda, we will be taking the first steps towards a stewardship economy, one in which there is a golden thread connecting the ordinary person and their savings the decisions directors take in the boardrooms of our big companies. 
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